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Abstract 
 
 
 

A spate of sudden, high-profile corporate collapses has raised serious concerns over the 

degree to which managers are open and honest about poor financial performance.  

Corporate failures such as Enron, WorldCom and Tyco in the United States and One.tel 

and HIH in Australia have advanced the view that internal governance mechanisms and 

private managerial incentives systematically fail to ensure timely and reliable disclosure of 

bad news (e.g. Jensen, 2004).  This thesis appraises the conventional view by 

investigating managers’ communications with the capital market during a period of sudden, 

poor financial performance.  We study 74 firms that are listed on the Australian Stock 

Exchange [ASX], which experience an adverse earnings shock between 1994 and 1999.  

An adverse earnings shock is defined as a year of positive, increasing net income, 

followed by two contiguous years of negative or declining net income. 

 

The Australian setting for this study provides access to a richer database of investor 

communications than previously utilised in the literature, including management discussion 

and analysis, strategy disclosures, earnings and revenue forecasts, earnings 

preannouncements, business segment forecasts, dividend changes and share 

repurchases.  Exploiting this extensive data set, we find that managers actually step up 

their investor communications activities around an adverse earnings shock.  In the low-

litigation Australian setting, we are able to rule out litigation-avoidance incentives as a 

major explanatory factor.  We investigate whether the increase in the volume of investor 

communications is aimed at mitigating information asymmetry, signalling a turnaround in 

financial performance or simply due to management “hype”.  

 

Managers’ choice between seven alternative modes of investor communications is 

modelled simultaneously.  We show that factors apart from litigation-avoidance incentives 

drive disclosures by poorly performing firms.  The evidence is broadly consistent with 

managers using investor communications to mitigate information asymmetry around 

adverse earnings shocks.  Our conclusions are strengthened by a more focussed study of 

management profit warnings, in which we find that managers are relatively forthcoming 

with bad news. 
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There is no evidence that investor communications are used to signal management talent 

for anticipating and responding to economic conditions, when studying managers’ investor 

communications choice.  However, firms issuing neutral tone earnings forecasts with 

supplementary statements experience a massive three-day abnormal return of 22.5%, 

after controlling for all concurrent disclosures.  This result is consistent with the theoretical 

model developed in Chapter 3 of this thesis, in which managers signal their talent for 

anticipating and responding to economic conditions by issuing earnings forecasts in 

conjunction with supplementary statements explaining earnings. 

 

Managers’ forward-looking disclosures are significantly positively biased, consistent with 

claims by investor groups, regulators and the financial press.  Managers also make 

overoptimistic dividend increases around adverse earnings shocks.  However, we find that 

the bias in management earnings and revenue forecasts is limited to firms with high levels 

of information intermediation and earnings uncertainty.  The bias in forward-looking 

qualitative disclosures is limited to firms engaged in security offerings.  Therefore, poor 

financial performance per se might not lead managers to hype their firms’ stock.  Stock 

price tests reveal that managers face a severe credibility problem when communicating 

with the capital market around adverse earnings shocks.  Investors discount positive tone 

financial reports and earnings forecasts, but reward candid discussions of poor 

performance in the Chairman’s address to shareholders. 

 

The evidence presented in this thesis also informs on the role played by information 

intermediaries and large institutional investors in capital markets.  While information 

intermediaries encourage voluntary disclosure, they also promote the hyping of firms’ stock 

through overoptimistic forecasts.  On the other hand, large institutional investors curtail 

public disclosure, but also constrain managers’ overoptimistic communications with the 

capital market. 
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Chapter 1 

Introduction 
 

 

 

1.1    Introduction 

 

The modern corporation is characterised by a separation of ownership and control (Berle 

and Means, 1932).  Net savers maximise their rate of return by investing funds with 

specialists in managing capital.   By virtue of their expertise, managers are typically better 

informed than suppliers of capital, and also uncover private information in performing their 

duties (Healy and Palepu, 1993).  Public capital markets facilitate the flow of funds from 

net savers to managers of capital and allow investors to share risk efficiently.  However, 

diffuse corporate ownership discourages private monitoring and relationship building 

between managers and shareholders.  Therefore, managers retain an information 

advantage over outsiders.   

 

Information asymmetry is defined as the situation in which one party to a transaction is 

better informed than another.  The information asymmetry between managers and 

investors can have dramatic effects, producing adverse selection and agency costs, which 

can lead to the failure of the capital market.  Akerlof (1970) demonstrates that without a 

technology to ascertain product quality, a market for ‘lemons’ results in which only the 

lowest quality goods are tendered for sale.  This is the adverse selection problem.  Jensen 

and Meckling (1976) analyse how managers exploit information asymmetry by taking 

hidden actions to expropriate investor wealth once it is sunk.  This is the moral hazard 

problem.  The presence of adverse selection and moral hazard generates massive social 

costs by destroying corporate value (Jensen, 2004) and raising the cost of capital in the 

economy, thereby deterring investment and potentially reducing long-term economic 

growth (International Federation of Accountants, 2003).  Corporate managers too might 

bear private costs from their inherent information advantage, due to investors’ response to 

information asymmetry.  Adverse selection can result in stock undervaluation and a higher 

cost of capital, thereby reducing managers’ stock-based compensation, constraining 

capital investment, and increasing the likelihood of hostile takeover, dismissal by the board 
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and liquidation of the firm by its creditors.  The potential for moral hazard can result in 

excessive constraints on management decision-making and lower management 

compensation as shareholders charge for costly monitoring services and price-protect 

against expropriation of their wealth.   

 

There are various technologies that mitigate moral hazard and adverse selection costs 

(Healy and Palepu, 2001).  Corporations are required to communicate directly with the 

capital market through periodic financial reports.1  Financial reports not only provide 

investors with valuable information, but also yield performance measures employed in 

compensation contracts, which are designed to motivate managers and constrain morally 

hazardous activity on their part.  The market for information intermediaries who specialise 

in information acquisition and processing,  such as financial analysts, brokers and ratings 

agencies, has evolved to bridge the information asymmetry between managers and the 

capital market.  In addition, banks, venture capital funds and other institutional investors 

form close relationships with managers in order to mitigate information asymmetry.  This 

thesis deals with another important mechanism for resolving information asymmetry: firms’ 

voluntary communications with the capital market.    

 
In recent years, a spate of sudden, high-profile corporate collapses has raised serious 

concerns over the degree to which managers are open and honest about poor financial 

performance.  In single-period perfectly competitive settings, theoretical models of 

corporate disclosure predict that private incentives alone are not sufficient to ensure that 

managers are forthcoming with bad news (e.g. Verrecchia, 1983; Jung and Kwon, 1988).  

Corporate failures, such as Enron, WorldCom and Tyco in the United States; Parmalat in 

Italy; and One.tel and HIH in Australia, have advanced the view that internal governance 

mechanisms, regulatory constraints and private managerial incentives to promote 

reputation and reduce the cost of capital systematically fail to ensure timely and reliable 

disclosure of bad news in real institutional settings (e.g. Jensen, 2004).   

 

Admati and Pfleiderer (1998) claim that "[f]ull voluntary disclosure . . . rarely seems to 

occur in reality, and firms typically do not disclose more than regulation requires” [p. 2].2  

Prentice (2002) adds that “[i]t is not just that full disclosure is made involuntarily; what is 

disclosed is often inaccurate and/or fraudulent”.  These views are echoed by 

commentators on the Australian capital market.  Jillian Segal, Deputy Chair of the 
                                                 
1 Financial reporting involves voluntary communication through the accruals process.  In a clinical study of 
CUC International, Healy and Palepu (1995) investigate the interaction between firms’ discretionary accruals, 
voluntary disclosure and corporate finance policies.  
2 Cited in Prentice (2002). 



 

 3

Australian Securities and Investment Commission [ASIC], observes that “prompt 

disclosure is not an integral part of our corporate culture.  Many companies seek to avoid 

disclosures unless they receive legal advice that it is absolutely required”.  What is viewed 

as a history of deficient disclosure by Australian corporations has led her to announce that 

the capital market regulator is “still fighting a war on disclosure” (Segal, 2001).  Allen 

(1997) identifies irregular communication and dishonesty as two hallmarks of deficient 

disclosure by Australian corporations.  In response to such concerns, a Corporate 

Governance Council was established by the Australian Stock Exchange [ASX] in 2002.  

The Council issued a report specifying 10 principles of good corporate governance in 

March 2003, which featured recommendations to “safeguard integrity in financial reporting” 

and to “make timely and balanced disclosure” (ASX Corporate Governance Council, 2003).   

 

This thesis appraises the conventional view that corporations are not open and honest with 

investors by conducting a detailed study of managers’ communications with the capital 

market around a period of sudden poor performance.  Despite the much espoused link 

between corporate collapses and poor financial disclosure, firms reporting losses and 

earnings declines have rarely been singled out for attention in studies of investor 

communications.  We conduct a detailed study of investor communications by 74 firms 

listed on the ASX which experienced an adverse earnings shock between 1994 and 1999.3  

An adverse earnings shock is defined as a year of positive, increasing net income (the 

benchmark period), followed by two contiguous years of negative or declining net income 

(the earnings shock period).  Sample constituents include prominent Australian 

corporations such as The News Corporation, CSR, Coles Myer, Wesfarmers, John Fairfax 

Holdings, Goodman Fielder and Amcor, as well as companies involved in high-profile 

corporate collapses such as AWA and Harris Scarfe and takeovers such as GIO Australia 

Holdings.   

 

Undertaking this study in an Australian setting has two major advantages.4  Firstly, the 

Signal G database5 provides access to the full text of all announcements lodged by firms 

with the ASX.  This allows us to compile an extensive database of investor 

communications, including management discussion and analysis [MD&A], strategy 

disclosures, earnings and revenue forecasts, earnings preannouncements, business 

                                                 
3 Two years of data are required after the earnings shock period.  Therefore, 1999 is the latest 
earnings shock year for which data is available.  See section 4.2 for details. 
4 See section 4.5 for a more thorough discussion. 
5 The Signal G database is maintained by the Securities Industry Research Centre of Asia-Pacific 
(SIRCA).    
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segment forecasts, dividend changes and share repurchases.  We can therefore be 

confident that our measures capture any change in firms’ overall investor communications 

activity around adverse earnings shocks.  The second advantage is that the Australian 

market is a low-litigation setting (Taylor and Taylor, 2003).  Voluntary communications by 

poorly performing firms in the U.S. market are commonly believed to be motivated by 

litigation-avoidance incentives (Skinner, 1994, 1997).  These incentives are highly 

attenuated in the Australian setting.  Therefore, our evidence bears upon the effectiveness 

of private incentives, as well as internal governance mechanisms, in promoting voluntary 

communication of bad news by poorly performing firms. 

 

Contrary to perceptions in the media and public, our findings indicate that firms step up 

their investor communications activities around an adverse earnings shock.   In the low-

litigation Australian setting, the increased volume of investor communications might be 

aimed at mitigating the information asymmetry problem faced by investors, which is 

exacerbated during an adverse earnings shock.  Managers may also step up 

communications to indicate that they are aware of the causes/consequences of the 

earnings decline and to thereby signal a turnaround in financial performance.  Alternatively, 

the increased volume of investor communications may reflect management “hype” (Lang 

and Lundholm, 2000), aimed at delaying stock price declines and avoiding corporate 

control contests around adverse earnings shocks.  We present evidence on each of these 

possible explanations. 

 

1.2     Why Study Poorly Performing Firms? 

 

The market for poorly performing firms has been the focal point in the recent debate 

amongst investor groups, financial market practitioners, policymakers and regulators over 

the way in which corporate managers are compensated and the degree to which managers 

are open and honest about bad news.  However, the importance of the market for poorly 

performing firms extends well beyond this debate. 

 

Poorly performing firms are an increasingly significant segment of the population of firms.  

The proportion of firms reporting losses is large and growing over time (Hayn, 1995; 

Collins, Maydew and Weiss, 1997).  Klein and Marquardt (2002) document that 36.81% of 

Compustat firms reported losses in 1991, compared to 0.81% in 1951.  Taylor and Taylor 

(2003) report that between 41.5% and 62.4% of their broad sample of 4,308 Australian 

firms reported losses between 1993 and 2000.  In addition, Altman (1993) estimates that 
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the market value of defaulted U.S. securities and claims was $178 billion, as at 31 August 

1992.   

 

The market for poorly performing firms is an important and powerful setting in which to 

investigate the effectiveness of voluntary investor communications in reducing information 

asymmetry. Stakeholders in poorly performing firms have greater information demands.  

The causes and consequences of poor financial performance exacerbate the adverse 

selection and moral hazard problems that can lead to the failure of markets (e.g. Akerlof, 

1970).  A priori, net savers setting required rates of return in an economy will be 

particularly concerned with provisions to supply information in the event of financial 

distress.  Public disclosure of financial information enables investors to liquidate their 

holdings at a lower cost (Botosan, 1997), participate in corporate control contests (Palepu, 

1986; DeAngelo, 1988) and protect themselves from managerial expropriation, which can 

be triggered by poor financial performance (Johnson, Boone, Breach and Friedman, 2000).  

As such, studies of poorly performing firms should be of particular interest to capital market 

regulators.  Other stakeholders, such as creditors (Gilson, 1990); employees (D’Aveni, 

1990); suppliers and customers; auditors and other information intermediaries (Schick and 

Ponemon, 1993; Francis and Willis, 2001) also increase their reliance on financial 

information as they reassess their relationship with the firm, in light of its poor financial 

performance. 

 

Despite the information demands of stakeholders, poorly performing firms have poor 

information environments.  Losses have lower information content than profits, as 

measured by the R2 in returns-earnings regressions (Collins, Maydew and Weiss, 1997).  

At the same time, there is less private information production by financial analysts in the 

market for poorly performing firms, due inter alia to conflicts of interest and short-selling 

restrictions (McNichols and O’Brien, 1997).  Nevertheless, annual reports, as a whole, are 

more informative for financially distressed firms (Kwon and Wild, 1994).  Taken together, 

these findings imply a greater reliance on voluntary management communications in 

addressing deficiencies in the information environment of poorly performing firms. 

 

Furthermore, studying how poorly performing firms communicate with the capital market 

addresses several outstanding issues in the academic literature on voluntary disclosure.  

First, the choice of experimental setting enables a more sophisticated investigation of the 

relationship between disclosure and firm performance than encountered in the literature.  

Miller (1998, 2000) conducts a careful analysis of the relationship between positive 
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earnings performance and voluntary disclosure.  He cites evidence that “the relationship 

between positive earnings performance and disclosure… differs from the relationship 

between poor earnings performance and disclosure” [1998, p. 3].  This thesis provides a 

detailed study of the latter relationship, in a setting in which litigation-avoidance incentives 

are highly attenuated.  This provides a more finely tuned study of the nature and effect of 

private incentives and internal controls in promoting voluntary investor communications by 

poorly performing firms.   

 

The economic consequences of poor financial performance are severe.  Poor earnings and 

stock price performance triggers changes in strategy and organizational form (Jensen, 

1989; Wruck, 1990; John, Lang and Netter, 1992; Ofek, 1993), dismissal of senior 

executives (e.g. Coughlan and Schmidt, 1985; Weisbach, 1988), corporate control 

contests (Palepu, 1986; DeAngelo, 1988) and earnings management to avoid losses 

(Burgstahler and Dichev, 1997).  As such, an adverse earnings shock is an ideal setting for 

testing the proposition in Trueman (1986) that managers issue earnings forecasts to signal 

their talent for anticipating operating conditions.  Alternatively, corporate managers might 

respond to the threat of lower stock-based compensation and dismissal by expropriating 

wealth from the firm (Johnson, Boone, Breach and Friedman, 2000), withholding bad news 

(e.g. Miller, 2000) or issuing positively biased voluntary disclosures (Frost, 1997).  

Therefore, the market for poorly performing firms is also a powerful setting in which to test 

the reliability and credibility of voluntary disclosures, including management ‘cheap talk’ 

(Stocken, 2000).  All these issues are considered in this thesis.  

 
 
1.3     How do Firms Communicate with the Capital Market? 

 

To study investor communications around adverse earnings shocks, it is necessary to 

identify the particular modes by which managers communicate with the capital market.  

The mode of communication that has received the most attention is the mandatory 

financial report, and in particular the earnings number.  Prior to 1968, however, it was 

widely believed that accounting information was of little use to capital market participants.  

Rather than communicating value-relevant information, firms’ financial statements were 

thought to be a product of arbitrary and antiquated accounting treatments.  In their seminal 

paper, Ball and Brown (1968) demonstrated that accounting earnings were associated with 

stock prices, capturing around half of the value-relevant information in the capital market in 

a given period.  Beaver (1968) documented complementary evidence that capital market 

participants rely on financial statement information in their security selection decision.  A 



 

 7

vast literature has since developed, which recognises the importance of firms’ financial 

statements in mitigating information asymmetry between managers and the capital market 

(see Kothari, 2001, for a review).  

 

Lev (1989) critiqued this research on the usefulness of accounting earnings.  In a survey of 

19 studies of the returns-earnings relation, he found that reported earnings typically 

explains less than 10% of the variation in individual stock returns.  In conjunction with other 

key financial statement data (e.g. capital expenditure, R&D, inventories), accounting 

earnings explains 15-25% of the variation in individual stock returns (Lev and Thiagarajan, 

1993; Livnat and Zarowin, 1990).  The low explanatory power of financial statement data is 

attributed to financial reporting deficiencies, particularly for high growth firms (Lev and 

Zarowin, 1999).  Hutton (2001) claims that “financial reports by their very nature are 

backward looking, and they are inadequate for gauging performance, especially in 

industries undergoing dramatic change”. This raises the question: what other sources of 

information are available to the capital market?  

 

Information intermediaries, such as analysts, brokers and ratings agencies, release their 

private information to the capital market in the form of media interviews, investment 

reports, earnings forecasts, trading recommendations and credit ratings.  These 

information intermediaries not only fill in the gaps in public disclosure (see Barth, Kasznik 

and McNichols, 2001), but also add value by checking and interpreting management 

disclosures.  For instance, Barron, Byard and Kim (2001) infer from the properties of 

analyst forecasts around earnings announcements that accounting disclosures trigger 

private information production.  Francis, Schipper and Vincent (2002) report a positive 

correlation between market reactions to earnings announcements and market reactions to 

corresponding analyst reports.  This evidence suggests that information intermediaries rely 

on management disclosures in financial statements and via other modes of 

communications. 

 

Beyond the mandatory financial statements, managers may initiate voluntarily 

communications with the capital market to resolve costly information asymmetry.  

Managers can form their voluntary communications strategies from various types of 

disclosure, as well as corporate finance policies that signal their private information.  Early 

empirical studies of voluntary disclosure focussed on earnings and sales forecasts (Patell, 

1976; Penman, 1980; Lev and Penman, 1990).  Subsequent research has studied 

alternative modes of voluntary disclosure, including management discussion and analysis 
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[MD&A] disclosures in the annual report (Bryan, 1997; Clarkson, Kao and Richardson, 

1999), presentations to analyst societies (Byrd, Johnson and Johnson, 1997), conference 

calls (Tasker, 1998; Frankel, Johnson and Skinner, 1999), press releases covered on the 

Dow Jones News Retrieval Service (Lang and Lundholm, 2000; Miller, 2002) and 

announcements on company websites and electronic media (Eddy, 2002).  In addition to 

voluntary disclosure, managers can communicate with the capital market through their 

dividend and financing policies (Lintner, 1956; Healy and Palepu, 1988; Myers and Majluf, 

1984).   

 

Prior studies of investor communications have, however, generally studied a single mode 

of communication in isolation.  In reality managers select an overall communications 

package from a menu of investor communications modes.  This thesis builds on work by 

Mohanram (1998, 2001) by modelling the choice between modes of investor 

communications simultaneously.  It differs from Mohanram’s study in that a more 

comprehensive set of investor communications modes is used to investigate 

communications choice for a sample of poorly performing firms.  This set includes the 

primary modes of investor communications utilised by Australian companies,6 which are 

depicted in Figure 1.1:   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                 
6 See section 2.6 for a discussion of the Australian institutional setting and Australian evidence on corporate 
disclosure. 
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Whereas, U.S. and Canadian firms are required to include a management discussion and 

analysis [MD&A] section in their annual report, Australian firms voluntarily issue qualitative 

disclosures analysing financial performance in their annual report, as well as more timely 

sources of information.7  By conducting a content analysis of all disclosures provided by 

firms over the year, comprehensive measures of the level, content and timeliness of 

management discussion and analysis are constructed in this thesis.8  Strategy disclosures 

are primarily qualitative statements of future direction, objectives and action plans.  

However, disclosures of new projects and strategies often include quantitative disclosures 

regarding the expected future benefits of the strategy (see section 4.7.2).  As such, 

strategy disclosures span the qualitative and quantitative disclosure categories.9  The 

purely quantitative disclosures studied are earnings forecasts; earnings 

preannouncements, which are issued subsequent to the end of the reporting period, but 

prior to the release of the respective report; and other disaggregated quantitative 

disclosures, such as sales and business segment forecasts. 

 

The corporate finance signals examined in this study are dividend changes and share 

repurchases.  Conference calls and presentations to analyst societies are identified, but 

not included in the formal analysis because so few Australian firms utilise these modes of 

disclosure during the sample period.10  Public disclosures on company websites and 

selective disclosures to information intermediaries are not covered.  Selective disclosure of 

private information is prohibited under Australian Stock Exchange listing rules (Listing Rule 

3.1),11 and is an omitted variable in all studies of public disclosure by corporations. 

 
 
1.4      Structure of the Thesis 

 
The thesis is organised into nine chapters, including this introduction.  Chapter 2 reviews 

the literature on voluntary investor communications, discusses the relationship between   

                                                 
7 Note that MD&A also includes quantitative and strategy-related disclosures.  These types of disclosure are 
treated separately in this study. 
8 Bryan (1997) finds that MD&A disclosures are associated with future financial performance, but not stock 
price performance.  He interprets this as evidence that “related disclosures reach the market through voluntary 
press releases” [p. 296]. 
9 While strategy disclosures may discuss the reason for a share repurchase or change in dividend policy, the 
act of repurchasing shares or altering dividends is treated as a separate communication.     
10 Sample firms make a total of eleven presentations to analyst societies over the sample period, and one 
conference call recorded with ASX.   
11 Specifically, Australian corporations are required to publicly disclose price-sensitive information as soon as 
they become informed.  Section 2.6.2 provides a review of the Australian Continuous Disclosure Regime.  
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this study and the extant literature, identifies the special communications challenges of 

poorly performing firms, and surveys the Australian institutional setting.  Chapter 3 adds to 

the existing literature by developing a multi-period model of voluntary disclosure, in which 

disclosure signals management talent for anticipating operating conditions.  This work 

builds on Trueman’s (1986) single-period management talent signalling model.    

Management talent signalling is one possible motivation for stepping up voluntary investor 

communications around an adverse earnings shock.  The empirical literature on the use of 

voluntary disclosure to signal management talent is reviewed at the end of Chapter 3. 

 

Chapter 4 specifies the sampling procedure, provides descriptive data on the sample, 

defines some of the primary variables used in the empirical analyses and lists data 

sources.  Further descriptive evidence on the causes and consequences of an adverse 

earnings shock is presented in Chapter 5.  This fills a gap in the literature on the overall 

experience of firms experiencing an adverse earnings shock.  The evidence aids in 

interpreting the empirical tests conducted in later chapters, by informing on the nature of 

the communications problem faced by firms experiencing an adverse earnings shock.   

 

The primary empirical analysis is conducted in Chapters 6 to 8.  In Chapter 6, we 

investigate whether managers scale down investor communications activity around an 

adverse earnings shock, relative to their benchmark year of positive earnings performance.  

We find that managers actually step up investor communications when faced with sudden 

poor financial performance.  Evidence is presented on why managers voluntarily 

communicate with the capital market around adverse earnings shocks and how they 

choose between alternative modes of investor communications in Chapter 7.  We 

simultaneously model managers’ choice between the extensive set of alternative 

communications modes studied in this thesis.  In particular, we are interested in whether 

investor communications activity around adverse earnings shocks is aimed at mitigating 

information asymmetry or signalling a turnaround in future financial performance.  The 

quality of management disclosure is investigated in Chapter 8.  Specifically, we examine 

the degree to which managers are forthcoming with bad news in profit warnings, and 

whether they issue overoptimistic forward-looking disclosures when faced with sudden 

poor financial performance.  To our knowledge, this is the first dedicated study of profit 

warnings by Australian firms.  Stock price reactions to management disclosures are also 

examined to inquire into investor perceptions of the relevance and reliability of 

management disclosures. This informs on whether corporate disclosure around adverse 

earnings shocks is aimed at mitigating information asymmetry, or is better viewed as 
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management “hype”, aimed at delaying stock price declines and avoiding corporate control 

contests. 

 

Chapter 9 presents the overall conclusions, contributions and limitations of the study and 

suggests possibilities for future research.   
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Chapter 2 

Literature Review 
 

 

2.1     Introduction  

 

This chapter motivates the empirical research conducted in this thesis.  A review of theory 

and evidence on voluntary investor communications is presented in sections 2.2 and 2.3, 

respectively.  The review of analytical research exposes the theoretical foundations of the 

literature on investor communications.  The consequences of information asymmetry are 

initially explored.  Then the role of voluntary disclosure and corporate finance signals in 

resolving costly information asymmetry is examined.  The review of empirical research 

investigates the nature, use and informativeness of the various forms of voluntary 

disclosure and corporate finance signals comprising the seven modes of investor 

communications studied in this thesis.   

 

The subsequent sections, in turn, explore issues germane to three features of the thesis.  

Firstly, a comprehensive set of investor communications is employed in this thesis to 

investigate how managers communicate with the capital market when faced with sudden 

poor financial performance.  It is argued in section 2.4 that individual modes of investor 

communications should not be studied in isolation, but rather the choice between different 

modes of investor communications should be modelled simultaneously.  An alternative 

approach to studying investor communications is suggested, which first identifies the 

communications challenge of the firm and then examines the firm’s response to its 

challenge.  Secondly, this study examines managers’ communication choices around 

adverse earnings shocks.  As such, the special communications challenge faced by poorly 

performing firms is explored in section 2.5.  Thirdly, a sample of Australian firms is studied, 

for which there is richer disclosure data available than previously examined in the 

literature.  Evidence on investor communications in Australia is reviewed in section 2.6, 

particularly in light of changes in the regulation of disclosure, dividends and share 

repurchases.  Section 2.7 ties together the theory and evidence reviewed to motivate the 

empirical analysis in subsequent chapters.      
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2.2 Theoretical Literature on Voluntary Investor Communications  

 

This section presents a selective review of theoretical models of voluntary disclosure and 

corporate finance signalling.12  The aim is to expose the theoretical foundations of 

empirical research in this area in order to motivate and inform the subsequent empirical 

(rather than theoretical) analysis.  Therefore, a detailed analysis of the contributions and 

limitations of particular models is avoided.  Instead, stylised versions of key models are 

presented to emphasise the seminal ideas on why and how firms communicate with the 

capital market.  To give a fluid exposition of the main ideas in the literature, an effort is 

made to keep the notation consistent throughout the reviews, rather than retaining the 

notation used in the original papers.   

 

2.2.1  The Information Asymmetry Problem 
 

Information asymmetry is defined as the situation in which one party to a transaction is 

better informed than another.  In his famous model, Akerlof (1970) demonstrates how 

information asymmetry and the attending adverse selection problem can lead to the failure 

of markets, in the absence of communication between informed and uninformed parties.  

Akerlof considers the market for used cars, but his analysis applies to a range of products.  

The model operates on four primary assumptions: 

 

(ai)  A single product exists of quality q; q is uniformly distributed on the interval [0,1]. 

(aii)  The value of the product to sellers is αq. 

(aiii) The value of the product to buyers is βq, where β>α. 

(aiv) The seller knows the value of the product; and it is common knowledge that the 

seller is informed and the buyer is uninformed. 

 

Trading is always Pareto-optimal because the product is always more valuable to the 

buyer than the seller.  Suppose p is a price at which both buyer and seller are willing to 

trade.  The seller who knows q will sell when: 

 

p ≥ αq                          (2.1) 

 

                                                 
12 See Verrecchia (2001) and Dye (2001) for more comprehensive reviews of theoretical disclosure research in 
accounting; Miller (1986) for a review of the dividend signalling literature; and Harris and Raviv (1991) and 
Klein, O’Brien and Peters (2002) for reviews of the capital structure signalling literatures. 
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From the inequality in (2.1), the uninformed buyer will infer from the seller’s decision to 

trade at p that q ≤ p /α.  The buyer then forms the posterior expectation of product quality  

q’ = E[q |q ≤ p /α], where q’ = p /2α for a uniform distribution.  The buyer only trades when: 

 

p ≤ βq’ ⇔ p ≤ βp /2α ⇔  β ≥ 2α                            (2.2) 

 

Therefore, a buyer will not be willing to pay any price at which a seller is willing to trade, 

unless there is a large difference in tastes (i.e. β ≥ 2α).  The market breaks down and only 

the worst quality products are tendered for sale.   Akerlof’s ‘lemons’ equilibrium 

demonstrates that in the extreme case, the adverse selection problem arising from 

information asymmetry between buyers and sellers leads to the failure of product markets.  

With regard to securities trading, this result implies that information asymmetry between 

suppliers and managers of capital can lead to the failure of the capital market.   

 

Corporate managers have strong incentives to resolve information asymmetry.  Adverse 

selection may result in stock undervaluation and a higher cost of capital, thereby reducing 

managers’ stock-based compensation, constraining capital investment, and increasing the 

likelihood of hostile takeover, dismissal by the board and liquidation of the firm by its 

creditors.  Firms’ mandatory financial reporting, information intermediaries such as 

financial analysts, brokers and ratings agencies, and relationship-building investors such 

as banks, venture capital funds and institutional investors, all play a role in mitigating 

information asymmetry in capital markets.  This thesis examines another important 

technology for resolving information asymmetry: managers’ voluntary communications to 

the capital market.   The following two sub-sections investigate two broad classes of 

investor communications.  It is demonstrated that managers can resolve information 

asymmetry by directly disclosing their private information to the capital market, or by taking 

costly actions to signal their private information. 
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2.2.2  Theory of Voluntary Disclosure  
 

One way to resolve the information asymmetry problem and promote a well-functioning 

capital market is to ensure that corporate managers communicate their private information 

to prospective investors.  The central problem in voluntary disclosure theory is: why would 

the seller of a product voluntarily communicate her private information to the market?  This 

sub-section explores three answers to this question provided by theoretical models of 

voluntary disclosure. 

 

Avoiding Undervaluation 
 

The theoretical foundations of the voluntary disclosure literature were laid by Grossman 

and Hart (1980), Grossman (1981) and Milgrom (1981). These models rely upon three 

primary assumptions: 

 

(bi)  The seller of a product is known to have private information regarding q∈S. 

(bii)  Disclosure of the seller’s private information on product quality is costless. 

(biii) The seller always tells the truth. 

 

To illustrate the fundamental concepts in these and other models surveyed in this sub-

section, it is sufficient to continue working with the simple case in which the seller has 

perfect information regarding the quality of the product.  When the seller can volunteer a 

disclosure regarding product quality q, buyers update their expectation of q based on 

whether the seller made a disclosure and on the seller’s signal in the event of disclosure.  

The seller selects her disclosure strategy to maximise the buyer’s expectation of product 

quality.    

 

Suppose qL∈S denotes the worst quality product.  The buyer then conjectures that if q > 

qL, the seller will announce that q belongs to S but q ≠ qL.  So in the absence of disclosure, 

the buyer expects that the product is of the lowest possible quality qL.  This is the rational 

response to the adverse selection problem the buyer faces.  Similarly, if the seller 

announces that q belongs to any set D⊆S, buyers interpret this announcement as q being 

equal to the smallest element in D.  Sellers will then have an incentive to announce that q 

belongs to the set which has its smallest element equal to q (since lying is prohibited).  

This is analogous to announcing that product quality is q.  Thus, in the Grossman-Hart-
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Milgrom analyses sellers avoid undervaluation of their product by voluntarily disclosing 

their private information on product quality. 

 

The result can be derived in another way:  When a seller discloses q, buyers expect that 

product quality equals q, since the seller has perfect information (in this exposition) and 

always tells the truth.  Suppose now that there exists a threshold x above which the 

manager will disclose her private information q.  When a seller withholds her private 

information, buyers then conjecture that q is less than or equal to x.  Therefore their 

posterior expectation of q in the event of non-disclosure is E[q |q ≤x ].  It is assumed again 

for expositional convenience that q is uniformly distributed on the interval [0,1], though the 

results hold for any density with the strict monotone likelihood ratio property.  The posterior 

expectation E[q |q ≤x ] then equals ½x.  It is also assumed that buyers and sellers place 

the same value on a product V(q) for all q, such that the only difference between 

transacting parties is their information endowments. V(q) is assumed to be monotonically 

increasing on [0,1].  Thus the seller will disclose q when: 

 

V(q) ≥ V(½x )  ⇔ q ≥ ½x                                (2.3) 

 

The threshold x is defined as the value of q at which the seller is indifferent between 

disclosing and withholding her private information on product quality.  That is, x is the value 

of q which makes (2.3) hold as an equality, as follows: 

 

x  = ½x                          (2.4) 

 

The only real value for which (2.4) holds is zero, which is the lowest possible product 

quality.  Therefore, the seller will disclose the quality of her product whenever it equals or 

exceeds that of the worst quality product.  That is, a full-disclosure equilibrium arises in the 

Grossman-Hart-Milgrom models, in which sellers always disclose their private information 

on product quality to avoid the undervaluation of their product.  So under certain 

assumptions communication between buyers and sellers fully resolves the information 

asymmetry and the attending adverse selection problem introduced by Akerlof (1970). 

 

While full-disclosure is not descriptive of corporate disclosure behaviour, these seminal 

papers laid the foundations for subsequent theoretical work on voluntary disclosure.  

Grossman-Hart and Milgrom suggested subsequent work exploit two fruitful avenues for 

research, by introducing a disclosure cost (relaxing assumption bii) and uncertainty over 
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whether the seller has private information on product quality (relaxing assumption bi).13  

These extensions were explored by accounting researchers analysing managers’ voluntary 

disclosures to the capital market.  In addition, ‘cheap talk’ models derive a kind of partial 

disclosure equilibrium by relaxing the assumption that managers make only truthful 

disclosures (assumption biii).  

Costly Disclosure  
 

Verrecchia (1983) investigates a voluntary disclosure equilibrium in which a corporate 

manager who maximises current stock price incurs a fixed proprietary cost from disclosure.  

To review Verrecchia’s model, it is sufficient to treat q as the value of the firm.  The new 

assumptions are that q is normally distributed with finite mean μ and variance σ2 and that 

the disclosure cost C is constant, finite and positive.  Since it is assumed here for 

convenience that the manager has perfect information, the value of the firm is set equal to 

q – C in the event of disclosure.  The value of the firm is set equal to E[q |q ≤x ] when the 

manager refrains from disclosure.  The manager then discloses her private information 

when q - C ≥ E[q |q ≤x ].  Substituting this information into (2.4) yields the new equilibrium 

condition: 

 

x  - C = E[q |q ≤x ]         (2.5a) 

or 

x  - E[q |q ≤x ] = C         (2.5b) 

 

The right hand side of equation (2.5b) is always positive.  Verrecchia shows that for a 

normally distributed variable q, x - E[q |q ≤x ] increases monotonically from zero to positive 

infinity as x goes through the real line.  Therefore, there exists a unique real-valued 

threshold x above which a manager will disclose her private information on firm value.  

Since x>-∞, some signals will not be disclosed in equilibrium.  Therefore, Verrecchia 

demonstrates that a partial disclosure equilibrium results when disclosure is costly. 

 

The reason this equilibrium does not unravel is that at some point, i.e. the disclosure 

threshold x, the cost of refraining from disclosure in terms of undervaluation becomes less 

than the proprietary cost of disclosure.  As such, this disclosure cost allows managers of 

                                                 
13 Grossman and Hart (1980) demonstrate that in certain cases a full-disclosure equilibrium results 
even when disclosure is costly or there is uncertainty over whether the seller is informed. 



 

 18

poor quality firms to free-ride on better quality firms situated just below the disclosure 

threshold. 

 

Uncertain Information Endowment 
 

Rather than relying on costly disclosure, Dye (1985) and Jung and Kwon (1988) 

demonstrate that a partial-disclosure equilibrium results when the market is uncertain over 

whether the manager has private information.  Assumption (bi) in the Grossman-Hart-

Milgrom analyses is relaxed by assuming that the manager is informed with ex ante 

probability p, where 0<p<1.  All other assumptions from the summary of Verrecchia’s 

(1983) model are maintained for this exposition. 

 

In the model developed by Dye and Jung and Kwon, voluntary disclosure [D] is made when 

the manager is informed and her private information on q exceeds the disclosure threshold 

x.  In this case, firm value is set equal to q as before.  However, due to uncertainty 

regarding the manager’s information endowment, non-disclosure [ND] implies that one of 

two events has occurred.  First, the manager may be uninformed [Event A].  Second, the 

manager may be informed, but her private information on q is below the disclosure 

threshold x [Event B].   

 

The market revises the probability that the manager is informed given non-disclosure.  

Bayes’ Theorem then yields the following posterior probabilities for events A and B: 

 
Event                     Posterior Probabilities 
 
A     (1- p) /[(1- p) + p. F(x)] 
 
B     p.F(x) /[(1- p) + p.F(x)] 
 
 
F(.) is the cumulative density function for q.  If event A is known to have occurred, the 

market simply sets firm value at μ, which is the prior mean of q.  If event B is known to 

have occurred, the market sets firm value at E[q|q ≤x ].  Given these posterior expectations 

and the posterior probabilities (above), the market sets: 

     
                  

  E[q| ND] =      
( ) ( ) )(.pp1

]|[).(.p

)(.pp1

).p1(

x
xqqx

x F
EF

F +−
≤

+
+−

μ−               (2.6) 

                           



 

 19

   
As before, the manager will disclose when: 
 
             E[q |D]  >  E[q |ND]                            (2.7) 
 
 
Substituting for the expectations in (2.7), the manager discloses when: 
 
 

  q   >      
( ) ( ) )p.F(p1

]|).E[p.F(

)p.F(p1

p).μ(1
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(2.8) 
  
 

The threshold value x, is the value that equates the two sides of the inequality in (2.8).  

Writing (2.8) as an equation and rearranging yields the equilibrium condition: 

 
   p.F(x ).(x - E[q |q ≤x ] ) = (1- p).(μ - x)              (2.9)   

 

It is straightforward to show that when 0<p<1, there is only one x∈R at which (2.9) holds.  

This is the unique partial-disclosure equilibrium.  If p equals 1 (the manager is known to be 

informed) it is clear from (2.9) that the equilibrium reverts to the Grossman-Hart-Milgrom 

full-disclosure equilibrium.  If p equals zero (the manager is known to be uninformed), no 

disclosure is possible and firm value is set equal to the prior mean μ.  The Akerlof ‘lemons’ 

equilibrium does not arise since the manager is uninformed, so there is no information 

asymmetry that gives rise to adverse selection.  The reason the equilibrium in this model 

does not unravel for 0<p<1 is that uncertainty regarding the manager’s information 

endowment acts like a disclosure cost by extending the range of possible interpretations of 

non-disclosure beyond the receipt of bad news.  Specifically, the market is unable to 

distinguish between the manager being uninformed or the firm being of poor quality as 

explanations for non-disclosure.  This uncertainty allows managers of poor quality firms to 

free-ride on uninformed managers.   
 

Following the Verrecchia and Dye-Jung-Kwon models, numerous studies investigate 

different disclosure costs and cases in which market participants cannot distinguish 

between explanations for non-disclosure.  Several models investigate different competitive 

environments that deter or encourage disclosure (e.g. Darrough and Stoughton, 1990; 

Wagenhofer, 1990, Feltham and Xie, 1992), as well as disclosure deterring litigations costs 

(Trueman, 1997; Hughes and Sankar, 1997) and costly uncertainty over the market’s 

interpretation of management disclosures (Nagar, 1999).  A partial disclosure equilibrium 
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also arises in Dye’s (1998) model, which assumes that only sophisticated traders can 

distinguish between a manager being uninformed and the firm being of poor quality as 

explanations for non-disclosure.  These partial-disclosure models motivate empirical 

research relating cross-sectional differences in disclosure to information asymmetry; 

proprietary and litigation costs; and investor sophistication and intermediation in capital 

markets (e.g. Lang and Lundholm, 1993; 1996). 

 

Management ‘Cheap talk’ 
 

‘Cheap talk’ models relax the assumption in the Grossman-Hart Milgrom analyses that 

managers who disclose do so truthfully.  These models, beginning with Crawford and 

Sobel (1982), study messages sent by an informed agent to an uninformed agent.  There 

is no (exogenous) requirement that the sender disclose truthfully, nor is the receiver 

required to accept the message.  In a capital market setting, the sender is naturally 

identified as a corporate manager and the receiver is a representative investor.  All 

equilibria in the Crawford-Sobel model are partition equilibria, in which the informed party 

sends a message that her private information lies in some interval.  When there is no 

misalignment in the interests of the manager and investors, the manager has an incentive 

to communicate fully and investors accept the message.  That is, the message space is 

more and more finely partitioned, until in the limit a full-information equilibrium is reached.  

When there is complete misalignment of interests, the manager has no incentive to reveal 

her information and investors ignore all messages.  The number of partitions approaches 

unity and the no-information equilibrium is reached.  When there is partial misalignment in 

incentives, a kind of partial disclosure equilibrium is reached.  Unlike other models 

reviewed in this section, however, managers do not select between disclosure and non-

disclosure.  Rather managers always send messages to investors, but select the 

information content of their message according to how closely aligned their interests are 

with those interests of investors.   

 

Stocken (2000) develops a cheap talk model in a capital market setting, in which investors 

punish managers caught issuing untruthful disclosures, by ignoring their subsequent 

communications.  He builds into the model the mandatory earnings report, which is an 

important institutional feature not incorporated by Verrecchia (1983), Dye (1985), Jung and 

Kwon (1988) and others.  In Stocken’s model, investors use the mandatory earnings report 

to check the veracity of the manager’s disclosure.  In a single-period game, no 

communication occurs.  However, in the repeated game the threat of ignoring 
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management communications in subsequent periods ensures that the manager almost 

always discloses truthfully, provided that the earnings report is sufficiently useful for 

assessing the veracity of the manager’s voluntary disclosure, the manager’s discount rate 

is not too high and her performance is assessed over a sufficiently long period. 

 

Signalling Management Talent  
 

Trueman (1986) studies how managers’ voluntary disclosure decisions are influenced by 

the mandatory earnings report in a truthful disclosure setting.14  Most voluntary disclosure 

models in accounting assume that the manager’s private information does not come out 

during the relevant time horizon, unless voluntarily disclosed by the manager.  However, 

the manager’s disclosure has a natural interpretation as an earnings forecast.  Since 

disclosure of an earnings forecast simply advances the time at which the market becomes 

aware of earnings, it cannot benefit investors concerned with stock price following the 

release of the earnings report.  If disclosure is costly, then the option for the manager to 

disclose her private information reduces shareholders’ welfare15 (see Verrecchia, 2001, 

section 3).  Shareholders could respond by designing an appropriate compensation 

scheme for the manager or imposing sufficient penalties for disclosure of an earnings 

forecast.  This prompts Trueman (1986) to ask: why do managers release earnings 

forecasts? 

  

Managers may have an incentive to maximise current stock price, even if their 

compensation is tied to end of period earnings and stock price.  For instance, a manager 

may want to eliminate interim undervaluation in order to avert a hostile takeover or to issue 

new equity on more favourable terms.  In the latter case, existing shareholders will also 

want to maximise current stock price.  This explains why firms issuing equity (e.g. Ruland, 

Tung and George, 1990) and targets in hostile takeovers (Brennan, 1999) are more likely 

to issue an earnings forecast. 

 

Trueman (1986), however, offers an alternative explanation for the voluntary release of 

earnings forecasts.  Trueman builds a production decision into his model, and incorporates 

the manager’s private information into the production decision.  Production occurs over two 

periods, and the manager is compensated based on reported earnings for each period and 

                                                 
14 Dye (1986, 1990), Verrecchia (1990a) and Fishman and Hagerty (2003), among others, also investigate the 
relationship between mandatory and voluntary disclosures. 
15 As such, the mandatory earnings report alters the Akerlof (1970) equilibrium in which the absence of an 
option to communicate is costly to all market participants, except those selling the worst quality products. 
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stock price following the release of the earnings report.  In the first period, the manager 

decides to produce f(q1
e).16  The production decision is based on the manager’s prior 

information, q1
e, on the unit price to be paid for the firm’s product during the (entire) first 

period, q1.  First period earnings is π1
e if the manager produces f(q1

e) when the actual 

market price for the firm’s product is q1, and π1* if the manager produces f(q1).  The 

manager makes an ex post optimal production decision when she accurately predicts q1.   

 

That is: 

π1*>π1
e    for all q1

e ≠ q1       (2.10) 

 

The manager may become informed of q1 at any point t1∈[0,1] during period 1.  The 

manager can use this information to update her production schedule, as well as to release 

an updated earnings forecast to the market.  In general, the manager updates her 

production decision as soon as she becomes informed of q1, given that from (2.10): 

      

  t1’.π1
e + (1- t1’).π1* > t1”.π1

e + (1- t1”).π1*  for t1’ < t1”, q1
e ≠ q1       (2.11) 

 

Note that t1’ are t1” arbitrary values of t1. Clearly from (2.11), the earlier the manager 

updates her production schedule to the optimal schedule, the higher is first period 

earnings.  However, the manager at this stage has no incentive to communicate that first 

period earnings, per se, is higher as a result of her being privately informed.  This is 

because management compensation is based on reported earnings and stock price after 

release of the earnings report at the end of the period.  Thus, the key assumption in the 

model is that a manager who is informed earlier in period 1, is likely to be informed earlier 

in period 2.  That is: 

 

E1[t2 |t1’] < E1[t2 |t1”]       for t1’ < t1”     (2.12) 

 

Where E1[.] denotes an expectation formed at the end of period 1.  A manager can reveal 

that she was informed earlier in the period by releasing an earnings forecast when she 

                                                 
16 Note that q is defined here as information on unit price rather than earnings.  In all cases, q represents the 
manager’s private information.  In this model, the manager has private information on unit price (which enables 
her to update her earnings expectations), rather than being directly informed of future earnings.    
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becomes informed.   To see how this may benefit the manager, note that when q and t are 

independent, expected period 2 earnings at the end of period 1 is:17 

 

E1[t2 |t1]. .
q

e
2∫ π dq + (1- E1[t2 |t1] ). .*

q
2∫ π dq 

     =  π2* + E1[t2 |t1]. .*)(
q

2
e

2∫ π−π dq    (2.13) 

 

The second term in (2.13) is negative because t2∈[0,1] and π2*>π2
e for all q1

e ≠ q1, from 

(2.10).  Therefore, the manager will have an incentive to minimise the market’s expectation 

of the time at which she will become informed in period 2, i.e. E1[t2 |t1’].  From (2.12), the 

manager can do this by releasing an earnings forecast as soon as she becomes informed 

in the first period.  This raises the expectation of period 2 earnings and hence stock price 

at the end of period 1, benefiting the manager since her compensation is (partly) based on 

end of period stock price.   

 

Trueman speaks of managers who are informed of the unit price to be paid for their firms’ 

product earlier in the period as having superior talent for anticipating economic conditions.  

Therefore, Trueman demonstrates that a manager without an incentive to maximise interim 

stock price will always release an earnings forecast as soon as she becomes informed in 

order to signal to the market her talent for anticipating economic conditions and for 

generating higher future earnings.  The mandatory disclosure in this model means that 

managers are no longer concerned with maximising market expectations of future 

earnings, by directly disclosing their earnings expectations.  Instead, managers indirectly 

reveal their private information on future earnings by signalling their talent for anticipating 

economic conditions.    

 

In Chapter 3, Trueman’s single-period, full-disclosure disclosure model is extended to a 

multi-period setting,18 in which the manager’s compensation is based upon her contribution 

to earnings rather than aggregate earnings, per se.  In Trueman’s model only the act of 

voluntary disclosure is informative as a signal of management talent and future earnings.  

In the multi-period model developed in this thesis, both the act of voluntary disclosure and 

                                                 
17 Trueman (1986) builds in a stochastic lag between the manager becoming informed and her being able to 
implement a shift in the production schedule.  This ensures that investors cannot infer t1 from the financial 
statements.  
18 In Trueman’s model, disclosure is only modelled in the first period, despite the fact that production occurs 
over two periods. 
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the information disclosed are relevant.  A partial-disclosure equilibrium arises in the model, 

in which only good news regarding the manager’s contribution to earnings is disclosed.  

However, the signalling aspect of the model means that equilibrium disclosure behaviour is 

more involved than in the standard partial-disclosure models (e.g. Verrecchia, 1983; Jung 

and Kwon, 1988).  Disclosure not only reveals information regarding the manager’s 

contribution to current period earnings, but also signals that she is more likely to be 

informed in future periods, i.e. the manager is more talented at anticipating economic 

conditions.  In a multi-period disclosure setting, this means that disclosure in one period 

increases the frequency of disclosure in future periods, because the manager is less able 

to claim lack of information as an excuse for non-disclosure in subsequent periods.  This 

‘commitment’ to more frequent future disclosure is costly to all managers, and is more 

costly to less talented managers.  The resulting partial disclosure equilibrium is one in 

which a more talented manager only strategically discloses states that a less talented 

manager would disclose.  This pooling strategy enables the more talented manager to 

utilise her superior talent for anticipating economic conditions to extract greater 

compensation from shareholders in subsequent periods.   

 

While this sub-section focuses on firms’ voluntary disclosure decisions, section 2.2.3 

surveys models in which managers signal future profitability through dividends and capital 

structure. 

 

Reducing the Cost of Capital 
 

Managers issue both voluntary disclosures that are subject to and free from mandatory 

reporting regulations for another important reason: to reduce the firm’s cost of capital.  

Whereas market expectations of future profitability can be raised by releasing earnings 

forecasts and other voluntary disclosures, a depressed stock price may also result from a 

high cost of capital.   

 

Theoretical models of asset pricing and trade in securities markets identify two avenues 

through which voluntary disclosure can reduce the cost of capital.  Firstly, voluntary 

disclosure increases the information available to all market participants, thereby reducing 

non-diversifiable estimation risk.  Secondly, voluntary disclosure mitigates information 

asymmetry between different types of investors, thereby reducing the information 

asymmetry component of the bid-ask spread.  It is beyond the scope of this analysis to 

formally expose the theoretical models in this area.  Rather than executing a lengthy 
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treatment of these models, which would add little to the discussion on what motivates 

managers to make voluntary disclosures, this sub-section uses their main results to 

illustrate how disclosing more information to the capital market reduces the cost of capital. 

 

The relationship between a firm’s cost of capital and the covariation of its returns with the 

market portfolio was first explored by Treynor (1961), Sharpe (1964), Lintner (1965) and 

Mossin (1966).  An assumption of the Capital Asset Pricing Model is that the mean and 

variance of the distribution of future security returns is known.  When these parameters are 

unknown, investors not only face the risk that ex post returns deviate from expected 

returns, but also that they misestimated the parameters of the distribution of future returns 

ex ante.  In capital markets, the question is asked: is estimation risk diversifiable?  

Estimation risk will have no bearing on a firm’s cost of capital if it is diversifiable, since 

investors holding undiversified portfolios will be outbid for assets by diversified investors, 

who do not care about estimation risk.   

 

Early theoretical models developed by Barry (1978), Brown (1979) and Bawa and Brown 

(1979) find that estimation risk is indeed diversifiable.  However, Barry and Brown (1985) 

overturn this result.  Barry and Brown study a market in which investors update their 

expectations regarding the (unknown) mean of future security returns based on the 

historical returns series.  They demonstrate that stocks with longer trading histories carry 

less estimation risk, because a greater number of sample observations yields a sample 

mean that is closer to the true mean of future security returns.  When the level of 

information on returns is the same across all firms, the result that estimation risk is 

diversifiable holds.  However, when differential information across securities is introduced, 

estimation risk is non-diversifiable, resulting in a higher cost of capital for low information 

securities than suggested by the Capital Asset Pricing Model.  Coles, Loewenstein and 

Suay (1995) come to the same conclusion in a payoff-based model.  They provide several 

extensions on Barry and Brown (1985), exploring a multi-period model and uncertainty 

over the covariance matrix of asset payoffs.  These models imply that voluntary 

disclosures providing information on the mean and covariance matrix of future security 

returns lowers a firm’s cost of capital.      

 

Theoretical models of trading in securities markets also establish a link between disclosure 

and the cost of capital (e.g. Kyle, 1985; Glosten and Milgrom, 1985).  Whereas the 

research discussed so far has been set in perfectly competitive markets, these models 

study markets with heterogeneous traders, who differ in their information endowments.  
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There are generally three types of agents in these models: market makers, informed 

traders and liquidity traders.  Market makers are typically uninformed agents who set 

prices and trade with buyers and sellers to facilitate a well-functioning market.  They 

receive compensation for their services by charging a spread between the price at which 

buy and sell orders are executed, i.e. the bid-ask spread.  Market makers take the 

opposing side of trades with informed agents, who trade strategically to earn profits, and 

uninformed agents, who trade for liquidity reasons.  Being uninformed and unable to 

identify informed traders, market makers face an adverse selection problem in performing 

their function (e.g. Grossman and Stiglitz, 1980), which is akin to that described by Akerlof 

(1970).  At any price quoted by the market maker, informed agents are more likely to trade 

when their private information yields a higher valuation.  Therefore, the market maker 

widens the bid-ask spread in order to recover her expected losses to informed traders.  

The difference between the bid-ask spread with and without information asymmetry is 

referred to as the information asymmetry component [IAC] of the bid-ask spread 

(Verrecchia, 2001).   

 

Since liquidity traders do not have an informational advantage over market makers, the 

IAC is typically a function of the proportion of informed trading in the market.  Disclosure 

lowers the proportion of informed trading in the market and thereby reduces the IAC by 

making public the information sets of informed investors, by reducing the costs of 

processing publicly available information (Merton, 1987; Fishman and Hagerty, 1989), and 

discouraging private information acquisition activity by market participants (King, Pownall 

and Waymire, 1990).  If investors have a positive probability of experiencing a future 

liquidity shock, they will factor the lower transaction costs resulting from disclosure, in 

terms of a lower IAC, into the purchase price of securities.  Lower transaction costs also 

increase stock liquidity, thereby further reducing the cost of capital.  For instance, Diamond 

and Verrecchia (1991) present a model in which disclosure reduces the price impact of 

large trades.  This in turn lowers the cost of a liquidity shock for large traders, making it 

easier for a firm to attract large investors. Large firms in particular benefit from the 

presence of large investors, since they do not have to offer the firm’s stock at increasing 

discounts to attract more risk-averse small investors to purchase larger equity stakes.  

Therefore, more disclosure maps into a higher purchase price for securities and 

equivalently a lower cost of capital.  Amihud and Mendelson (1986) demonstrate that 

liquidity costs, such as the IAC, are compensated for in expected returns.  
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Therefore, managers voluntarily disclose their private information to deter adverse 

selection and the undervaluation of their stock; to signal their talent for anticipating 

economic conditions; and to reduce estimation risk and information asymmetry between 

different classes of investors, which results in a higher cost of capital. 

 

2.2.3 Theory of Signalling  
 

So far, the adverse selection problem in markets characterised by information asymmetry 

(Akerlof, 1970) has been studied.  To recap, the problem arises from one party to a 

transaction being informed and her private information being unobservable to the other 

(uninformed) party.  The previous sub-section examined how voluntary disclosure by 

informed agents ameliorates the adverse selection problem faced by uninformed parties to 

a transaction.  In this sub-section, it is shown that informed agents need not directly 

disclose their private information or unobservable characteristics.  Instead, they can signal 

to the market their private information by taking costly actions, which are contingent on 

their unobservable characteristics.19   

 

The theory of signalling in economics was introduced by Spence (1973, 1974) in response 

to Akerlof’s ‘lemons’ problem.  Spence presented a job market signalling model in which 

workers signal their (unobservable) productivity to the market by acquiring an observable, 

but costly signal.  The key feature of signalling models is that the cost of the signal varies 

between types of agents, such that the signal is more costly for agents with less favourable 

characteristics.  In Spence’s model, the signal is education, and more productive workers 

incur a lower cost from acquiring education. 

 

The following exposition is based on a stylised version of the job market signalling model 

presented by Spence (2001).20  The labour market is populated by high productivity 

workers (H ) and low productivity workers (L ).  Type H workers have productivity of 2, and 

type L workers have productivity of 1.  If there is no way to communicate worker 

productivity, then employers set the wage at 2 - λ, where λ is the proportion of type L 

workers in the market.  At this average wage, type H workers are underpaid relative to their 

actual productivity.  If they choose to exit the market, a ‘lemons’ equilibrium could result.  

                                                 
19 There is no requirement in this literature that managers tell the truth or, equivalently, signal their type 
correctly.  Managers of poor quality firms are permitted to mimic managers of high quality firms.  It is shown 
that the cost structure of the signal plays a critical role in generating a separating equilibrium, in which high 
quality firms are distinguished from poor quality ones. 
20 This lecture was delivered by Spence in Stockholm on the 100th anniversary of the founding of the Nobel 
Prize.  Michael Spence was awarded the Nobel Prize in Economics in 2001, along with George Akerlof and 
Joseph Stiglitz, “for their analyses of markets with asymmetric information”.  
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However, workers can signal their productivity by acquiring varying amounts of education.  

Education is costly.  The cost of E years of education is E/2 for type H workers and E for 

type L workers.  To make the analysis as stark (and simple) as possible, it is assumed that 

education does not improve a worker’s productivity; education simply signals unalterable 

differences in productivity.21    

  

Equilibrium in this model consists of an education strategy on the part of workers; and a 

self-confirming belief function regarding a worker’s type formed by employers based on the 

worker’s strategy.  Firstly, workers select their optimal level of education based on their 

(exogenous) cost of education and the returns to education in terms of higher wages, 

which are offered by employers in the market.  Employers form beliefs about a worker’s 

productivity based on her education strategy.  These beliefs determine the wage offers 

made and in turn influence the level of education undertaken by workers.  The circularity 

means that in equilibrium employers’ beliefs must be self-confirming.   

 

A separating equilibrium results when employers are able to perfectly distinguish type H 

and L workers based on their education strategy, such that type H workers are paid the 

value of their productivity 2 and type L workers are paid 1.  In addition, type L workers have 

no incentive to undertake education in a separating equilibrium, i.e. EL=0, since positive 

levels of education are costly, and yield no benefit when the agent’s type is revealed to be 

L.  Consider the case in which EH=E*.  Suppose also that all employers believe that a 

worker is a more productive type H worker when E≥E* and a less productive type L worker 

when E<E*.  Type L workers will not undertake education if their return from (falsely) 

signalling that they are type H workers is less than their wage as type L workers.  That is, 

EL=0 if: 

2 – E* < 1     which implies 1<E*     (2.14) 

 

Type H workers will undertake E* years of education if their return from (correctly) 

signalling that they are a type H worker is greater than the wage paid to a worker known to 

be a type L worker.  That is, EH=E* if: 

 

     2 – E*/2 > 1   which implies E*<2        (2.15) 

 

Therefore, the pair of strategies EH=E* and EL=0 are rational if 1<E*<2, in which case a 

separating equilibrium arises. 

                                                 
21 The analysis follows through when education improves worker productivity. 
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Spence’s seminal model spawned an entire literature on how costly signals can be used to 

communicate private information, in order to resolve the adverse selection problem in 

markets with asymmetric information.  The following sub-sections review models, which 

examine how corporate managers signal their private information on future profitability 

through dividend and financing policies, rather than through their voluntary disclosure 

decisions. 

 

Dividend signalling 
 

In one of their famous theorems, Miller and Modigliani (1961) demonstrate that dividends 

are irrelevant in markets with symmetric information.  Even prior to Miller and Modigliani’s 

irrelevance theorem, however, Lintner (1956) had observed that corporate managers act 

as if dividends do matter.  In an anthropological study conducted in corporate board rooms, 

Lintner discovered that managers follow a long-term target dividend payout ratio; 

managers place greater emphasis on the change in payout than on the absolute level of 

dividends; dividends are smoothed, and are only revised in response to changes in 

sustainable earnings; and managers are reluctant to make changes in dividends that are 

likely to be reversed in the near future (Marsh and Merton, 1987).  Lintner interpreted this 

as evidence that corporations communicate with the capital market through dividend 

policy.22  A sound economic basis for this behaviour was only later provided by signalling 

models, beginning with Spence (1973, 1974).  The finding that corporate managers 

communicate through dividend policy also predates the capital markets-based research in 

accounting, which established that managers communicate with the capital market through 

financial reports (Ball and Brown, 1968). 

 

There is a vast theoretical literature on dividend signalling.  As an introduction to this 

literature, two early models are reviewed in this sub-section.  In Bhattacharya’s (1979) 

seminal model, managers invest in a project at the beginning of the period.  Managers 

have private information on the mean of the (uncertain) cash flow from the project.  It is 

assumed that this information cannot be credibly communicated via direct disclosure.  

Instead, managers signal their private information through dividend policy.  This is done by 

committing to a cash dividend at the beginning of the period.  For a Spence-type signalling 

                                                 
22 Miller and Modigliaini (1961) point out that their irrelevance proposition still holds in the sense that managers’ 
dividend decisions communicate information regarding the probability distribution of future cash flows, rather 
than directly affecting the parameters of this probability distribution.  
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equilibrium to result, dividends must be a costly signal and this cost must be higher for 

firms with lower expected cash flows.  There are two costs associated with dividends in 

Bhattacharya’s model.  Firstly, dividends attract higher taxes than capital gains.  Secondly, 

any shortfall between the end of period cash flow and the promised dividend must be 

financed externally.  Market frictions mean that external financing is costly.  The expected 

cost of external financing is higher for firms with lower expected cash flows, since these 

firms expect a greater shortfall between the actual end of period cash flow and the 

promised dividend.  Therefore, firms with lower expected cash flows incur a larger cost 

from paying out dividends.  This cost-structure generates an equilibrium in which higher 

dividends signal higher expected future cash flows.      

 

The model presented by Miller and Rock (1985) does not rely on dividend taxes or 

transaction costs.  Instead, the sources and uses of funds identity is emphasised.  This 

identity sets the amount invested in production each period, I, equal to current cash flow 

from operations, X, minus dividends, D.  That is: 

 

    I ≡ X – D        (2.16) 

 

The function, Z(I), relating investment returns to the level of investment, is increasing in the 

amount invested and is strictly concave.  That is, there are positive, but diminishing 

marginal returns to investment in this market.  Paying out dividends is then costly because 

it reduces the amount invested in production and hence the future operating cash flow.  

Moreover, dividends are more costly to firms with lower current earnings.  The concavity of 

Z(I) implies that for a given dollar reduction in the amount invested, or equivalently a given 

dollar increase in dividends D^, the decrease in the dollar return from investment is less 

when the initial investment level is high.  That is: 

 

  Z(I’) - Z(I’ – D^) > Z(I”) - Z(I’ – D^)     for all I’<I’’       (2.17) 

 

Substituting the identity in (2.16) into (2.17) yields: 

 

 Z(X’ - D) - Z(X’ – D – D^) > Z(X” - D) - Z(X” – D – D^)     for all X’<X’’      (2.18) 

 

Therefore, diminishing marginal returns implies that the loss function from raising 

dividends by D^ in (2.18) is greater when cash flow from operations is lower.  Also, cash 

flows are assumed to be positively correlated across periods.  This means that firms with 
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higher current and future cash flows incur a lower cost from increasing dividends.  

Managers in this model may want to signal higher cash flows because some shareholders 

liquidate their holdings early and are thus concerned with maximising current stock price.  

This signalling incentive and cost-structure, leads to an equilibrium in which managers 

signal higher current and future cash flows by increasing dividends. 

 

In a classical tax system, dividends are taxed more heavily than capital gains.23  So one 

question that is not resolved in these models is why corporate managers use dividends to 

signal future profitability when there are more tax effective ways of disbursing cash, e.g. 

share repurchases?  Despite a number of later attempts to address this question (e.g. John 

and Williams, 1985; Williams, 1988; Brennan and Thakor, 1990; Bernheim, 1991; 

Chowdhry and Nanda, 1994; Lucas and McDonald, 1990), there still remains a dividend 

puzzle (Black, 1976).24 

 

Capital Structure Signalling  
 

In another famous theorem, Modigliani and Miller (1958) demonstrate that a firm’s value is 

dependent only on the cash flow generating capability of its assets, and not on how these 

assets are financed.  However, their finding once again ran counter to accepted thought 

and evidence in the marketplace.  In his influential survey of corporate financing behaviour, 

Donaldson (1961) crystallised market folklore regarding the relevance of capital structure 

to the valuation of corporate securities.25  He found that corporate managers tend to follow 

a ‘pecking order’ of financing sources, resorting first to internal sources of funding, then to 

debt securities, hybrid securities, and finally to ordinary equity.  One explanation for this 

type of behaviour is that debt issues convey more favourable news than equity issues 

regarding future profitability.   

 

Following Spence’s signalling equilibrium, a number of models were developed to explain 

why capital structure is relevant to the valuation of a firm’s securities in markets with 

                                                 
23 In Australia, dividend imputation means that dividends and capital gains are effectively taxed at the same 
rate when all imputation credits are paid out by the firm and when investors can utilise the full value of these 
credits.  See section 2.6.3 for an overview of the Australian dividend tax regime. 
24 Other reasons why managers may pay dividends include reducing the agency costs of equity (e.g. Rozeff, 
1982; Easterbrook, 1984; Jensen, 1986) and behavioural motivations (Kahneman and Tversky, 1979; Feldstein 
and Green, 1983; Shefrin and Statman, 1984). 
25 Again, Miller and Modigliaini’s (1958) irrelevance proposition still holds in the sense that managers’ financing 
decisions communicate information regarding the probability distribution of future cash flows, rather than 
directly affecting the parameters of this probability distribution.  
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asymmetric information.26  Perhaps the earliest model was presented by Ross (1977).  In 

his model there are two types of firms t∈{H,L}, a high quality firm H and a low quality firm L.  

Firms’ cash flows are uniformly distributed over the interval [0, qt], where qG > qB.  The 

manager’s objective function is: 

    αV(D) - β qq d.)(f
D

0
∫          (2.19) 

 

Where f(.) denotes the density function for q.  The first term in the manager’s objective 

function consists of a share, α, in the value of the firm.  The market utilises the face value 

of the firm’s debt as a signal of firm value.  The second term in the objective function is a 

bankruptcy penalty, β, multiplied by the probability of bankruptcy F(D).  The bankruptcy 

penalty may be a deduction from wages, a reputation or psychic cost.  Note that the 

probability of bankruptcy is higher for a low quality firm, i.e. FL(D)> FH(D) for all D greater 

than zero.  This is because the distribution of future cash flows for a type L firm is 

dominated in the sense of strict first order stochastic dominance.  Therefore, debt is more 

costly to a low quality firm. 

 

The incentive compatibility condition is: 

  

αV(DH) - β qq d.)(f
H

L

D

0
∫     ≤   αV(DL) - β qq d.)(f

L

L

D

0
∫                 (2.20) 

     

Under this condition, a type L manager does not have incentive to mimic a type H 

manager’s debt policy.  Since debt is costly, DH = D* is the lowest level of debt to satisfy 

the incentive-compatibility condition in (2.20).  A separating equilibrium also requires that 

DL=0.  Finally, the market must distinguish and correctly value the two types of firms.  

Substituting this information into (2.20) and rearranging yields: 

 

β qq d.)(f
*D

0
L∫    ≥   α[ V(D*) - V(0) ]                              (2.21) 

     

Which is equivalent to: 

                                                 
26 The exposition of the Ross (1977) model is based on the review by Klein, O’Brien and Peters (2002). 
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Therefore, when the bankruptcy penalty expected by a type L manager exceeds the gain 

from being perceived as a type H manager, type L managers will not mimic the debt policy 

of type H managers.  The result is a separating equilibrium in which high quality firms take 

on more debt. 

 

Therefore, a firm’s financing policy communicates private information regarding its future 

profitability to the capital market.  The overall conclusion is that in markets characterised 

by information asymmetry, debt conveys more favourable news than equity.  Following 

from Ross (1977), a number of models arrive at this conclusion by incorporating other 

institutional and statistical features, including managerial risk aversion and insider 

ownership (Leland and Pyle, 1977), uncertainty over the positively correlated mean and 

variance of future cash flows (Heinkel, 1982), and uncertainty over the variance of future 

returns (Brick, Frierman and Kim, 1998).   

 

In another important paper, Myers and Majluf (1984) provide an explanation for why firms 

prefer debt to equity when financing new projects.27  When financing a new project using 

equity, current shareholders exchange part of the market value of the firm’s existing assets 

for a share in the net present value of the new project.  Current shareholders are more 

likely to participate in this transaction when the firm’s existing assets are overvalued.  

Therefore, equity financing conveys bad news to the capital market that the firm’s existing 

assets are overvalued.  Conversely, share repurchases alter the capital structure of the 

firm toward greater levels of debt, by (re)purchasing shares in the existing assets of the 

firm.  As such, share repurchases are a good news signal that the firm’s stock is 

undervalued.  Theoretical models developed by Vermaelen (1984), Persons (1994, 1997) 

and McNally (1999) study how managers communicate their private information on future 

profitability by initiating share repurchases.  This research motivates the large empirical 

literature on the signalling properties of share repurchases (reviewed in 2.3.7).   

 

In sum, theoretical research on investor communications highlights the adverse selection 

problem that arises in markets with information asymmetry, and reveals how firms may 

                                                 
27 Also, internal funding sources are preferred to debt since they do not involve any dilution cost. This explains 
the financing pecking order first documented by Donaldson (1961).   
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resolve the adverse selection problem through their voluntary disclosure, dividend and 

financing policies.  In this sub-section, it was shown that different modes of financing 

convey varying information regarding firm quality.  Just as firms face a financing pecking 

order, section 2.4.3 discusses evidence that managers observe a pecking order when 

selecting their overall communications strategies from the full range of investor 

communication modes, including the various modes of voluntary disclosure, dividend and 

share repurchase policies. 

 

 

2.3   Empirical Literature on Voluntary Investor Communications 

 

This section reviews the empirical evidence on the nature, purpose and informativeness of 

each mode of investor communications examined in this thesis.  The aim is to provide a 

foundation for studying how firms choose between alternative modes of investor 

communications.  Healy and Palepu (2001) provide a thorough review of empirical 

research on voluntary disclosure.  Their review is organised according to the cross-

sectional determinants of firms’ voluntary disclosure practices.  This structure reflects the 

fact that the different modes of voluntary disclosure are treated in the literature as 

homogeneous.  An alternative approach is adopted in this thesis by exploring the 

differences between modes of investor communications, and investigating why firms 

choose to communicate with the capital market through certain communications modes, 

while avoiding others.  As such, this section is organised according to the seven modes of 

investor communications examined in the thesis (see Figure 1.1), and surveys the nature, 

use and informativeness of each communication mode. 

 

This section is related to several other sections of the thesis:  Definitions of each mode of 

communication examined in the thesis are provided in section 4.7.  In section 2.4, the 

simultaneous determination of investor communications choice is considered, rather than 

treating the individual modes of communication reviewed in this section in isolation.  

Evidence on the special communications challenges faced by poorly performing firms is 

reviewed in section 2.5, while chapter 7 presents evidence on how poorly performing firms 

choose between alternative modes of investor communications.  Finally, most of the 

Australian evidence on investor communications is examined in the specially designated 

review in section 2.6. 
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2.3.1   Qualitative Financial Disclosures   
 

Qualitative financial disclosures are narrative disclosures that explain or project financial 

performance.  Contemporaneous qualitative financial disclosures are essentially 

performance attributions.  They analyse and explain financial performance in terms of 

internal or external factors.  For example, “sales increased this year, due to the boom in 

the local property market” is an external attribution of financial performance.  Prospective 

or forward-looking qualitative disclosures can be projections of future financial 

performance (e.g. “We expect a favourable sales performance in the next two years”) as 

well as attributions of financial projections (e.g. “A favourable sales performance is 

expected in the next two years as a result of the aggressive marketing campaign we have 

put in place”). 

 

There are four primary reasons for releasing qualitative financial disclosures that are 

identified in the literature.  Firstly, managers make qualitative financial disclosures to 

enable investors to isolate the sustainable component of earnings.  Consider the external 

attribution: “sales increased this year, due to the boom in the local property market”.  If 

investors believe that demand in the property market is going to collapse in the subsequent 

period, the attribution communicates that sales revenue will revert back to former levels.  

Otherwise, investors may judge the sales increase to be more permanent and therefore 

capitalise earnings at a higher rate (Ohlson, 1995).  Secondly, qualitative disclosures allow 

managers to fill in the gaps in the information environment left by deficient financial 

reporting, especially for high growth firms (Lev and Zarowin, 1999).  Thirdly, managers can 

use qualitative disclosures to reduce the information disadvantage of less sophisticated 

investors, who may have difficulty comprehending financial reports.  Fourthly, managers 

can use qualitative statements to make excuses for poor performance by attributing 

financial performance to factors beyond their control. 

 

Firms typically issue qualitative statements regarding financial performance in the Chief 

Executive’s review of operations and commentary accompanying the financial statements, 

in the Chairman’s address to shareholders at the AGM, in press releases, conference 

calls, presentations to analyst societies and other disclosure venues.  Much of the 

research in this area has been on qualitative disclosures made by U.S. firms in their annual 

reports, and in particular in the President’s letter to shareholders and the Management 

Discussion and Analysis [MD&A] section of the annual report (more on this presently).  For 

qualitative statements to be informative, especially to less sophisticated investors, it is 

necessary that they are readable and reliable.  There is no prescribed format for letters to 
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shareholders, MD&A and other announcements containing qualitative disclosures.  Given 

the narrative nature of these announcements and the free-style format, concerns over 

readability naturally arise.   

 

The readability of an announcement is defined as “the extent to which [investors] 

understand it, read it at optimum speed, and find it interesting” (Dale and Chall, 1949, p. 

13).28  A number of studies have called into question the readability of narrative disclosures 

in annual reports.  Heath and Phelps (1984) examine excerpts from the President’s letter to 

stockholders, general text on operations and notes to the consolidated financial statements 

from the annual reports of 20 Fortune 500 companies.  They conclude that at least half of 

the investor population in the U.S. would have trouble understanding the content of annual 

reports.  In fact, annual reports are less readable than popular business periodicals, like 

Business Week, Fortune and Forbes.  In an analysis of 65 annual reports made by 

Canadian firms, Courtis (1987) finds that only 44% of the investor population and 8% of the 

overall adult population have sufficient knowledge to fully comprehend the content of the 

annual report.  Jones (1988) reports that U.K. students with and without prior knowledge of 

accounting find the Chairman’s letter to stockholders the most readable section of the 

annual report, though even this section is difficult to read, in absolute terms.  The poor 

readability of narrative announcements in the annual report may explain why less than 5% 

of the 775 individual investors surveyed by Baker and Haslem (1973) regard the annual 

report as their most important source of information, and why 62.4% of individual investors 

rely most heavily on brokers and other professional advisers.  In a subsequent study, 

however, McConnell, Haslem and Gibson (1986) find that individual investors and 

professional analysts base important decisions on both the text and financial statements in 

annual reports.29   

 

The management discussion and analysis [MD&A] section of the annual report is the 

narrative section that has perhaps received the most attention in the literature.  The 

Securities and Exchanges Commission [SEC] has required U.S. public companies to 

include an MD&A section in their annual reports since 1980.30  Similar requirements for 

Canadian firms have been in place since 1989.31,32  Firms are required to discuss and 

analyse the results of operations, liquidity, capital resources and any known trends, 

                                                 
28 This paragraph follows the review in Subramanian, Insley and Blackwell (1993). 
29 In addition, Abrahamson and Amir (1996) show that firms with more negative tone words in the President’s 
letter experience poorer accounting performance.   
30 U.S. Securities and Exchange Commission, 1980, Securities Act Release No. 6231. 
31 Ontario Securities Commission, November 1989, Policy Statement No. 5.10. 
32 Australian public corporations are not subject to this requirement.  See section 2.6.1. 



 

 37

commitments or events which are likely to have a material effect on future financial 

performance.  Firms may voluntarily disclose anticipated trends.  The SEC argues that 

MD&A disclosures are potentially informative, because “a numerical representation and 

brief accompanying footnotes alone may be insufficient for an investor to judge the quality 

of earnings and the likelihood that past performance is indicative of future performance” 

(SEC, 1987).  This suggests that qualitative disclosures, such as those made in the MD&A 

section of the annual report, are intended to help investors isolate the sustainable 

component of earnings. 

 

As with other sections of the annual report, however, there are concerns over the 

readability of the MD&A section.   These concerns prompted the SEC to release “A Plain 

English Handbook” in 1997 to further guide in the preparation of MD&A disclosures.  

According to the SEC, “the most common problems with the language of disclosure 

documents are long sentences, passive voice, weak verbs, superfluous words, legal and 

financial jargon, unnecessary details, and unreadable design and layout” (Tavcar, 1998, p. 

10).  This raises doubt over whether qualitative disclosures in annual reports help improve 

the information position of less sophisticated investors. 

 

In 1989, the SEC studied the MD&A disclosures of 530 U.S. companies, concluding that 

95% of these were deficient.  In response, the Commission issued a reporting release to 

guide firms in preparing the MD&A section.33  The release also made clear that the SEC 

would be more active in monitoring and enforcing compliance with MD&A requirements.  

Hooks and Moon (1993) find that certain MD&A items were disclosed more frequently 

following the Commission’s 1989 reporting release.  In a subsequent study, Pava and 

Epstein (1993) present evidence on the absolute level of MD&A disclosure by U.S. firms.  

They select 25 firms randomly from the Moody’s Handbook of Common Stocks.  The 

Moody’s Handbook lists events that appear to have influenced a company’s financial 

performance in the previous quarter.  Pava and Epstein find that only 12% of events in the 

Moody’s Handbook were correctly anticipated by managers in the MD&A section of the 

annual report, and firms were on average twice as likely to predict positive events than 

negative ones.  Their evidence suggests that U.S. firms withhold a large portion of news 

from investors in the MD&A section of their annual reports, and that firms are particularly 

unforthcoming with bad news. 

 

                                                 
33 U.S. Securities and Exchange Commission, 1980, Financial Reporting Release No. 36. 
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Research on the informativeness of MD&A disclosures partly allays concerns over the 

reliability and readability of these disclosures.  Clarkson, Kao and Richardson (1999) 

survey sell-side analysts, who are members of the Toronto Society of Financial Analysts.  

They report that financial analysts believe MD&A disclosures by Canadian firms provide 

new and useful information.  Supporting evidence is presented by Barron, Kile and 

O’Keefe (1999), who find that financial analyst revise their forecasts in response to MD&A 

disclosures.  Further to this, the study by Clarkson, Kao and Richardson requires analysts 

surveyed to conduct a content analysis of the MD&A section of the annual report for 55 of 

the largest 300 firms listed on the Toronto Stock Exchange.  They find that analyst ratings 

of disclosure quality vary with factors known to influence other modes of disclosure, such 

as firm size, financial performance and external financing.  This leads them to conclude 

that MD&A disclosures made by Canadian firms are not made arbitrarily to comply with 

listing regulations, but rather provide new and useful information to professional investors.   

 

Frazier, Ingram and Tennyson (1984) find that MD&A scores generated by a computerised 

content analysis package are associated with future financial performance.  Tennyson, 

Ingram and Duggan (1990) and Holder-Webb (2003) demonstrate that disclosures 

contained in the President’s letter and MD&A section of the annual report aid in predicting 

bankruptcy.  In addition, Bryan (1997) provides evidence on the information content of 

MD&A disclosures made by U.S. firms.  He finds that the tone of prospective qualitative 

disclosures is significantly associated with one-period ahead changes in sales, earnings 

per share and capital expenditure, after controlling for the information contained in key 

financial ratios.  However, Bryan discovers that MD&A disclosures are generally not 

associated with stock returns, and interprets this as evidence that “related disclosures 

reach the market through voluntary press releases” [p.296].  This finding motivates the 

study of more timely qualitative disclosures in this thesis.   It should be noted that these 

studies of firms’ MD&A disclosures remain silent on whether qualitative disclosures reduce 

information asymmetry between sophisticated and unsophisticated investors. 

 

Rather than making narrative disclosures in annual reports, firms can issue qualitative 

disclosures in conference calls and presentations to analyst societies.  Managers disclose 

disaggregated information, explain past performance and project future financial 

performance in presentations made to analyst societies (Mohanram, 2001).  Analyst 

presentations enable managers to build a public profile for their firms and attract interest 

from financial and information intermediaries, including analysts, brokers and institutional 

investors (Byrd, Johnson and Johnson, 1997).  Managers also put on road shows, 
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travelling from city to city to generate interest in new securities issues from analysts, 

brokers and institutional investors.  Recently, managers have begun transmitting road 

shows using electronic media, such as the Internet (Eddy, 2000). 

 

Frankel, Johnson and Skinner (1999) describe corporate conference calls as “large-scale 

telephone conference calls during which managers make presentations to and answer 

questions from various market participants, usually about earnings” [p. 133].  Consistent 

with prior research on the cross-sectional determinants of firms’ disclosure policies, they 

report that firms holding conference calls are larger, have greater analyst following and 

access capital markets more often.  Frankel et al. also find that high tech firms, and firms 

with higher than average book to market ratios and sales growth rates are more likely to 

hold conference calls.  This finding is consistent with Tasker’s (1998) evidence that firms 

holding conference calls are typically high growth firms, which have less informative 

financial statements (Lev and Zarowin, 1999). Given that conference calls are used 

primarily to disclose qualitative information, the empirical evidence suggests that 

qualitative disclosures fill in gaps in the information environment left by deficient financial 

reporting.  

 

In an examination of abnormal return volatility and trading volume surrounding conference 

calls, Frankel et al. conclude that management disclosures made during conference calls 

are informative to investors.  Bowen, Davis and Matsumoto (2002) also show that 

conference calls are informative, in that they improve the accuracy and (in cross-sectional 

tests) reduce the dispersion of analyst earnings’ forecasts.  Brown, Hillegeist and Lo 

(2004) provide evidence of lower information asymmetry between investors of firms 

initiating a policy of holding frequent conference calls.  They measure information 

asymmetry as the Probability of Informed Trade [PIN], which is based on the Easley, Kiefer 

and O’Hara (1997) market microstructure model.  Brown et al. find that holding one 

conference call each quarter corresponds to a 15 basis point reduction in the annual cost 

of equity capital.  The evidence suggests that while qualitative financial disclosures are 

informative to all investors, they are especially informative to less sophisticated investors.  

Therefore, managers may use qualitative disclosures to improve the relative information 

position of less sophisticated investors.      

 

Firms can also issue qualitative financial disclosures in press releases and other timely 

communications to the capital market.  The National Investor Relations Institute (1996) 

identifies press releases as the primary means by which U.S. corporations disclose 



 

 40

information to the capital market.  Kile, Pownall and Waymire (1998) survey prospective 

earnings disclosures reported in the Wall Street Journal or covered on the Dow Jones 

News Wire.  They find that qualitative statements of future financial performance account 

for 27% of their sample of 1628 prospective earnings disclosures made by 145 U.S. firms 

between 1980 and 1989.   

 

Miller (2002) studies management disclosures in press releases and articles covered on 

the Dow Jones News Retrieval Service for a sample of 80 U.S. firms that experience at 

least eight consecutive quarters of increasing (seasonally-adjusted) earnings.  Miller 

reports that over 80% of all disclosures issued by these firms over the three year event 

period are qualitative disclosures.  Firms increase their levels of disclosure as their 

earnings increase.  As their earnings growth approaches an end, however, they begin to tilt 

their disclosures toward short-term information, perhaps to distract from the impending 

earnings decline.  After the earnings decline is announced, the amount of information 

disclosed reverts to levels in the benchmark period, prior to the earnings increases.  

Similar evidence of news management through qualitative disclosure is provided by 

Baginski, Hassell and Hillison (2000).  They find that managers are more likely to provide 

causal attributions for bad news forecasts, and that bad news forecasts are more likely to 

be attributed to factors beyond the control of management.  This suggests that managers 

use qualitative disclosures to make excuses for poor performance.     

 

Frost (1997) tests the credibility of (primarily) qualitative voluntary disclosures made by 58 

financially stressed U.K. firms.   She finds that these firms make overly optimistic 

disclosures about future financial performance.  The market discounts good news 

disclosures by financially stressed firms, as evidenced by a negative stock price reaction to 

positive tone disclosures.  This suggests that qualitative disclosures are not credible for 

financially stressed firms.  However, Hoskins, Hughes and Hicks (1986) find that 

prospective officer comments covered on the Dow Jones News Retrieval Service that are 

made concurrently with earnings, have incremental information content for a random 

sample of U.S. firms.  Good news qualitative disclosures are not discounted by the market 

in that they are associated with positive stock returns, after controlling for the earnings 

surprise, transitory earnings components, dividend changes and other concurrent 

disclosures.  The informativeness of qualitative financial disclosures remains an 

unresolved question requiring further empirical research. 
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2.3.2     Strategy Disclosure 
 

In addition to qualitative statements explaining financial performance, managers can 

disclose non-financial information on the firm’s objectives, actions and future action plans 

in narrative disclosures.34  Strategy disclosures are often made alongside qualitative 

financial disclosures in a variety of disclosure venues, including letters to shareholders, the 

MD&A section of the annual report, conference calls, analyst presentations and press 

releases.  Strategy disclosures are clearly considered in the design of many of these forms 

of narrative disclosure.  For example, “MD&A is intended to give the investor opportunity to 

look through the eyes of management by providing both a short and long-term analysis of 

the business of the company” (SEC, 1987).35  Similarly, strategy disclosures provide 

investors with a window into the strategic decision process and the outcomes of this 

process, by revealing the firm’s objectives, major changes in operations and plans for 

future action, as well as the reasoning behind these strategies and the plan for 

implementation.  Therefore, much of the evidence surveyed in relation to qualitative 

financial disclosures also applies to strategy disclosures.   

 

In this study, strategy disclosures are treated independently from qualitative financial 

disclosures, in order to investigate how managers choose between distinct modes of 

investor communications.  Apart from the distinction that strategy disclosures refer to 

objectives and actions, whereas qualitative statements explain and project performance 

outcomes, strategy disclosures also include quantitative disclosures, such as performance 

targets and future benefits of new projects or changes in operations.  Moreover, there is a 

separate demand by end-users for information on corporate strategy.  Healy and Palepu 

(1993) argue that “voluntary disclosures can help investors understand managers’ 

business strategies” [p. 9].  Healy, Palepu and Bernard (2000) develop a financial 

statement analysis model that incorporates corporate strategy into firm valuation.  

Accordingly, a recent Standard & Poors study of disclosure practices around the world 

asks the following questions when rating corporate disclosures: “Is there a plan for 

corporate strategy?... Does the company disclose its plan for investment in the coming 

years?” (Patel and Dallas, 2002, p. 19).  Another study by the American Institute of 

Certified Public Accountants (AICPA, 1994) reveals that professional investors, creditors 

                                                 
34 Definitions of strategy disclosure and the other modes of investor communications examined in this thesis 
are provided in section 4.7. 
35 U.S. public corporations must disclose planned capital expenditures in the MD&A section of the annual 
report.    
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and investment advisors find information on corporate strategy and objectives useful in 

valuing companies. 

 

Given the demand for strategy disclosure, the question arises: why would managers 

supply information on corporate strategies?  Indeed, strategy disclosures may convey 

valuable information to a firm’s competitors.  A theoretical paper by Ferreira and Rezende 

(2003) suggests that managers make strategy disclosures to reveal the precision of their 

decision-relevant information.  In this model, a deviation from policy commitments made in 

strategy disclosures signals that a manager is not able to generate precise information on 

the future.   This is a bad news signal to the managerial labour market.  While the 

commitment made by public disclosure of corporate strategies means that managers hang 

on to losing projects longer than they should, strategy disclosures benefit shareholders, in 

general, by encouraging workers to exert greater effort in ensuring the success of the new 

strategy.   

 

Further theoretical research suggests that managers use decision-relevant information 

impounded in stock prices to direct their strategies (Dow and Gorton, 1997; Dye and 

Sridhar, 2002).  While it has been assumed so far that managers have superior information 

to investors, Dye and Sridhar (2002) demonstrate that managers can extract the capital 

market’s private information by announcing a new strategy and then deciding whether to 

implement the strategy based upon the stock price reaction to disclosure.  In this way, 

strategy disclosures lead to better corporate strategy. 

 

In addition, managers may use strategy disclosures to signal the quality of their strategic 

decision-making processes.  Frederickson (1985) claims that “many management scholars 

believe that the process used to make strategic decisions affects the quality of those 

decisions” [p.821].  Managers provide investors with a window into the strategic decision 

making process, by disclosing strategies in a timely fashion, explaining the reasoning 

behind strategies and their plans for implementation.  In a laboratory experiment, 

Frederickson shows that less experienced managers (as proxied by MBA students) 

respond differently to experienced executives when faced with problems and opportunities.  

Therefore, managers may disclose information on corporate strategies to expose their 

strategic decision making processes to investors, and to thereby distinguish themselves 

from poorer decision-makers. 
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Despite the demand and supply of strategy disclosures, there has been little direct 

evidence on this mode of communicating with the capital market.   In a content analysis of 

annual reports, Santema and Van de Rijt (2001) find that companies listed on the AEX in 

Amsterdam provide little information on corporate strategy.  Disclosure scores are highest 

for statements of overall strategy and action plans taken in the previous year.  However, 

over half of the 136 firms studied did not disclose any information on corporate objectives, 

monitoring programs and future action plans.  Only around a quarter of firms scored more 

than 6 out of 10 for their overall (adjusted) strategy disclosure score.  Further evidence on 

the partial disclosure of strategy-related information is provided by Cools and van Praag 

(2003), who find that corporate targets that are disclosed internally are not always made 

available to the public.       

 

In addition to survey evidence on the usefulness of strategy-related information (e.g. 

AICPA, 1994), there is (limited) evidence that strategy disclosures are informative to 

investors.  In a commentary on AOL’s highly successful investor communications strategy, 

Hutton (2001) declares that “AOL has consistently signalled changes in its strategic 

direction to the investment community, even when doing so might have seemed damaging 

or perverse.  The market has registered its strong approval” [p.126].  Narayanan, Clinches, 

Kelm and Lander (2000) find that strategies disclosed by managers in R&D project 

announcements are implemented and do affect future outcomes.  Similarly, Bryan (1997) 

shows that firms revealing plans to increase capital expenditures in the MD&A section of 

the annual report actually increase capital expenditures in the subsequent year.  Moreover, 

there is a significant positive association between capital expenditure disclosures and 250-

day stock returns.  No other type of MD&A disclosure is significantly related to stock 

returns.  Therefore, strategy disclosures are both timely and credible.  Finally, Bens (2001) 

provides cross-sectional evidence that firms disclose more information about corporate 

restructuring when they appoint a new Chief Executive prior to restructuring and when they 

are subject to greater shareholder monitoring. 

 

2.3.3   Earnings Forecasts 
 

The management earnings forecast has been the most closely studied mode of voluntary 

disclosure.  Earnings forecasts advance the time at which managers’ private information 

on future earnings becomes available to investors.  This information is potentially useful to 

investors, because firm value is a function of both current book value and future earnings 

(e.g. Ohlson, 1995; Feltham and Ohlson, 1995; Penman, 2002).  Despite the potential 

usefulness of earnings forecasts and the attention devoted to their study in the literature, 
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several influential surveys find that U.S. corporations rarely disclose earnings forecasts.  

Lees (1981) reports that only 10% of his sample of 405 U.S. public corporations have ever 

disclosed an earnings forecast.  A survey by the National Investor Relations Institute 

(“Issues in Investor Communications”, 1995, p.15) finds that 66% of firms never disclose 

an earnings forecast, 14% of firms only disclose under unusual circumstances and only 

12% of firms routinely forecast quarterly or annual earnings.   

 

Management earnings forecasts are peculiar in that they are followed by a mandatory 

earnings report, which allows the ex post accuracy of forecasts to be easily checked.  As 

such, firms disclosing inaccurate earnings forecasts are susceptible to adverse stockholder 

litigation, particularly in the highly litigious U.S. setting.  To address concerns that 

litigations costs deter disclosure of forward looking information by U.S. firms, the SEC 

adopted the ‘Safe Harbor Rule’ in 1979, which limits corporate liability for forecasts issued 

in SEC filings and annual reports.  Further concerns over frivolous class-action lawsuits led 

to the Private Securities Litigation Reform Act in 1995, which inter alia tightened up the 

original Safe Harbor provisions.  Johnson, Kasznik and Nelson (2001) study the effect of 

the 1995 Reform Act on the disclosure of forward looking information by a sample of 523 

high-technology firms.  They find that firms were more forthcoming with forward looking 

information in the period following the Act’s passage, and that this was especially 

pronounced for firms with a greater ex ante risk of litigation.  Johnson et al. also discover 

that the Act did not result in less accurate management earnings forecasts being 

disclosed.  Baginski, Hassell and Kimbrough (2002a) report, however, that managers of 

U.S. corporations are still less likely to forecast earnings than managers in the less litigious 

Canadian market.  Canadian managers are also more willing to release more specific and 

longer-term forecasts. 

 

Kile, Pownall and Waymire (1998) demonstrate that U.S. corporations disclose prospective 

earnings information far more frequently than previously believed.  They utilise a broader 

set of prospective earnings disclosures than examined in prior studies, including point, 

range, minimum and maximum estimates of future earnings, qualitative earnings 

disclosures (e.g. “earnings prospects are good”) and earnings preannouncements, which 

are issued after the reporting period end but before the release of the financial statements 

for the period.  Kile et al. find that between 39% and 52% of their sample of 145 firms issue 

a prospective earnings disclosure in any given year between 1980 and 1989.  Only 16% of 

firms made no prospective earnings disclosures and 27% of companies released more 
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than 20 disclosures during the period.  In addition, 60% of prospective earnings 

disclosures in their sample were quantitative earnings forecasts.36 

 

There is ample evidence that earnings forecasts are informative to investors.  Patell 

(1976), Penman (1980), Ajinkya and Gift (1984), Lev and Penman (1990), Baginski, 

Hassell and Waymire (1994) and Skinner (1994), among others, document significant 

stock price reactions to earnings forecasts.  Other studies by Hassell, Jennings and Lasser 

(1988) and Baginski and Hassell (1990) find that management earnings forecasts trigger 

significant revisions in analysts’ forecasts of earnings.  While studies find that annual 

forecasts convey mostly good news (e.g. Patell, 1976; Penman, 1980; Lev and Penman, 

1990), short-term forecasts generally communicate bad news (e.g. Skinner, 1994; Kasznik 

and Lev, 1995).  The literature on profit warnings which are earnings forecasts that warn 

specifically of an impending earning disappointment, is reviewed in section 8.2 and 8.3.  

 

For earnings forecasts to be informative, it is necessary that they are credible.  That is, 

investors should perceive earnings forecasts as being reliable.  Pownall and Waymire 

(1989) investigate the credibility of voluntary management earnings forecasts vis-à-vis 

mandatory annual earnings announcements.  They study a sample of earnings forecasts 

issued by 134 U.S. firms that are published in the Wall Street Journal between 1969 and 

1973.  These forecasts are not released in SEC filings, and as such do not attract the 

same civil liability for disclosures in SEC filings under U.S. federal securities law.  

Therefore, Pownall and Waymire provide evidence on private incentives for truthful 

voluntary disclosure.  They show that management forecasts are not discounted by the 

market relative to annual earnings announcements.  In fact, investors appear to place 

greater weight on information in management earnings forecasts.  Further to this, Hansen 

and Noe (1999) find that investors place greater emphasis on management forecasts when 

the beliefs of managers and financial analysts diverge most.  Therefore, management 

earnings forecasts are a credible mode of communicating with the capital market.   

 

Pownall, Wasley and Waymire (1993) investigate whether alternative forms of earnings 

forecasts not examined in prior studies, including short horizon, minimum and maximum 

forecasts, are less credible than point and range forecasts of annual earnings.  Pownall et 

al. (1993) find that all types of management earnings forecasts they study are highly 

                                                 
36 The remaining disclosures, i.e. qualitative earnings forecasts and earnings preannouncements, are 
examined separately from quantitative earnings forecasts in this thesis.  Qualitative earnings forecasts are 
classified as qualitative financial disclosures.  See section 4.7 for definitions of each mode of investor 
communications. 
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informative.  However, they overturn Pownall and Waymire’s (1989) finding that 

management earnings forecasts are as credible as annual earnings announcements.  

Rogers and Stocken (2003) discover that managers bias their earnings in predictable 

ways.  They demonstrate that the market immediately unravels the bias in good news 

forecasts, but not in bad news forecasts.  However, the market appears to identify the bias 

in bad news forecasts in the days following forecast release and adjust its valuation 

accordingly.  

   

Whereas stock price and analyst forecast association tests reveal that management 

earnings forecasts reduce information asymmetry between managers and the capital 

market, Coller and Yohn (1997) present evidence that management earnings forecasts 

ameliorate information asymmetry between different classes of investors in the capital 

market.  In an examination of firms’ bid-ask spreads, they show that firms releasing 

earnings forecasts experience information problems in the twelve months leading up to 

forecast release, as evidenced by a widening in their bid-ask spreads.  Firms’ bid-ask 

spreads widen further on the day a forecast is released and the following day, consistent 

with management earnings forecasts having information content (Kim and Verrecchia, 

1994).  However, in the nine days following forecast release, firms’ bid-ask spreads are 

significantly smaller than nine days prior to the release.   

 
 
2.3.4     Earnings Preannouncements 
 

Earnings preannouncements differ from earnings forecasts in that they are issued 

subsequent to the end of the reporting period, but before the release of the financial 

statements for that period.  Kile, Pownall and Waymire (1998) report that their sample of 

145 firms made 302 earnings preannouncements between 1980 and 1989, comprising 

16% of the prospective earnings disclosures issued by these firms.  Empirical evidence 

indicates that earnings preannouncements are informative and are used primarily to 

convey bad news.  Skinner (1994) finds that 67% of early quarterly earnings 

announcements for his sample are bad news disclosures.  Kasnik and Lev (1995) find that 

firms are more likely to warn the market of an impending earnings disappointment, than a 

corresponding earnings increase.  Accordingly, Baginski, Hassell and Waymire (1994) 

document significant negative abnormal returns in the three days surrounding earnings 

preannouncements.   
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Skinner (1994) argues that U.S. firms preannounce bad news in order to minimise 

expected litigation costs, by reducing the magnitude of the stock price reaction at the 

earnings announcement and restricting the class of investors that traded at the inflated 

stock price.  Skinner (1997) discovers that while preannouncing earnings does not reduce 

the probability of litigation, it does reduce settlement costs in the event of litigation.  Soffer, 

Thiagarajan and Walther (2000) conduct a further study of firms’ earnings 

preannouncement strategies.  They find that firms preannouncing good news typically 

disclose about half of the news, leaving a positive surprise for the earnings announcement 

date.  On the other hand, firms with bad news to disclose, and especially firms in high 

litigation industries, release almost all of their bad news on the preannouncement date.  In 

an experimental setting, Libby and Tan (1999) show that analysts’ earnings forecasts are 

lower when managers preannounce bad news in two parts, rather than releasing all of their 

bad news on the earnings preannouncement date.  Soffer et al. corroborate this finding 

with stock price evidence that investors underweight the information in earnings 

preannouncements relative to regular earnings announcements.  Therefore, managers 

strategically preannounce bad earnings news to avoid stockholder lawsuits and investor 

overreaction to large earnings disappointments (Skinner and Sloan, 2002). 
 
 
2.3.5      Other Quantitative Disclosures 
 
Other quantitative disclosures comprise forecasts of sales revenue, non-financial 

quantitative disclosures, segment disclosures and verifiable information disclosed in 

conjunction with earnings forecasts.  Empirical evidence suggests that sales forecasts are 

informative to investors (e.g. Kasnik and Lev, 1995; Frost, 1996; Hutton, Miller and 

Skinner, 2003).  In their survey of individual investors, Baker and Haslem (1973) report that 

investors rank future growth in sales as the fourth most important information item, and 

even more important than future earnings information.  Accordingly, Guenther, Shane and 

Weber (2001) find that analyst’s forecasts incorporate more information on changes in 

sales than on operating profit.   

 

Perceptions of the declining relevance of financial information (e.g. Lev and Zarowin, 1999; 

Francis and Schipper, 1999; Brown, Lo and Lys, 1999) has motivated research into the 

value-relevance of non-financial information.  Ittner and Larckner (1996) provide evidence 

that customer satisfaction measures help explain variation in share prices.  Most other 

studies in this area focuses on high technology firms.  Lev and Zarowin (1999) claim that 

business change has rendered accounting information less relevant, because the value of 
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firms is increasingly driven by intangible assets that are not captured in accounting 

numbers.  Accordingly, Hutton (2001) identifies AOL’s effective presentation of non-

financial information as one of the four key elements of its highly successful investor 

communications strategy.  Large sample studies demonstrate that various non-financial 

measures explain cross-sectional variation in share prices, including market population 

and penetration in the wireless communications industry (Amir and Lev, 1996), the book-

to-bill ratio in the semi-conductor industry (Chandra, Procassini and Waymire, 1999) and 

web traffic measures in the Internet industry (Trueman, Wong and Zhang, 2000).  

 

Multi-segment firms can enhance their disclosure by releasing disaggregated business 

segment information.  Segment information appears to be informative to financial analysts 

(Botosan and Harris, 2000, p. 332).  However, Hayes and Lundholm (1996) demonstrate 

that competitive costs may deter disclosure of disaggregated information in highly 

competitive industries.  Consistent with this prediction, Piotroski (2001) finds that firms are 

more likely to increase segment disclosure when they experience declining profitability and 

when profitability varies less across industry segments.  On the other hand, Botosan and 

Harris (2000) provide evidence that an increase in segment disclosure can have significant 

benefits.  Studying a sample of 107 multi-segment U.S. firms, they find that firms initiating 

quarterly segment disclosure are more likely to have experienced a decline in stock 

liquidity, as measured by trading volume, and information asymmetry, as measured by 

analysts’ forecast consensus, in the lead up to initiation.  Botosan and Harris also find that 

initiating firms experience a significant increase in analyst following subsequent to the 

initiation of quarterly disclosure, which should in turn translate into a lower cost of capital.   

 

Firms often disclose verifiable forward looking information in conjunction with earnings 

forecasts.  Hutton, Miller and Skinner (2003) argue that “[m]anagement earnings forecasts 

typically comprise a single component of a bundle of information provided as part of a 

larger information event…” [p. 1].   They document that nearly two thirds of their sample of 

earnings forecasts, between 1993 and 1997, are issued with other forecasts, discussion of 

internal/external factors, segment information, and ‘soft talk’ regarding the firm’s long-term 

prospects.  Baginski, Hassell and Kimbrough (2002b) report that over 70% of their sample 

of management earnings forecasts are issued with management statements attributing the 

forecast earnings performance to internal and/or external factors.  Baginski, Hassell and 

Hillison (2000) find that managers are more likely to provide performance attributions with 

bad news earnings forecasts, and that attributions for these firms are more likely to refer to 

factors external to the firm.  Hutton, Miller and Skinner provide evidence on the information 
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conveyed by these quantitative supplementary disclosures.  They find that bad news 

forecasts are typically accompanied by ‘soft’ qualitative financial disclosures, while good 

news forecasts are more likely to be bundled with verifiable forward-looking information.  

Whereas, bad news forecasts are always informative, good news forecasts are only 

informative when issued in conjunction with verifiable forward-looking information.  

Therefore, the primary role of supplementary quantitative disclosures is to enhance the 

credibility of managers’ good news disclosures. 

 

2.3.6    Dividend Changes 
 

Corporate managers expend considerable effort and financial resources in formulating and 

implementing corporate financial policy.  In 1998, U.S. industrial firms listed on the 

Compustat database paid aggregate dividends of US$174.1 billion (Grullon and Michaely, 

2002).  While the proportion of U.S. firms paying cash dividends has fallen from 66.5% in 

1978 to 20.8% in 1999 (Fama and French, 2001), aggregate dividends paid by U.S firms 

has been rising at an average annual rate of 7.5% between 1980 and 1998 (Grullon and 

Michaely, 2002).  Large corporate payouts in the form of dividends are not peculiar to U.S. 

firms.  In a study of dividend policy around the world, La Porta, Lopez-De-Silanes, Shliefer 

and Vishny (2000) report that the median firm in their sample of 4,000 firms from 33 

countries pays out 30% of its earnings as dividends. 

 

Miller and Modigliani (1958, 1961) demonstrate that dividend and capital structure policy is 

irrelevant, when the parameters of the distribution of future cash flows are known.  

However, in markets characterised by information asymmetry between managers and 

investors, corporate finance policy can communicate information about firm value, without 

directly altering the probability distribution of future cash flows.37  The notion that dividends 

communicate managers’ private information about future earnings dates back at least as 

far as Lintner (1956).  Consistent with this information signalling hypothesis, a number of 

studies find that dividend changes are associated with abnormal stock returns (e.g. Petit, 

1972, 1976; Charest, 1978; Aharony and Swary, 1980; Handjinicolaou and Kalay, 1984; 

Offer and Siegal, 1987) and analysts’ forecast revisions (Ofer and Siegel, 1987; Denis, 

Denis and Sarin, 1994).38 

                                                 
37 Section 2.4.2 and 2.4.3 investigates why managers choose dividends over share repurchases and other 
modes of communicating with the capital market. 
38 This evidence is also broadly consistent with agency cost explanations for dividends (e.g. Rozeff, 1982; 
Easterbrook, 1984; Jensen, 1986; La Porta, Lopez-De-Silanes, Shliefer and Vishny, 2000).  This literature is 
not dealt with in this review, given the focus on how corporate finance policies communicate information 
regarding firm value, rather than directly affecting the parameters of the probability distribution of future returns. 
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Healy and Palepu (1988) study a sample of 131 firms that pay a dividend for the first time 

and 172 firms that suddenly fail to pay a dividend for the year.  They report a positive stock 

price response to firms initiating dividends, while firms omitting dividends experience 

negative abnormal returns.  Abnormal stock returns continue for at least a year after the 

change in dividend policy is announced, while stock price responses to subsequent 

earnings announcements decrease.  Healy and Palepu relate the information content of 

dividends to earnings changes.  They document raw and industry-adjusted earnings 

increases for dividend initiating firms prior to and following the change in dividend policy.  

However, while firms that omit dividends experience concurrent earnings declines, these 

firms also exhibit positive earnings performance in following years.  Therefore, Healy and 

Palepu provide evidence that extreme dividend changes are used by managers to signal 

future earnings information to the capital market.   

 

Kane, Lee and Marcus (1984) document an interaction effect between the information 

contained in contemporaneous dividends and earnings, where inter alia investors react 

more positively to dividend increases accompanied by earnings increases.  Therefore, 

investors respond to managers’ dividend decisions after considering the consistency 

between earnings and dividend signals.  Easton (1991) provides further evidence of an 

interaction between dividend and earnings signals in a study of Australian firms, which 

simultaneously report earnings and dividends.39 

 

On the other hand, Watts (1973) and Gonedes (1978) find that dividend changes convey 

little information about future earnings.  Penman (1983) shows that after controlling for the 

information content of management earnings forecasts, the information content of 

dividends changes is low.  Other studies report abnormal stock returns of less than 1% 

around announcements of dividend increases (Charest, 1978; Aharony and Awary, 1980; 

Lang and Litzenberger, 1989).     

 

DeAngelo, DeAngelo and Skinner (1996) present evidence against the dividend signalling 

hypothesis in a more powerful experimental setting, which is designed to maximise the 

information content of dividends.  They study a sample of 145 New York Stock Exchange 

[NYSE] listed firms whose annual earnings decline after nine or more consecutive years of 

earnings growth.  DeAngelo et al. (1996) claim that at this time “outsiders should be 

especially interested in managers’ views of whether sample firms’ current earnings 

                                                 
39 Australian evidence on dividend signalling is reviewed in section 2.6.3. 
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problems are likely to be transitory or persistent” [p. 342].  Accordingly, they report that 

68% of sample firms increase dividends in the earnings decline year, and many do so 

substantially.  However, firms that increase dividends in this year do not experience 

earnings increases in the subsequent three year period.  When earnings changes are 

growth-adjusted, firms that increased dividends exhibit declining earnings performance.  

While firms may still increase dividends to distinguish themselves from even poorer 

performers, cross-sectional evidence indicates that firms increasing dividends do not 

perform better in the following years than firms that maintain or cut dividends.  In addition, 

the dollar value of dividend increases averages 3.5% of earnings, meaning that dividend 

increases involve too small a cash commitment to be credible signals of future 

performance.  Therefore, DeAngelo et al. (1996) conclude that “dividends are not 

pervasively useful signals of future earnings performance” [p.345].  Instead, they interpret 

their findings as evidence that dividend increases accompanying an earnings decline are 

driven by overly optimistic managerial expectations, consistent with Jensen’s (1993) 

hypothesis that corporate culture and managers’ behavioural biases makes them overly 

optimistic about future growth.  This interpretation is supported by a content analysis of 

letters to stockholders, which reveals that despite their subsequent earning performance 

only 4.9% of dividend increasing firms are not optimistic about future earnings growth, 

whereas 61.4% communicate varying degrees of optimism. 

 

Lipson, Maquieira and Megginson (1998) study 1,628 newly listed U.S. firms.  In contrast 

to DeAngelo et al., they find that newly listed firms that initiate dividends experience better 

subsequent earnings performance than non-initiating firms.  In addition, non-initiating firms 

would have had to pay out around 8.5% of earnings as dividends in order to match the 

dividend yield, dividend-to-sales ratio or dividend-to-assets ratio of initiating firms.  They 

claim that this cash commitment is large enough to be a credible signal of future financial 

performance.  However, Lipson et al. show that initiating firms do not experience better 

earnings performance than size-matched or average firms in their industry.  This implies 

that the superior performance of initiating firms relative to non-initiating firms may be due to 

differences in (omitted) firm characteristics (see Fama and French, 2001).  Consistent with 

a self-selection bias, they report that newly listed firms that initiate dividends are older, 

larger and more profitable than newly listed firms that do not initiate dividends. 

 

Benartzi, Michaely and Thaler (1997) mitigate the potential for selection bias by matching 

firms that change dividends to firms that maintain dividends based on market 

capitalisation, industry and past earnings performance.  They investigate whether dividend 
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changes signal information about past rather than future earnings.  Benartzi et al. find that 

firms increasing dividends experience earnings increases in the year of and year prior to 

the change in dividend policy.  However, these firms do not subsequently experience 

earnings increases, nor does the size of the dividend increase predict future earnings.  

Instead, dividend increasing firms are less likely to experience a subsequent earnings 

decline than comparable firms that do not increase dividends.  This suggests that dividend 

changes communicate information about past rather than future earnings.  Studying the 

population of 137 listed firms in New Zealand, Vos and Tong (2001) find that dividend 

changes are not related to past or future earnings, but only to current earnings.  In addition, 

Grullon, Michaely, Benartzi and Thaler (2003) demonstrate that dividends changes convey 

no information about future earnings, after controlling for non-linear patterns in the 

behaviour of earnings.  Employing various earnings forecasting models, they show that at 

best dividend changes do not improve prediction, and at worst investors are better off not 

using dividends in their forecasting models. 

 

The fact that firms increasing dividends do not experience systematically better future 

earnings performance is inconsistent with Lintner’s (1956) observations and dividend 

signalling theory.  On the other hand, Healy and Palepu (1988), Jensen and Johnson 

(1995), DeAngelo et al. (1996) and Benartzi et al. (1997) find that firms’ earnings decline 

prior to a dividend reduction.  This is entirely consistent with dividend signalling theory, 

under which managers only cut dividends in response to poor earnings performance, 

which they expect to persist.  However, these studies again discover an anomaly.  Firms 

cutting dividends experience earnings increases up to three years after the dividend cut is 

made.  Yet another anomaly is uncovered in that despite subsequent increases in 

earnings, there is a negative stock price response to announcements of dividend cuts.  

Ghosh and Woolridge (1988) and Denis, Denis and Sarin (1994) document an average 

stock price fall of around 6% in the three days surrounding the announcement of a dividend 

cut.  In addition, Jensen and Johnson (1995) find that stock price continues to fall into the 

year following the dividend cut.   

 

Jensen and Johnson (1995) set out to resolve the anomalies associated with dividend 

reductions.  They first document that a dividend reduction signals the beginning of 

voluntary restructuring by firms and subsequently an improvement in profitability, cash, 

current assets, dividends, cost of goods sold and debt.  This explains increasing earnings 

following a dividend reduction.  Secondly, they show that significant problems are still 

encountered by firms following a dividend reduction, as evidenced by low levels of capital 
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expenditure, R&D expenditure and external financing, and high levels of current liabilities 

and selling, general and administrative expenses.  In addition, a large proportion of firms 

cutting dividends make further dividend reductions in the following two years.  This 

explains the negative stock price reaction to announcements of dividend cuts.  Overall, the 

evidence suggests that firms cut dividends to signal that they have reached a low point in 

their earnings performance and that they are about to engage in voluntary restructuring.  

Despite also signalling continuing problems and poorer long-term performance, a dividend 

reduction may produce a more favourable long-run stock valuation than otherwise. 

 

Healy and Palepu’s (1988) finding that dividend initiations are informative to investors still 

runs counter to evidence that dividend increases convey no information about future 

earnings to the capital market.  To address this discrepancy, Benartzi et al. (1997) 

replicate their study on dividend initiating and omitting firms only.  The results conform to 

Healy and Palepu’s findings that both dividend initiating and omitting firms experience 

earnings increases in the two years following the change in dividend policy.  Benartzi et al. 

(1997) attribute the variance in results to the special nature of extreme changes in dividend 

policy, such as initiating or omitting dividends.   

 

Rather than communicating through changes in regular dividends, managers can pay out 

special dividends.  DeAngelo, DeAngelo and Skinner (2000) study secular trends in the 

use of special dividends by NYSE firms between 1926 and 1995.  They find that special 

dividends were once issued as frequently as regular dividends.  However, there has been 

a dramatic decline in special dividends over the last forty years, though the incidence of 

very large special dividends has been increasing recently.  DeAngelo et al. (1992) interpret 

this evidence as indicating that small special dividends were phased out because they 

were close substitutes for regular dividends, whereas the sheer size of large special 

dividends means these are visible and credible signals of profitability.  Brickley (1983) 

provides evidence of a positive stock price response to announcement of a special 

dividend and increasing earnings in the following years.  However, firms that increase 

regular dividends experience a more favourable stock price response, and subsequent 

earnings and dividend performance.  This is consistent with special dividends signalling a 

once-off increase in earnings.  Accordingly, Crutchley, Hudson, Jensen and Marshall 

(2003) find that firms paying special dividends have positive abnormal stock returns 

leading up to and positive unexpected earnings in the year of the special dividend.  

Unexpected earnings declines significantly in the subsequent period.  Crutchley et al. 
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(2003) conclude that investors cannot expect the performance that precedes a special 

dividend to persist. 

 

2.3.7      Share Repurchases 
 

Share repurchases, like dividends, are cash payouts that can be used by managers to 

communicate their private information on firm value.  Jagannathan, Stephens and 

Weisbach (2000) claim that “one of the most significant trends in corporate finance during 

the 1990s is the increasing popularity of open market stock repurchase programs” [p. 356].  

Expenditure on share repurchases by U.S. industrial firms increased at an average annual 

rate of 28.3% between 1980 and 1998, compared to 7.5% for dividends (Grullon and 

Michaely, 2002).  Moreover, the absolute expenditure on share repurchases by U.S. 

industrial firms reached US$181.8 billion in 1998, exceeding aggregate dividends for the 

first time in history (Grullon and Michaely, 2002).40  Grullon and Michaely (2002) provide 

evidence that while share repurchases have not replaced dividends, the increase in 

expenditure on repurchases has been financed with cash that would otherwise have been 

paid out as dividends.  Share repurchases are distinct from regular dividends, since they 

are relatively infrequent events for firms.  Stephens and Weisbach (1998) report that only 

10% of their sample firms in the 1980s conduct more than one on-market share 

repurchase.  Share repurchases are also distinct from special dividends, which are paid 

less frequently than regular dividends.  For example, DeAngelo, DeAngelo and Skinner 

(2000) show that an increase in share repurchases cannot explain the secular decline in 

special dividends. 

 

Empirical evidence suggests that share repurchase announcements are informative to 

investors.  Managers have an incentive to initiate a share repurchase when their private 

information yields a valuation of the firm that is above the prevailing market value.  A 

repurchase of shares in the event of undervaluation yields obvious benefits to non-

tendering shareholders, who presumably include the firm’s management.  Therefore, share 

repurchases should communicate managers’ private information regarding firm value.  A 

number of studies document a significant positive stock price reaction to share repurchase 

announcements (e.g. Vermaelen, 1981; Bartov, 1989; Bartov, 1991; Comment and Jarrell, 

1991; Dann, Masulis and Mayers, 1991; Hertzel and Jain, 1992).    Dann, Masulis and 

Mayers (1991) show that announcements of repurchase tender offers are associated with 

                                                 
40 Jagannathan et al. estimate actual share repurchases at between US$249 billion and US$339 billion for the 
1985-96 period. 
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subsequent revisions in analyst forecasts and positive earnings surprises.  These surprises 

are, in turn, related to abnormally high stock returns around repurchase announcements.    

 

Further evidence confirms that managers are more likely to conduct a share repurchase 

when their firms’ stock is undervalued (Vermaelen, 1981; Healy and Palepu, 1995; 

Mohanram, 2001).  Vermaelen (1981) documents abnormal stock returns of 23% 

surrounding share repurchase announcements by US companies, with a permanent 

component of 13% on average.  Consistent with the signalling hypothesis, he finds that the 

stock price reaction to repurchase announcements is positively related to the proportion of 

outstanding shares repurchased and the proportion of shares owned by managers.  

Mitchell, Dharmawan, and Clarke (2001) present survey evidence that Australian 

corporations are primarily motivated by undervaluation concerns when initiating on-market 

share repurchases.  Otchere and Ross (2002) study a sample of Australian firms who 

identify stock undervaluation as the reason for their share repurchases.41  They document 

significant abnormal stock returns of 1.25% on the announcing day and 4.3% for the three 

day period centred on the announcement date.  Otchere and Ross also uncover evidence 

of information transfers.  Firms that do not repurchase experience an abnormal stock 

return of 1.39%, on average, in the three days surrounding the repurchase announcement 

of a rival.  In a study of over 5,000 share repurchases on the Hong Stock Exchange 

between 1991 and 1999, Brockman and Chung (2001) uncover further evidence that share 

repurchase decisions are based on managers’ private information.  Employing a bootstrap 

method to distinguish between managerial timing ability and a naïve accumulation plan, 

they find that bid-ask spreads widen and depths narrow during the period in which a share 

repurchase is conducted.  This is consistent with managers using share repurchases to 

trade on their private information (Kim and Verrecchia, 1994). 

  

Several studies present evidence on the source of information asymmetry between 

managers and the capital market.  Dann, Masulis and Mayers (1991) relate the information 

content of share repurchases to future earnings.  Comment and Jarrell (1991) and 

Jagannathan et al. (2000) find that the stock price reaction to announcement of a share 

repurchase is more positive for firms that have experienced poor stock price performance 

leading up to the announcement.  This suggests that managers repurchase shares in 

response to excessive discounting of their firms’ securities, possibly caused by 

overreaction to prior earnings disappointments (Lakonishok, Shliefer and Vishny, 1994; 

                                                 
41 Australian firms are required to disclose their reason for undertaking a share repurchase.  Evidence on share 
repurchases by Australian firms is reviewed in section 2.6.4. 
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Skinner and Sloan, 2002).  Share repurchases may also convey favourable information 

about the risk of a firm’s securities (Bartov, 1991).  Finally, an important source of 

information asymmetry between managers and investors is the value of a firm’s intangible 

assets (Amir and Lev, 1996; Lev and Zarowin, 1999; Barth, Kasznik and McNichols, 2001).  

Investors have low quality information on intangible assets, due to deficiencies in financial 

reporting (e.g. Lev and Zarowin, 1999).  Barth and Kasznik (1999) investigate whether 

share repurchases communicate managers’ private information about the value of 

intangible assets.  Consistent with this proposition, they find that firms with larger intangible 

assets are more likely to initiate a share repurchase and experience more positive stock 

price reactions to share repurchase announcements. 

 

As with dividend changes, however, several studies raise doubts over whether share 

repurchases signal better earnings performance.  Bartov (1991) documents weak evidence 

of positive earnings surprises in the year an open market repurchase is announced.  Lie 

and McConnell (1998) show that repurchase tender offers do not lead to higher future 

earnings.  In addition, Ikenberry, Lakonishok And Vermaelen (1995) find that while firms 

undertaking share repurchases experience better earnings performance than their peers in 

the years following the repurchase, there is a significant stock price drift in these years, 

consistent with the market failing to fully appreciate the positive news conveyed by share 

repurchases.  Therefore, even if share repurchases have information content, they may not 

fully resolve the undervaluation problem.  A compelling explanation for the weak evidence 

that dividend increases and share repurchases signal higher future earnings is provided by 

Jagannathan et al. (2000) and Guay and Harford (2000), who consider these two modes of 

communication simultaneously.   

 

2.4 The Simultaneous Determination of Investor Communications Choice 

 

The first feature of this thesis is that it employs a more comprehensive set of investor 

communications than previously examined in the literature, to study how firms choose 

between alternative modes of investor communications around adverse earnings shocks.  

In practice, firms select their investor communications strategies from a menu of 

communications modes.  Research on investor communications, however, has almost 

exclusively treated individual modes of communication in isolation.  The level of 

information managers release through a particular mode of communication is measured 

and related to firm characteristics and economic factors.  Apart from practical concerns, it 

is unclear why such a reductionist approach should be taken.  It is suggested here that an 
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approach with greater potential to inform both theory and practice is to study investor 

communications from the perspective of the firm.  According to this approach, the 

communications challenge of the firm is first identified.  Second, the firm’s strategy for 

meeting its communications challenge is studied by observing managers’ choices between 

alternative modes of investor communications.  This is the approach taken in this thesis.   

 

In their review of the role of disclosure in efficient capital markets, Healy and Palepu (1993) 

describe the communications challenge facing Patten Corp. and then survey the various 

modes of investor communications available to management in meeting this 

communications challenge.  They suggest that firms communicate with the capital market 

through both voluntary disclosure and corporate finance policies.  Consistent with this 

proposition, the Australia and New Zealand Banking Corporation advise that “many of the 

‘market perception’ issues upon which dividend policy appears to be based can be 

addressed by a proper communication to investors as to the firm’s growth options and its 

underlying corporate strategy” (ANZ, 2004).  Section 2.3 presented evidence that all seven 

modes of investor communications studied in this thesis are independently informative.  

The fact that managers choose from a menu of investor communications modes, raises 

interest in the factors influencing the choice between alternative modes of investor 

communications, as well as the complementarities between different communication 

modes.  Studying the simultaneous determination of investor communications choice also 

allows the researcher to investigate the influence of simultaneity bias on results in prior 

studies, which examine individual modes of communication in isolation.  Moreover, 

simultaneously modelling managers’ choice between alternative modes of investor 

communications is a promising way to address outstanding issues in the literature.  In 

section 2.4.2, studies by Jagannathan, Stephens and Weisbach (2000) and Guay and 

Harford (2000) are reviewed.  By investigating how managers choose between dividend 

changes and share repurchases, these studies provide a compelling explanation based on 

signalling theory for why firms increase dividends rather than conduct a share repurchase, 

as well as why dividends and share repurchases appear not to signal higher future 

earnings.  

 

2.4.1  Analyst Ratings of Firms’ Overall Disclosure 
 

Several studies avoid a reductionist treatment of corporate disclosure by utilising analyst 

ratings of firms’ overall disclosure practices drawn from FAF reports42 (e.g. Lang and 

                                                 
42 Formally, FAF reports are ‘Reports of the Financial Analysts Federation Corporate Information Committee’. 
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Lundholm, 1993; Lang and Lundholm, 1996; Healy, Hutton and Palepu, 1999).  These 

analyst ratings are comprehensive measures of disclosure, which comprise disclosures in 

annual reports, other more timely publications such as quarterly financial reports, and 

investor relations disclosures.  The disadvantages of this data set include uncertainty 

whether analyst panels take ratings seriously (Healy and Palepu, 2001); the lack of 

transparency regarding analysts’ motives; the lack of transparency regarding the selection 

of firms to be rated; the bias in coverage toward large, mature firms; and the inability to 

isolate individual modes of disclosure within the three rating categories (for instance 

earnings forecasts; MD&A disclosures).  The latter means that different modes of investor 

communications cannot be modelled simultaneously to provide an insight into how 

managers choose between alternative modes of investor communications.   

 

Lang and Lundholm (1993) find that the three FAF categories of disclosure are influenced 

by different factors.  The annual report disclosure score is associated most strongly with 

structural variables, the “other publications” score with external financing, and investor 

relations score with firm performance.  In addition, Botosan and Plumlee (2000) report that 

a firm’s cost of equity capital is decreasing in the annual report score, increasing in the 

other publications score, and unrelated to the investor relations score.  The differences 

between FAF disclosure categories, could suggest that there are significant differences in 

the uses and information content of disclosures within these categories (e.g. earnings 

forecasts versus strategy disclosures released in quarterly financial reports).  This needs to 

be investigated.  

 

Furthermore, investor communications are not confined to voluntary disclosures.  Healy 

and Palepu (1993) argue that “managers can also reinforce the credibility of their financial 

disclosures by choosing financing, payout and hedging policies that complement their 

reporting strategies” [p. 9].  So corporate finance policies, such as dividend changes and 

share repurchases must also be considered when studying firms’ investor communications 

strategies.  

 

2.4.2 Dividends versus Share Repurchases 
 

A small body of research examines the choice between share repurchases and dividends, 

rather than examining firms’ dividend or repurchase decisions in isolation.  These studies 

are able to provide explanations for several anomalous findings in the literature.  Firstly, 

Battacharya (1979), Miller and Rock (1985) and others demonstrate analytically that 

dividend increases convey good news to the capital market.  However, these studies 
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analyse dividend decisions in isolation.  In their studies, dividends simply constitute a cash 

payout, which is analogous to a share repurchase.  Accordingly, Grullon and Michaely 

(2002) present evidence that share repurchases substitute for dividends, and the market 

considers these modes of communication as substitutes.  For example, the stock price 

reaction to announcement of a dividend reduction is less negative for firms that conduct a 

share repurchase.  Given then that share repurchases are taxed more favourably in the 

U.S., the fact that firms pay dividends at all remains an anomaly.  This is the dividend 

puzzle referred to by Black (1976). 

 

Jagannathan, Stephens and Wesibach (2000) and Guay and Harford (2000) provide an 

explanation for why dividends may be preferred to share repurchases, by simultaneously 

modelling managers’ dividend and share repurchase decisions.43  Their explanation also 

reconciles the weak evidence that dividend increases and share repurchases signal higher 

future earnings with dividend and share repurchase signalling theories.  Jagannathan et al. 

and Guay and Harford hypothesise that because firms are reluctant to cut dividends 

(Lintner, 1956), a dividend increase is an ongoing commitment to maintain dividends at or 

above the new level.  This means dividends must be paid out of sustainable earnings.  

However, share repurchases are occasional events that require no ongoing commitment.  

Therefore, share repurchases may be paid out of temporary increases in earnings.  This 

distinction between dividends and share repurchases implies that dividend increases 

signal greater persistence in current earnings than share repurchases.  As such, dividend 

increases lead investors to assign a higher capitalisation rate to current earnings (e.g. 

Ohlson, 1995), resulting in a more positive stock price reaction to dividend increases than 

to share repurchases.   

 

Consistent with their hypothesis, Jagannathan et al. and Guay and Harford report that 

firms with more permanent cash flows are more likely to increase dividends than to initiate 

a share repurchase.  Jagannathan et al. show that firms repurchase shares after poor 

stock price performance and increase dividends after good market performance.  This 

suggests that managers use share repurchases to communicate that a firm’s poor earnings 

performance is not likely to persist and dividend increases to communicate that positive 

earnings performance will continue into the future.  Their evidence is consistent with 

Benartzi et al.’s (1997) finding that instead of signalling higher future earnings, dividend 

                                                 
43 On the other hand, Bartov, Krinsky and Lee (1998) identify special features of dividends and share 
repurchases that may lead managers to prefer paying out cash by repurchasing shares.  They find that firms 
that are more undervalued, have executive stock options that are not dividend protected and have larger 
institutional ownership are more likely to repurchase shares than pay dividends. 
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increases are associated with a lower probability of a future earnings decline.  Finally, 

Guay and Harford show that after controlling for payout size and the market’s prior 

expectation of cash flow permanence, dividend increases produce a more positive stock 

price reaction than share repurchases.  Therefore, dividend and share repurchases are not 

designed to signal higher future earnings, but rather to signal varying degrees of 

persistence in current earnings and cash flows.  

 

2.4.3     The Choice between modes of Voluntary Disclosure  
               and Corporate Finance Signals 
 

Healy and Palepu (1993) suggest that firms use corporate finance signals in combination 

with voluntary disclosures as part of their overall communications strategy.  While a few 

studies in the literature examine the simultaneous determination of firms’ dividend and 

share repurchase decisions, there is very little evidence on how firms choose between 

alternative modes of voluntary disclosure in conjunction with their dividend and share 

repurchase decisions.  Dye (2001) raises the possibility that voluntary disclosures can in 

some cases serve as ‘certificates’ of firm quality, and are preferred to more costly (but also 

more credible) corporate finance policies.  So while an explanation has been provided for a 

preference for dividends over share repurchases, why firms do not communicate their 

private information using less costly voluntary disclosures remains a puzzle.  This puzzle is 

addressed by the ‘pecking order’ theory of investor communications, introduced by Healy 

and Palepu (1995) and studied further by Mohanram (1998).  

 

A ‘Pecking Order’ of Investor Communications 
 

In their study of the investor communications experience of CUC International, Healy and 

Palepu (1995) illustrate the interaction between firms’ discretionary accruals, voluntary 

disclosure and corporate finance policies.  CUC International began making aggressive 

marketing expenditures to attract new members to its services at a time of increasing 

operating cash flows and membership.  Internal forecasts, which were subsequently 

realised, justified the large marketing expenditures.  Based on these internal projections, 

CUC management decided to capitalise marketing expenses in the company’s financial 

statements.  This reporting strategy was, however, met with a negative stock price 

reaction, which was particularly surprising to CUC management because quarterly 

earnings and prior annual earnings had increased.  A chorus of analysts expressed 

concerns over the company’s accounting methods.  CUC management subsequently 



 

 61

experienced great difficulty in convincing the market of the value of its marketing program.  

Management was concerned with the undervaluation of CUC stock, because they were 

planning to make a stock-based acquisition and faced an increased threat of hostile 

takeover.  As such, management took action to resolve the information problem.  Firstly, 

the company wrote off all marketing expenses that had been capitalised and adopted a 

less aggressive accounting policy.  Secondly, the firm paid a large special dividend 

financed by debt.  Thirdly, the firm used its excess cash flows to accelerate debt 

repayments and conduct a share repurchase.  While these measures eventually eliminated 

undervaluation, the market took considerable time to impound the information conveyed by 

these signals into stock price. 

 

The clinical evidence presented by Healy and Palepu (1995) suggest that managers face a 

‘pecking order’ of investor communications.  When financial reports and voluntary 

disclosures are not viewed as credible by the capital market, communication via more 

costly corporate finance signals is initiated.  Mohanram (1998) documents evidence 

supporting the existence of such a ‘pecking order’ of investor communications among 

newly listed firms.  He finds that young firms more quickly initiate communications via 

dividends or share repurchases, when they cannot make presentations to analyst 

societies, due to a lack of analyst following.  Dividends and share repurchases are also 

initiated sooner by firms with analyst following that choose not to make a presentation to 

an analyst society.  In addition, firms alter their corporate finance policies, especially 

through share repurchases, when their investor relations disclosures turn out to be 

ineffective.    

 

How do Young Firms Choose between Alternative Modes of Investor Communications? 
 

Mohanram (2001) provides evidence that the voluntary disclosure and corporate finance 

signalling strategies of newly listed firms are simultaneously determined.  He investigates 

how young firms choose between making a presentation to an analyst society, issuing an 

earnings forecast, initiating dividends and conducting a share repurchase.  He finds that 

firms accessing capital markets make analyst presentations.  Firms with high return 

volatility and firms that face large proprietary costs disclose earnings forecasts.  Firms that 

reach a steady state characterised by low returns volatility and higher profitability 

communicate through dividend initiations.  Finally, firms experiencing undervaluation 

problems conduct share repurchases. 
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This thesis expands on Mohanram’s analysis by utilising a more comprehensive set of 

management disclosures, and presenting new evidence on investor communications 

choice by poorly performing firms. 

 

2.5 The Communications Challenge for Poorly Performing Firms 

 

The second feature of the thesis is that it studies a sample of firms experiencing an 

adverse earnings shock, for which investor communications is critical.  The proportion of 

firms reporting losses is large and growing over time (Hayn, 1995; Collin, Maydew and 

Weiss, 1997; Fama and French, 2001).  Klein and Marquardt (2002) document that 

36.81% of Compustat firms report losses in 1991, compared to 0.81% in 1951.  Studying a 

broad sample of 4,308 Australian firms, Taylor and Taylor (2003) find that 41.5% to 62.4% 

of firms report losses between 1993 and 2000.  Firms reporting losses thus comprise a 

large segment of the population of public corporations, which has rarely been singled out 

for attention by research on investor communications.  In this section, the communications 

challenge faced by firms experiencing a sudden, adverse earnings shock is explored.  This 

special communications challenge makes the market for firms experiencing an adverse 

earnings shock a powerful setting for studying firms’ investor communications activities. 

 

Bad news is reflected in reported earnings more quickly than good news, in the U.S., U.K., 

Australia and a number of other equity markets (e.g. Basu, 1997; Ball, Kothari and Robin, 

2000; Giner and Rees, 2001; Taylor and Taylor, 2003).  The asymmetric timeliness of 

earnings news is attributed to the conservative bias in financial accounting, under which 

losses are anticipated, while gains are only recognised in financial accounts when realised.  

Managers also have incentives to voluntarily disclose impending earnings declines, in 

order to avoid the large negative stock returns that accompany earnings disappointments 

(e.g. Skinner and Sloan, 2002), as well as adverse stockholder litigation in more litigious 

countries.44  Ball, Kothari and Robin (2000) view the timelier reporting of bad news as a 

corporate governance mechanism, which quickly exposes poor earnings performance, 

forcing management to take timely action to stem losses and promote the long-term 

viability of the firm. 

 

Reported losses and earnings declines are highly visible events with severe utility-reducing 

consequences for management.  Poor earnings performance reduces managers’ 

                                                 
44 Brown, Taylor and Walter (1999) also find that firms in the less litigious Australian market were more 
forthcoming with bad news following the introduction of civil and criminal penalties for non-timely disclosure.  
Section 2.6.2 provides a review of the legislation and related research. 
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incentive-based compensation, which is tied directly to earnings and stock price (e.g. 

Sloan, 1993).  The components of executive compensation based on stock price and firm 

size are reduced if the firm has to forfeit valuable growth opportunities due to low liquidity, 

debt covenants and a lower stock valuation that increases the cost of external finance.  

Poorly performing firms also experience difficulty retaining and motivating employees 

(D’Aveni, 1990) and preserving supplier and customer relationships.  These difficulties spill 

over into further poor performance and lower performance-based compensation for 

managers. 

 

Managers of poorly performing firms are threatened with the loss of corporate control.  The 

reallocation of productive assets to higher valued uses by the market for corporate control 

is the primary means by which capitalist economies deal with the problems of weak 

management and inappropriate organisational form (Schumpeter, 1942; Jensen, 1986).  

Baker and Kennedy (2002) find that the 10-year survival rate for firms listed on the New 

York and American Stock Exchanges is only 61%, for the period from 1963 to 1995.  The 

median delisting firm underperforms the market by 48% from 10 years to one year before 

delisting.  Studies reveal that poor financial performance triggers dismissal of senior 

executives by the board of directors (e.g. Coughlan and Schmidt, 1985; Weisbach, 1988); 

disciplinary takeovers (e.g. Palepu, 1986); proxy contests (e.g. DeAngelo, 1988); default 

on debt contracts, forced restructurings and liquidation of the firm by its creditors (Gilson, 

Kose and Lang, 1990). 

 

The heightened adverse selection problem experienced by poorly performing firms is 

compounded by severe agency conflicts.  Johnson, Boone, Breach and Friedman (2000) 

demonstrate that when a firm’s growth prospects are discounted, managers have greater 

incentive to expropriate wealth from the firm.  They provide empirical evidence for their 

theory in an investigation of the role played by poor corporate governance in the Asian 

Financial Crisis in 1997-98. 

 

The initiatives undertaken by corporate stakeholders in response to poor financial 

performance all generate a demand for information on the firm.  Capital market participants 

observing reported losses or earnings declines demand greater levels of information to 

enable them to liquidate their holdings at a lower cost (e.g. Glosten and Milgrom, 1985; 

Kyle, 1985), participate in corporate control contests (Palepu, 1986; DeAngelo, 1988) and 

protect themselves from managerial expropriation, which can be triggered by poor financial 

performance.  Creditors require information on the firms’ long-run viability when deciding 
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whether to provide additional finance or to liquidate the firm.  Suppliers and customers 

reassess their relationship with the firm in line with its financial liquidity and long-term 

growth prospects.  Employees also decide on whether to expend costly effort and invest 

time in acquiring firm-specific knowledge in light of the firm’s long-term growth prospects. 

 

While reported earnings reflects bad news more quickly than good news, corporate 

stakeholders observing reported losses or earnings declines may subsequently find 

themselves in an information vacuum.  Despite the information demands of stakeholders, 

firms reporting earnings declines and losses have inherently poor information 

environments.  Losses have lower information content than profits, as measured by the R2 

in return-earnings regressions (Hayn, 1995; Basu, 1997; Collins, Maydew and Weiss, 

1997).  Hayn (1995) finds that excluding loss-making firms triples both the earnings 

response coefficient and R2 in returns-earnings regressions.  She presents evidence that 

the asymmetric valuation effect is due to losses being less persistent (see Ohlson, 1995).  

Unlike positive profits, losses cannot persist indefinitely, because shareholders can always 

exercise their option to liquidate the firm.  Basu (1997) also uncovers evidence of lower 

earnings response coefficients for earnings declines.  He attributes the lower persistence 

of earnings declines to the conservative recognition of good news vis-à-vis bad news.  

Accordingly, Elliot and Hanna (1996) find that firms often report bad news as special items, 

which are more transitory and less informative to investors.   

 

At the same time, there is less private information production by financial analysts in the 

market for poorly performing firms, due to low media and investor interest, conflicts of 

interest and short-selling restrictions (McNichols and O’Brien, 1997; Francis and Willis, 

2001).  Poorly performing firms are also typically small firms (Hayn, 1995),45 and small 

firms have inherently poor information environments (Atiase, 1985; Lang and Lundholm, 

1993).  Nevertheless, annual reports, as a whole, are more informative for financially 

distressed firms (Kwon and Wild, 1994).  Taken together, these findings suggest that 

investors rely more heavily on voluntary management communications by poorly 

performing firms. 

 

Managers of poorly performing firms have strong incentives to communicate with the 

capital market to avoid undervaluation of their firms’ stock, in order to maximise executive 

compensation and minimise the threat of a corporate control contest.  Managers of firms 

                                                 
45 This is not the case for the sample of 74 firms employed in this study (see section 4.4).  Nevertheless, this 
chapter is a general review, and the argument applies in general.  
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experiencing an adverse earnings shock face two main challenges.  Firstly, they must 

identify the cause(s) of the adverse earnings shock; implement loss-stemming strategies 

and ensure financial liquidity; and implement appropriate strategies to turn their firms’ 

earnings performance around.  Frederickson (1985) reports that corporate executives and 

MBA students find strategic decisions to be more important when firms experience poor 

financial performance.  Secondly, managers must convince the board of directors, 

shareholders, analysts, professional investors, brokers, credit rating agencies, suppliers, 

customers and employees that they have identified the causes of their firms’ earnings 

shock, selected appropriate remedial strategies, and that they have the talent to turn their 

firms’ earnings performance around.  Managers should also impress upon market 

participants that they have superior firm-specific knowledge and have restructured the 

organisation such that the assets of the firm cannot be put to a more productive use, 

elsewhere.  Therefore, investor communications is critical for poorly performing firms, and 

managers of firms experiencing an adverse earnings shock face a severe communications 

challenge. 

 

Furthermore, managers face a major hurdle in meeting their communications challenge 

due to concerns over the credibility of investor communications during poor financial 

performance.  Firstly, managers face strong incentives to maximise stakeholders’ 

expectations of future profitability, in order to avoid the exit of employees, customers and 

suppliers, as well as dismissal by the board of directors, hostile takeover and liquidation of 

the firm.  Secondly, reputation and control penalties for untruthful disclosures are nullified 

in the event of management dismissal, hostile takeover or firm liquidation.  This 

asymmetric loss function creates a severe credibility problem, which managers of poorly 

performing firms must overcome.  Analysing a repeated game in which capital markets 

punish managers identified as issuing untruthful disclosures by ignoring their subsequent 

communications, Stocken (2000) demonstrates that managers almost always disclose 

truthfully when inter alia their disclosures are assessed over a sufficiently long time-period.  

In a one-period game, management disclosures are not credible and no communication is 

made.  Management dismissal, hostile takeover or firm liquidation all imply an abrupt end 

to the communications game between managers and the capital market.  Stocken’s model 

therefore implies that investors might respond by discounting disclosures made by 

managers of poorly performing firms. 

 

A number of empirical studies raise doubts over the credibility of management 

communications during poor financial performance.  Baginski, Hassell and Hillison (2000) 
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find that bad news disclosures are more often supplemented by qualitative statements 

attributing the poor performance to factors beyond managers’ control.  Their evidence 

suggests that disclosures are used to make excuses for poor performance.  Subramaniam, 

Insley and Blackwell (1993) conduct a content analysis of 60 annual reports using a 

computerised analysis package.  They find that the annual reports of more poorly 

performing firms are less readable, and conclude that firms veil negative information in text 

that is difficult to read.  Frost (1997) studies a sample of 81 U.K. firms receiving modified 

audit reports for the first time, including 58 firms that she classifies as being financially 

stressed.  She finds that financially stressed firms make more overoptimistic disclosures.  

The market reacts negatively to good news disclosures by firms that are financially 

stressed, consistent with a severe credibility problem.  Lennox (2000) studies disclosures 

made by Board Chairmen in 90 U.K. firms shortly before their failure.  He finds that 

Chairmen typically blame poor past performance on factors beyond management control, 

are not forthcoming about existing problems and issue overoptimistic forward-looking 

disclosures.  Rogers and Stocken (2003) report that managers of financially distressed 

U.S. firms issue more optimistic forecasts than healthy firms, but only when there is greater 

earnings uncertainty.  One explanation for this comes from Hansen and Noe’s (1999) 

finding that investors place greater weight on management earnings forecasts when there 

is greater uncertainty about earnings.  Also, greater earnings uncertainty makes it more 

difficult for investors and courts to distinguish between forecasts issued in ‘good faith’ that 

turn out to be inaccurate and forecasts that are deliberately biased by managers. 

 

The credibility problem faced by managers of poorly performing firms is compounded by 

the fact that these firms typically have low analyst following and are constrained in terms of 

the corporate finance policies they can undertake.  Financial analysts play a role in 

certifying the quality of management disclosures by checking and interpreting 

announcements.  For example, Jennings (1987) finds that the stock price reaction to good 

news management earnings forecasts is significantly lower for forecasts that are not 

confirmed by subsequent revisions in analysts’ earnings estimates.  In addition, managers 

of poorly performing firms are constrained when initiating costly corporate finance 

signalling policies, in order to enhance the credibility of their voluntary disclosures (Healy 

and Palepu, 1995; Mohanram, 1998).  Dividend and leverage restrictions in debt 

covenants means it is more costly to increase dividends or initiate share repurchases for 

more poorly performing firms.  It is also more costly for firms to signal by cutting dividends, 

because this means a greater transfer of wealth to bondholders during poor financial 

performance (D’Mello, Mukherjee and Tawatnuntachai, 2001).  The flipside is that more 
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costly policies are credible signals, and so dividends are more credible signals for poorly 

performing firms (Miller and Rock, 1985).  Accordingly, Joos and Plesko (2004) show 

dividend increases are more strongly associated with future return on assets for firms 

reporting both losses and negative cash flows.  

 

There is ample evidence that managers respond to poor financial performance by 

modifying corporate strategy and voluntarily restructuring their organisations (Jensen, 

1989; Wruck, 1990; John, Lang and Netter, 1992; Ofek, 1993).46  However, there is 

relatively little evidence on how managers of poorly performing firms respond to their 

communications challenge and the associated credibility problem they face.  Holder-Webb 

(2003) studies 136 distressed U.S. firms between 1990 and 1995.  She scores the level of 

disclosure in the Management Discussion and Analysis [MD&A] section of the annual 

report for her sample firms over five years.  She finds that both firms that enter bankruptcy 

during her sample period and firms that do not file for bankruptcy increase disclosure in the 

year they enter financial distress.  However, in the subsequent year, disclosure by 

bankruptcy firms declines significantly, while recovery firms continue to increase 

disclosure.  After controlling for several factors including the level of financial distress, CEO 

and Chairman turnover and receipt of a negative audit opinion, Holder-Webb finds that the 

change in MD&A disclosure score, over the two year period centred on entry into financial 

distress, is significantly higher for recovery firms than for bankruptcy firms.  Assuming 

recovery firms have more talented managers than bankruptcy firms, she interprets her 

results as indicating that less talented managers mimic more highly talented managers by 

stepping up their disclosure activity as their firms enter distress.  However, they are unable 

to sustain this effort due to a lack of information and (perhaps consequently) an absence of 

effective response strategies.  As such, managers are able to signal their superior ability to 

turn around their firms’ earnings performance through sustained increases in (primarily) 

qualitative disclosure.  

 

This thesis investigates various aspects of the communications challenge faced by firms 

experiencing an adverse earnings shock.  First, descriptive data on the causes and 

consequences of firms’ adverse earnings shocks is presented.  Second, a comprehensive 

set of investor communications is employed to study whether firms restrict the volume of 

information released about an adverse earnings shock, as well as how firms choose 

between alternative modes of investor communications.  This informs on whether investor 

                                                 
46 Bens (2002) reports that firms disclose greater levels of information on corporate restructuring when they 
appoint a new Chief executive prior to restructuring and when they are subject to greater monitoring by 
shareholders.  
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communications around adverse earnings shocks are aimed at mitigating information 

asymmetry and/or signal management talent for turning around the firm’s financial 

performance.  Third, the timeliness, accuracy and credibility of management disclosures 

around adverse earnings shocks is examined to investigate whether, alternatively, 

management communications around adverse earnings shocks are simply hype aimed at 

delaying stock price declines and avoiding corporate control contests.    

 
 
2.6    Investor Communications in Australia  

 

The third feature of the thesis is that it studies a sample of firms listed on the Australian 

Stock Exchange [ASX] for which there is richer disclosure data than previously examined 

in the literature.  This section briefly surveys the Australian institutional setting, as well as 

empirical evidence on investor communications in Australia.  Specifically, Australian 

regulation of financial reporting, disclosure, dividends and share repurchases is discussed.  

Empirical research suggests that although the Australian institutional setting has distinct 

features, some of which contribute to this study, the investor communications experience 

of Australian firms is in a number of ways similar to that of public corporations in the U.S., 

U.K. and other markets.  For example, Coulton and Taylor (2003) claim that Australia has a 

similar business and accounting environment to the U.S. and Canada, while Patell and 

Dallas (2000) report that the transparency of Australian firms is similar to firms in the U.S.  

These commonalities are important, because they enable the researcher to address gaps 

in the relatively sparse Australian literature on investor communications by developing 

hypotheses based primarily on North American and British evidence.  At the same time, 

the evidence presented in this study of Australian firms could be informative to academics, 

regulators and financial market practitioners in other countries. 

 

2.6.1 Financial Reporting 
 

There are important differences between financial reporting in Australia and the United 

States.  Firstly, Australian companies report on a half-yearly rather than a quarterly basis.  

In Australia, a firm’s financial statements for the full fiscal year are first released in a 

Preliminary Final Statement [PFS], which is typically issued three months after the end of 

the fiscal year, and around one month before the release of the annual report.  Therefore, 

the PFS is a timelier means of communicating with the capital market than the annual 

report.  Moreover, Australian accounting standards are principle-based, unlike rules-based 

U.S. accounting standards.  Specific differences exist within these financial accounting 
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frameworks.  For example, Australian companies amortise goodwill over a maximum of 20 

years, as opposed to 40 years in the U.S., and are permitted greater discretion over the 

capitalisation of intangible assets than firms under U.S. GAAP or International Accounting 

Standards (Wyatt and Wong, 2002).  As a result, Australian firms more frequently 

recognise intangible assets of all types on their balance sheets.47   

 

On the other hand, there are important commonalities between the Australian institutional 

setting and the financial reporting environment in other markets.  For example, the 

regulation of Australian accounting standards has moved toward the US regulatory model, 

with the establishment of the Australian Accounting Standards Board [AASB] in 1989 

(Nobes and Parker, 1985).  Australia and the U.S. are also classified as common law 

countries, so the legal and political influences on accounting standard setting are similar in 

the two markets.  Ball, Kothari and Robin (2000) show that firms in common law countries 

have a similar reporting experience.  Earnings reported by firms in common law countries 

reflect news, and in particular bad news, in a timelier fashion than earnings reported by 

firms in code law countries.  Ball, Kothari and Robin attribute less timely earnings to the 

greater politicisation of accounting standard setting in code law countries, which inhibits 

market forces that promote timely communication through earnings.  While differences 

exist between code and common law countries, evidence of asymmetric timeliness in 

earnings or earnings conservatism has been found in Australia (Ball et al., 2000; Taylor 

and Taylor, 2003), the United States (e.g. Basu, 1997), the United Kingdom (Pope and 

Walker, 1999) and in a range of international markets (Giner and Rees, 2001, Ball et al., 

2000).   

 

The experience of Australian and U.S. companies coincides in another key area of 

financial reporting.  Studies show that both Australian and U.S. firms manage earnings to 

beat simple earnings benchmarks.  Burgstahler and Dichev (1997), DeGeorge, Patel and 

Zeckhauser (1999) and Beaty, Ke and Petroni (2002), among others, infer from the 

frequency of small losses and declines in reported earnings that U.S. firms manage 

earnings to avoid reporting losses and earnings declines.  Although they report weaker 

results than in U.S based studies, Holland and Ramsey (2003) find evidence that 

Australian firms manage earnings to beat these benchmarks.  The authors speculate that 

their weaker results may be due to low statistical power, given that the size of their sample 

is around 10% of the size of Burgstahler and Dichev’s (1997) sample.  Holland and 

                                                 
47 Wyatt and Wong (2002) report that intangible assets are capitalised in 69% of firm years for their sample of 
Australian firms, between 1990 and 1997.   
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Ramsey provide additional evidence that earnings management to beat earnings 

benchmarks may signal future financial performance rather than reflecting managerial 

opportunism.  Chan and Holland (2002) find that the stock price response to 

announcements of a small loss or earnings decrease is not significantly different to 

announcements of a small profit or earnings increase.  This result further undermines the 

managerial opportunism explanation for earnings management, and may reflect 

equilibrium signalling behaviour that is anticipated by the market (see Fischer and 

Verrecchia, 2000).  

 

Apart from the financial statements, managers’ narrative disclosures are an important 

component of financial reports (e.g. Bryan, 1997; Clarkson, et al., 1999; Barron, et al., 

1999).  It is mandatory for firms listed in the U.S. and Canada to include a Management 

Discussion and Analysis [MD&A] section in their annual reports.48  In the MD&A section, 

managers are required to discuss and analyse the results of operations, liquidity, capital 

resources and any known trends, commitments or events which are likely to have a 

material effect on future financial performance.  On the other hand, many U.K. firms follow 

a voluntary code of best practice by providing an Operating and Financial Review [OFR] 

section in their annual reports (McBride, 1996).  Like the MD&A section, the OFR explains 

the firm’s financial performance, strategy and financial position.  Australian public 

corporations are subject to both mandatory requirements and voluntary guidelines in 

preparing the narrative sections of their annual reports (See Atmadja and Tarca, 2004, 

Table 1).  Under the Corporations Act, managers must include a review of the entity’s 

operations during the reporting period and the results of those operations in half-yearly 

(section 306) and annual reports (section 299).  ASX Listing Rule 4.10.7 requires that a 

review of operations be included in annual reports, as per section 299 of the Corporations 

Act.  The content and format of the review is left to managers’ discretion.  However, the 

ASX Listing Rule recommends that companies follow the Group of 100 voluntary code of 

best practice, which provides detailed guidance on the content and format of narrative 

reports. 

 

Choon, Smith and Taylor (2000) examine prospective earnings disclosures made in 

narrative sections of the annual report by the 150 largest ASX listed firms.  They find that 

around a quarter of available annual reports contain prospective earnings disclosures, and 

that these disclosures tend to be qualitative or ‘soft’ disclosures.  Choon et al. also raise 

                                                 
48 U.S. Securities and Exchange Commission, 1980, Securities Act Release No. 6231; Ontario Securities 
Commission, November 1989, Policy Statement No. 5.10. 
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concerns over the reliability of prospective earnings disclosures made by Australian 

managers.  In addition, they show that large and high growth firms, firms raising equity, 

and firms facing lower product market competition are more likely to issue a prospective 

earnings disclosure.   These factors have been consistently linked to firms’ voluntary 

disclosure decisions in the U.S. literature (e.g. Lang and Lundholm, 1993).  In a more 

comprehensive study of narrative disclosures in annual reports, Atmadja and Tarca (2004) 

report that the level of overall narrative disclosure by Australian companies is low by 

international standards.  Narrative disclosures in Australian annual reports are primarily 

historical, with a large proportion of quantitative disclosures and disclosures of non-

financial information.  Atmadja and Tarca also find that that large and high growth firms, 

firms with foreign exchange listings, lower ownership concentration and better earnings 

performance undertake greater levels of narrative disclosures.  Again, these cross-

sectional findings concur with the U.S. and international evidence on the factors influencing 

firms’ voluntary disclosure decisions (see also Meek, Gray and Roberts, 1995; Zarzeski, 

1996)   

 

Therefore, the financial reporting experience of Australian firms is similar to firms in the 

U.S., U.K. and other markets, despite differences in the Australian financial reporting 

environment.  As such, this thesis relies primarily on U.S. and U.K. evidence in motivating 

the empirical analyses and developing appropriate hypotheses.  The thesis also adds to 

the Australian literature on the content of annual reports by examining narrative 

disclosures in (more timely) half-yearly reports and preliminary final statements, instead of 

restricting attention to the annual report.  Different types of narrative disclosures are 

modelled simultaneously with earnings forecasts, earnings preannouncements, dividend 

changes and share repurchases, to investigate how Australian firms choose between 

alternative modes of investor communications.  Finally, a sample of poorly performing firms 

is studied for which investor communications is critical. 

 

2.6.2 Voluntary Disclosure  
 

In response to several high-profile corporate collapses in Australia in the second half of the 

1980s, criminal and civil sanctions were introduced to enforce existing requirements that 

corporations immediately disclose price sensitive information to the market (s.1001A 

Corporations Law).  Amendments to ASX listing rules coincided with the introduction of the 

sanctions “presumably to clarify listed entities’ obligations in light of the statutory civil and 

criminal penalties” [Brown, Taylor and Walter, 1999, p. 139].  In its current form, effective 5 

September 1994, ASX Listing Rule 3A(1) mandates: 
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A listed company shall immediately notify the Exchange of any information 

concerning the company of which it is or becomes aware and which a reasonable 

person would expect to have a material effect on the price or value of securities of 

the company.  This requirement does not apply if each of the following conditions is 

met and remains satisfied: 

 

(i)  a reasonable person would not expect the information to be disclosed; and 

(ii) the information is confidential; and 

(iii) one or more of the following conditions apply: 

(a) it would be a breach of law to disclose the information; 

(b)   the information is, or is part of, an incomplete proposal or 

negotiation; 

(c) the information comprises matters of supposition or is  

insufficiently definite to warrant disclosure; 

(d) the information is generated for the internal management 

purpose of the company; or 

(e) the information is a trade secret. 

 

Thus, Australian Corporations Law and ASX-listing rules require continuous disclosure,49 

which is distinct from the traditional focus on periodic reporting in the United States.  A 

similar requirement for continuous disclosure has also been in place for U.K. firms since 

1994.50  A continuous disclosure regime requires the release of more timely ad hoc 

disclosures vis-à-vis a quarterly reporting regime with its focus on mandatory, historical 

disclosures (Brown, Lee, Taylor and Walter, 2004).   

 

The Australian continuous disclosure regime is meant to operate as follows: companies 

notify the Exchange of material information by lodging an announcement with the ASX 

Company Announcements Office, prior to releasing the information to any other party.  The 

ASX summarises price-sensitive announcements and announces these over the national 

public address system Voiceline.  The full text of each announcement lodged with ASX is 

                                                 
49Guidance Note 8.6 to ASX Listing Rule 3.1 states that " Listing rule 3.1 is a particularly important listing rule 
and is regarded as central to the orderly conduct and integrity of the ASX market” (ASX, 2003). 
50 Specifically, paragraph 9.1a of the London Stock Exchange listing rules states that “a company must notify 
the Company Announcements Office without any delay of any major new development in its sphere of activity 
which are not public knowledge which may… lead to substantial movements in the price of its listed securities… 
or significantly affect its ability to meet its commitments” (Helbok and Walker, 2003). 



 

 73

then available on the Signal G database, maintained by the Securities Industry Research 

Centre of Asia-Pacific (SIRCA).   

 

The number of carve-outs from Listing Rule 3A(1), as well as the open interpretation of the 

term ‘price sensitive’ (Gallery, Gallery and Gilchrist, 2002), means that it is often difficult to 

judge whether managers have deliberately omitted information subject to continuous 

disclosure requirements.  In any case, the Australian market is far less litigious than the 

U.S. setting.  Therefore, Australian firms retain a large amount of discretion over how much 

information they disclose to the capital market (Brown, Taylor and Walter, 1999; Gallery, 

Gallery and Gilchrist, 2002).  This justifies the use of the term ‘voluntary disclosure’ in this 

thesis.  For example, Gallery, Gallery and Gilchrist find that only 14% of changes in 

reporting earnings are pre-empted by a management disclosure.   

 

Brown, Taylor and Walter (1999) study the voluntary disclosure practices of Australian 

companies before and after the introduction of statutory sanctions for non-timely 

disclosure.  They employ two voluntary disclosure measures, the number of disclosures 

flagged as ‘price-sensitive’ by the ASX and the number of disclosures coded as ‘non-

routine’.  Brown et al. find that over the combined pre- and post-sanctions period greater 

levels of voluntary disclosure are provided by large firms, firms that have good news to 

release, which issue equity, and have an analyst following.  This evidence is consistent 

with the results of U.S. based studies of voluntary disclosure (e.g. Ruland, Tung and 

George, 1990; Lang and Lundholm, 1993, 1996).  Brown et al. show that these results hold 

for a sub-sample of firms with bad news to disclose.   

 

In their analysis of the impact of the statutory sanctions, Brown et al. find that small and 

poorly performing firms made more disclosures following the introduction of the sanctions.  

Large firms did not increase the number of disclosures they issued.  A more timely 

anticipation of information embedded in financial statements (i.e. HYRs and PFSs) is also 

observed in the post-sanctions period for smaller firms and firms without analyst coverage.  

Overall, however, they find limited evidence that the introduction of criminal and civil 

sanctions for non-timely disclosure had an impact on firms’ disclosure practices.  Inferring 

information asymmetry from the properties of analysts’ forecasts, Brown et al. report that 

analyst forecasts became less rather than more accurate, more rather than less biased, 

and no less dispersed following the introduction of statutory sanctions.  They also find that 

the weight placed on each disclosure in determining stock price volatility does not change 

in the post-sanctions period.  Gallery, Gallery and Gilchrist (2002) arrive at similar results 



 

 74

when examining a longer post-sanctions sample period.  Overall, the Australian studies 

conflict with U.K. evidence presented by Holland (1997a, 1997b) and Holland and Stoner 

(1996).  In a series of case studies, they find that firms listed in the U.K. altered internal 

processes and disclosure activity in response to the introduction of continuous disclosure 

requirements by the London Stock Exchange. 

 

Fleming (2001) examines a refinement in Australia’s continuous disclosure regulation, 

introduced in September 1999, under which firms can voluntarily engage in an ‘open 

briefing’ in order to “explain results and clarify any issue of concern to the market” and to 

“make that one explanation available to the wider market at the one time” (ASX 1999, p.1).  

Therefore, open briefings perform the same function as open conference calls by U.S. 

firms (Bushee, Matsumoto and Miller, 2003; Skinner 2003).  Fleming reports that open 

briefing firms are larger, have greater growth opportunities and higher levels of gearing.  

This is consistent with U.S. based evidence on conference calls (Tasker, 1998; Frankel et 

al., 1999).  Fleming also finds that open briefings are informative, as evidenced by 

significant abnormal trading volume and stock price volatility during open briefings.  

Abnormal returns on the day of an open briefing are increasing in firm size, suggesting that 

larger firms disclose more information to the market in open briefings.   

 

Coulton and Taylor (2003) study a sample of 329 earnings forecasts by ASX-listed firms.  

They find that earnings forecasts made by Australian companies are more likely to convey 

bad rather than good news.  Since Australian firms operate in a low litigation environment, 

this finding suggests that managers’ incentives to avoid stockholder litigation in the U.S. 

are not the only factor driving management disclosures of bad news (see Skinner, 1994, 

1997).  Consistent with U.S. evidence, Coulton and Taylor find that earnings forecasts are 

rarely issued in isolation (Waymire, 1984; Hutton, Miller and Skinner, 2003).  

Supplementary information is disclosed with 80% of earnings forecasts in their sample, 

with additional verifiable information disclosed in 20% of cases.  Coulton and Taylor report 

that firms issuing bad news forecasts are more likely to bundle these forecasts with 

discussion of factors external to the firm, and that firms issuing good news forecasts are 

more likely to provide additional verifiable information.  This concords perfectly with U.S. 

evidence presented by Baginski, Hassell and Hillison (2001) and Hutton et al. (2003).   

 

In general, the voluntary disclosure experience of Australian firms is strikingly similar to 

U.S. firms, despite significant institutional differences between these markets.  This is 
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consistent with Frost’s (1996) evidence that U.S., U.K., German, French and Japanese 

firms share a similar disclosure experience. 

 

2.6.3 Dividends 

 

The major feature of dividend regulation in Australia is the imputation tax system for 

dividends, which was introduced in July 1987.  In a classical tax system, dividends are 

effectively double taxed.  Corporations pay tax on profits and disburse part of after tax 

profits as dividends.  Shareholders then pay personal tax on dividend income.  Under the 

dividend imputation system corporations receive franking credits for corporate tax paid.  

These franking credits are attached to cash dividends, and can be utilised by shareholders 

to offset their personal income tax.  As such, dividends in an imputation tax system are 

effectively taxed only at the personal income level, provided that corporations fully frank 

dividends and shareholders can fully utilise franking credits.  While at first the Australian 

imputation tax system applied only to resident individual investors, superannuation funds 

and other institutional investors became able to claim imputation tax credits in July 1988.  

Though many countries operate classical dividend tax systems, it has recently been 

proposed by President George W. Bush that an imputation tax system be introduced in the 

United States.51  

 

Another feature of the Australian institutional setting is that unlike in the U.S. dividends and 

earnings announcements are almost always made concurrently.52  Brown, Finn and 

Hancock (1977) document that when dividend and earnings signal concur, the 

simultaneous announcement of dividends and earnings produces a significant stock price 

reaction.  This stock price reaction is considerably reduced when dividend and earnings 

signal differ.  Easton and Sinclair (1989) isolate the information content of dividends.  They 

find that while earnings announcements are more informative, dividends convey 

incremental information to the market.  Easton (1991) confirms U.S. evidence presented by 

Kane, Lee and Marcus (1984) of an interaction effect between earnings and dividends.  In 

addition, Wu (1999) shows that dividend changes convey a stronger signal following the 

introduction of the imputation tax system. 

 

 

 

                                                 
51 The U.K., Canada and a number of European countries have operated partial imputations systems for many 
years. 
52 Earnings and dividends are also announced simultaneously in the U.K. 
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2.6.4 Share Repurchases 

 

Prior to 1989, Australian companies were prohibited from repurchasing their own shares.  

Australian companies still faced numerous, rigid regulations following the amendment to 

Australian Corporations Law permitting share repurchases in 1989.  These included 

stringent disclosure and shareholder approval requirements, strict limits on the proportion 

of shares repurchased, and required changes to a company’s constitution prior to initiation 

of a repurchase program (Lamba and Ramsey, 2000).  Harris and Ramsey (1995) 

investigate the information content of share repurchases by Australian companies, in this 

light.  They document positive, but statistically insignificant abnormal returns to share 

repurchase announcements.  While prior U.S. based studies report that share repurchases 

are highly informative to investors, Harris and Ramsey’s results are consistent with 

overregulation dampening the signalling properties of share repurchases by Australian 

firms. 

 

In December 1995, the legislation governing share repurchases was simplified and 

relaxed.  Companies no longer require repurchase authorisation in their constitutions or an 

auditor’s report.  Personal liability of directors is restricted to cases in which the firm is 

insolvent when initiating a share repurchase.  In addition, firms can acquire more than 10% 

of their shares in a twelve month period provided they get majority backing from 

shareholders (Lamba and Ramsey, 2000).  The impact of the legislative reform is studied 

by Lamba and Ramsey (2000).  They report that 30 companies listed on the ASX 

announced a share repurchase between 1989 and 1995.  In the short two-year period 

following the change in regulation, 100 companies announced a share repurchase 

program.  Lamba and Ramsey (2000) also show that share repurchases announced after 

1995 generate a significantly larger stock price reaction, and that this effect is driven solely 

by on-market repurchases.53  Taken together, this evidence suggests that legislative 

reforms succeeded in promoting the use of on-market share repurchases by Australian 

firms to signal managers’ private information on firm value.   

 

An advantage of the Australian data set on share repurchases is that Australian firms are 

required to disclose the reason for undertaking a repurchase program to the ASX.  Mitchell 

and Robinson (1999) study the motivations reported by Australian firms conducting share 

repurchases.  They find that the primary motivation for on-market share repurchases is to 

                                                 
53 On-market share repurchases are executed by purchasing shares in the ordinary course of trading on the 
stock exchange, usually over a protracted period.    
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signal future expectations.  This finding concurs with U.S. survey and capital markets 

evidence, and is confirmed by an Australian survey conducted by Mitchell, Dharmawan, 

and Clarke (2001).  Mitchell and Robinson (1999) show, however, that other types of share 

repurchases (i.e. selective, employee and equal-access repurchases) are not undertaken 

based on information signalling motives.  Therefore, attention is restricted in this thesis to 

on-market share repurchases. 

 

2.7 Synthesis of Evidence 

 

Managers are better informed than investors due to their expertise and role within the 

organisation.  Information asymmetry between managers and investors creates an adverse 

selection problem for investors.  Investors respond to the adverse selection problem they 

face by revising downward their expectations of future profitability and demanding higher 

rates of return on their investment, which leads to the failure of the capital market.   

 

Managers have incentives to resolve information asymmetry to avoid undervaluation of 

their firms’ stock, to signal their talent for anticipating economic conditions and to lower the 

firms’ cost of capital.  Theoretical studies demonstrate that managers can resolve 

information asymmetry by directly disclosing their private information to the capital market 

or by undertaking costly corporate finance policies to signal future financial performance.   

 

Empirical evidence indicates that all seven modes of investor communications examined in 

this thesis are independently informative.  Rather than examining each mode of 

communication in isolation, this thesis investigates how managers choose between 

alternative modes of investor communications in meeting their firms’ communications 

challenge, as well as the consequences of managers’ overall communications strategies.  

The thesis also studies a sample of poorly performing firms that face a severe 

communications challenge, and for which investor communications is critical.  Finally, the 

literature on investor communications in Australia suggests that evidence presented in this 

study of Australian firms is potentially informative to corporate managers, regulators, 

financial market practitioners and academic researchers based in other markets. 
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Chapter 3 

Management Talent Signalling and  
A Multi-Period Model of Voluntary Disclosure  
 

 

3.1    Introduction 

 

In the face of an adverse earnings shock, managers must convince capital markets that 

they are in a position to turn around their firms’ financial performance.  Managers who fail 

to convey this message face lower compensation, dismissal by shareholders or the board, 

hostile takeovers and perhaps forced liquidation of the firm.  Therefore, one reason why 

corporate managers may issue timely and reliable disclosures about an adverse earnings 

shock is to signal their talent for anticipating and responding to the causes and 

consequences of their firms’ poor earnings.  Managers can thereby signal a turnaround in 

future financial performance.   

 

The theoretical foundation of the signalling literature was laid by Spence (1973).  Spence 

developed a job market signalling model in which the level of education acquired by a 

worker signals their productivity to the labour market.  Similarly, corporate managers can 

undertake costly corporate finance policies in order to communicate with the capital 

market.  Signalling models in the finance literature demonstrate that managers can 

communicate their private information regarding firm value by altering dividend policy (e.g. 

Bhattacharya, 1979; Miller and Rock, 1985) and capital structure (e.g. Ross, 1977; Myers 

and Majluf, 1984).  The idea that managers issue earnings forecasts to signal their talent 

for anticipating economic conditions was first systematically explored in the literature by 

Trueman (1986).  Trueman predicted that firms issuing an earnings forecast experience a 

positive stock price reaction to the act of disclosure, itself.  Another implication of 

management talent signalling disclosures is that disclosing firms experience better future 

financial performance.  This implication is tested in Chapter 7 as part of an analysis of the 

factors motivating managers to communicate with the capital market around adverse 

earnings shocks.  The limited empirical evidence on the role of voluntary disclosure in 

signalling management talent is reviewed in section 3.7, at the end of this chapter. 
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The model developed in this chapter retains the basic features of Trueman’s (1986) model.   

Managers differ in their talent for anticipating economic conditions, and the market infers a 

manager’s talent from her disclosure action.  However, there are fundamental departures 

in the structure of the model, which reflect recent evidence on corporate disclosure.  These 

features yield a partial-disclosure equilibrium, which better describes corporate disclosure 

behaviour than the full-disclosure equilibrium derived in Trueman’s model.  Firstly, the 

firm’s earnings consist of two components:  one contributed by the manager’s productive 

decisions and the other by the state of nature.  The manager is compensated based on her 

contribution to earnings, rather than aggregate earnings, per se.  Healy and Palepu (1993) 

recognise that “investors are unable to distinguish between unexpected changes in 

reported earnings due to management performance and transitory shocks that are beyond 

the manager’s control…” [p. 6].  In this model, an informed manager not only updates her 

decision set, but can also assist investors in isolating her contribution to earnings, by 

disclosing her private information regarding the state of nature in conjunction with an 

earnings forecast.54   In contrast to the isolated earnings forecast issued in Trueman’s 

(1986) model, this disclosure bundle conforms with recent empirical evidence, which 

suggests that “[m]anagement earnings forecasts typically comprise a single component of 

a bundle of information provided as part of a larger information event…” (Hutton, Miller and 

Skinner, 2003).55  

 

A preliminary single-period analysis outlines some basic results of the model.  The 

manager discloses bad states of nature, because given reported earnings, such states 

reflect favourably on her contribution to earnings.  Thus, the model is able to explain the 

disclosure of adverse earnings information, even absent litigation (e.g. Skinner, 1997) and 

stock option grant concerns (Aboody and Kasznik, 1999).  Also, because private 

information allows the manager to make better productive decisions and contribute more to 

earnings, she has an additional incentive to disclose in order to signal that she was 

informed during the period.   

 

A multi-period model is then developed to investigate the way in which managers can 

signal their talent through voluntary disclosure.  In this model, the market is uncertain of 

the manager’s talent, which is characterised by the probability that the manager is 

informed of the state of nature.  Voluntary disclosure signals superior management talent, 

                                                 
54 Healy and Palepu (1993) claim that “[t]op management are hired because they have expertise … [acquired] 
through formal education, work experience in the industry, and investment in firm-specific information.  It is 
therefore no surprise that managers are typically better than outside investors in interpreting their firm’s current 
condition and forecasting future performance.” [p. 2].     
55 See also Baginski, Hassell and Hillison (2000). 
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by causing the market to revise upward its estimate that the manager will be informed in 

future periods.  Disclosure in one period thereby increases the frequency of disclosure in 

future periods.  This raises doubts over cross-sectional studies of disclosure practices, 

which treat disclosure as being independent over time.  The ‘commitment’ to more frequent 

future disclosure is also costly to the manager.  Thus, there are two countervailing 

influences on the manager’s disclosure decision.  A manager may disclose to signal that 

she is informed of the state of nature, which raises the market’s estimate of her 

contribution to earnings.  Alternatively, signalling that she is more likely to be informed in 

the future makes it more difficult for the manager to conceal information in subsequent 

periods.  A less talented manager bears a greater cost from disclosure.  As such, a type-

varying signalling cost arises endogenously in this model and not by assumption as in 

other models (e.g. Spence, 1973).  The resulting partial disclosure equilibrium is one in 

which a more talented manager only strategically discloses states that a less talented 

manager would disclose.  This pooling strategy enables the more talented manager to 

avoid a “ratchet effect” (see for e.g. Freixas, Guesnerie and Tirole, 1985; Meyer and 

Vickers, 1997) and utilise her superior talent for anticipating economic conditions to extract 

greater compensation from shareholders in subsequent periods. 

 

The remainder of this chapter is organised as follows.  The formal derivation of the model 

is described in section 3.2.  Section 3.3 derives the single-period voluntary disclosure 

equilibrium.  Multi-period considerations are explored in section 3.4 and the two-period 

voluntary disclosure equilibrium derived in section 3.5.  Section 3.6 discusses the results 

and makes suggestions for future research.  Section 3.7 concludes with a review of the 

empirical evidence on the use of voluntary disclosures to signal management talent. 

 

3.2     The Model 

 

The single-period disclosure model has two players: a corporate manager, who is rational 

and risk-neutral; and an investor representing a rational, risk-neutral, perfectly competitive 

market.  The manager has private information regarding her type and may receive a 

private signal during the period regarding the state of nature, as in Dye (1985) and Jung 

and Kwon (1988).  In order to set the manager’s compensation the market attempts to infer 

the manager’s private information.  The manager discretionarily discloses to manage the 

market’s perception of her private information, in order to maximise her compensation.   
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3.2.1   Timeline 
 

At the beginning of the period, the manager makes a set of (unmodelled) operating 

decisions.  The manager and the market form common prior expectations regarding the 

firm’s economic earnings and its components.  The manager then observes her type k∈{H 

,L}.   

 

At a known point during the period, event j∈{UI, I} occurs in which the manager may 

discover a private signal regarding the state of nature, where I (resp., UI) indicates that the 

manager is informed (resp., uninformed).    

 

An informed manager uses this information to update her decision set to a more efficient 

set.  The manager also selects action i ∈{ND, D}, where D (resp., ND) indicates disclosure 

(resp., non-disclosure) of her private signal to the capital market.  The disclosure is made 

in conjunction with an earnings forecast.  If the manager is uninformed, she cannot issue a 

disclosure and cannot credibly communicate that she is uninformed.  The manager cannot 

make credible statements regarding her type.56  It is also assumed that all disclosures are 

truthful.57   

 

At the end of the period, the manager issues her earnings report to the market, and is 

compensated according to her performance. 

 

3.2.2   Economic Earnings  
 

The firm’s economic earnings for the period gross of managerial compensation, e~ , reflects 

the manager’s performance and the state of nature:   

 

e~ ≡ p~ + θ~ .   

 

p~ ≡ r.v. representing the manager’s performance  

θ~  ≡ r.v. representing the state of nature  
                                                 
56 This is equivalent to the assumption in Dye (1985) that a manager cannot credibly communicate that he is 
uninformed. 
57In a cheap-talk setting in which a mandatory earnings report can be used to check the veracity of 
management voluntary disclosures, and in which investors punish disclosures that are exposed to be false by 
ignoring management communication for a period, Stocken (2000) shows that managers almost always 
disclose truthfully.  Further, McNichols (1989) provides evidence that management earnings forecast are 
unbiased.  For models that explore manager-induced bias in accounting disclosures, see Dye (1988) and 
Fischer and Verrecchia (2000). 
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The state of nature refers to firm-specific shocks, such as supplier problems, as well as the 

unique impact on the firm of (publicly observable) industry-wide or macroeconomic 

contingencies, such as changes in consumer spending, inflation, taxation (e.g. GST), 

regulatory shifts, the development of new technologies and labour market rigidities.   

 

3.2.3   Private Information  
 

If the manager becomes informed during the period, i.e. j=I, she discovers the private 

signal s~ =s, where s~  ≡ θ~  + v~  and v~  represents noise.  

 

When the manager becomes informed, she also receives a signal regarding the firm’s 

earnings for the period, gross of managerial compensation, r~  ≡ p~  + θ~  + n~  = r, where n~  

represents noise in the manager’s earnings signal.  It assumed to be common knowledge 

that p~ , θ~ , n~  and v~  are normally distributed, each independently, with means μj, 0, 0 and 

0, respectively.58   

 

3.2.4   The Value of Information 
 

Private information creates value by allowing the manager to update her decision set to a 

more efficient set.59  Trueman (1986) shows that an informed manager generates greater 

earnings by modelling the firm’s production decision.  In the model presented here, nothing 

is added by explicitly modelling an operating decision, beyond recognition that greater 

earnings are expected when the manager is informed.  As such, the value of information is 

built in to the model by making a behavioural assumption.  It is assumed that there are two 

different distributions from which the manager’s performance, p~ , is drawn.  The 

distributions differ only in one respect, in that the mean of the distribution when the 

manager is informed, μI, is greater than the mean of the distribution when she is 

uninformed, μUI (i.e. strict first-order stochastic dominance).  The vale of information, 

defined as μI-μUI, is the positive effect of private information on the (unmodelled) productive 

decisions made by the manager.   It is assumed that μI and μUI are known by all players.   

                                                 
58 The assumption that “noise” variables have zero means and are distributed independently of all other 
variables is standard in the literature (see for eg. Verrecchia, 1983; Nagar, 1999). 
59 Given the distributions of θ~  and s~ , and the properties of the bi-variate normal distribution: Var.( θ~ | s~ =s) < 

Var.( θ~ ).  This means that a manager has superior information (in the sense of strict second order stochastic 
dominance) when she is privately informed of the state of nature.   
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3.2.5   Management Talent 
 

Given that an informed manager contributes more to earnings in this model, management 

talent is based upon the probability that the manager is informed of the state of nature.  

Intuitively, this is the manager’s talent for anticipating economic conditions.  There are two 

types from which nature draws the manager, indicated by k∈{H ,L}.  The prior probability 

that a more talented type-H (resp., less talented type-L) manager is informed is pH (resp., 

pL), where (pH, pL) is any pair belonging to the set of ordered pairs, such that 0<pL<pH <1.  

The manager’s type and (pH, pL) is fixed for the duration of the game.  The manager knows 

her type.  However, the market is uncertain of the manager’s type.  Again, the manager 

cannot make credible statements regarding her type.  The market believes the manager is 

a type-H manager with prior probability q∈(0,1).  The prior probability that the manager is 

informed, from the market’s perspective, is then pe ≡ q.pH + (1-q).pL, which is an increasing 

function of q.   

 

3.2.6   Voluntary Disclosure 
 

An informed manager not only updates her operating decision set, but also decides 

whether to disclose her private information to the capital market.  It is assumed that if the 

manager selects i=D, she discloses her private information, s~ =s, on the state of nature, in 

conjunction with this earnings forecast, r~ =r.  In reality, the manager need not explicitly 

disclose an earnings forecast.  She may, for instance, disclose a qualitative statement 

regarding the firm’s prospects for the year (e.g. “earnings this year is expected to improve, 

due to…”), which triggers a signal, r~ = r, regarding the firm’s earnings for the period.  

Alternatively, the manager may simply disclose her private information on the state of 

nature, in conjunction with her end of period earnings report.   

 

3.2.7   Management Compensation 
 

The manager’s objective in this model is to maximise her compensation, rather than stock 

price.   The manager’s compensation is based on her performance, i.e. the dollar 

contribution to the firm’s economic earnings, rather than on the aggregate earnings 

number per se.  The manager’s compensation scheme is assumed to take the following 

form:   Γ + ω.E[ p~ | Θ].  That is, the manager receives a fixed payment Γ plus a proportion 
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0<ω<1 of her expected contribution to earnings,60 E[ p~ | Θ], where E[.] is the expectations 

operator and Θ is the market’s information set at the end of the period, comprised of the 

manager’s disclosure action i, the manager’s earnings report r~ = r, and conditional on i=D, 

the manager’s voluntary disclosure s~ =s.61  This is similar to standard compensation 

schemes encountered in the analytical literature (see Lambert, 2001), except that the 

signal of the manager’s performance employed is a ‘cleaner’ performance measure than 

reported earnings, because the manager can disclose a signal regarding the exogenous 

shock to earnings, represented by the state of nature.62  This signal helps isolate the 

portion of economic earnings due to the manager’s performance.  

 

The manager’s objective can thus be written as: 

 

     Max.i  { Γ + ω.E[p~ | Θ]  }                          (3.1) 

 

3.3     The Single-Period Voluntary Disclosure Equilibrium 

 

If the manager discloses, the market can construct a signal x~ , of the manager’s 

performance from r~  and s~ , where: 

 

 x~   = r~ - s~  = p~  + θ~ + n~ - θ~  - v~  = p~  + n~ - v~                                            (3.2) 

 

Henceforth, the exposition is in terms of the manager receiving and disclosing/withholding 

the performance signal x~ = x .  The following proposition demonstrates that the manager 

discretionarily discloses x~ = x , when x  is sufficiently favourable, and withholds 

otherwise:63 

 

                                                 
60 For simplicity, management compensation is not tied to stock price.  This would have little effect on the 
analysis, beyond tying compensation to economic earnings.  The only difference is that, in the multi-period 
analysis, the manager has an additional incentive to disclose in period 1 in order to signal that period 2 
earnings will be higher.  The results of the model are qualitatively unchanged. 
61 While it is true that in practice shareholders do not set managerial compensation, the manager may wish to 
make a public disclosure in order to maintain an efficient market for her human capital.  The following analysis 
may also depict voluntary disclosure to the board of directors.  If the manager or board is subject to 
shareholder monitoring, disclosure to the capital market may be forced when proprietary (i.e. competitive 
disadvantage) costs are not ‘too’ high.   
62 The reasoning for this construction is similar to that underlying Bushman and Smith’s (2001) assertion: “If the 
firm–specific portion of stock returns is the proper measure of managerial actions, why don’t firms simply 
remove market fluctuations directly?” [p. 269]. 
63 No information is lost combining r~  and s~ to form x~  when setting management compensation, because x~  
is used in conjunction with r~ .  See the proof of proposition 1 in the Appendix. 
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Proposition 1.  If the market is uncertain whether the manager is informed, i.e. 

pk∈(0,1), uncertain whether the probability that the manager is informed is 

high or low, i.e. q∈(0,1), and information has intrinsic value, there exists a 

non-trivial equilibrium ex post disclosure policy for all {pH, pL}⊂Ω, 

characterised by a unique finite threshold value T∈ℝ, above (resp., below) 

which an informed manager discloses (resp., withholds) x~ = x . 

 

Proof.  See the Appendix to this chapter. 

 

Firstly, proposition 1 demonstrates that the standard partial-disclosure equilibrium result 

derived by Jung and Kwon (1988) holds when the market is uncertain of the probability that 

the manager is informed.  Secondly, the proposition shows the result provided by Nagar 

(1999) translates to the uncertain information endowment context.  In Nagar’s model, 

uncertainty regarding the market’s reaction to disclosure acts as a cost to a risk-averse 

manager.  Thus, when the manager does not disclose shareholders are uncertain whether 

her performance was poor or whether the manager was deterred by disclosure-related 

uncertainty.  Therefore, a poorly performing manager can increase her compensation by 

refraining from disclosure.  In the analysis presented here, a poorly performing manager, in 

that x  is sufficiently low, refrains from disclosure even in a risk-neutral setting.  This is 

because the market is unable to distinguish between poor performance by the manager 

and the manager being uninformed as explanations for non-disclosure.   

 

The model offers an explanation for the disclosure of adverse earnings news without 

invoking litigation costs (e.g. Skinner, 1997) or managerial opportunism in the lead-up to 

stock option grants (Aboody and Kasznik, 1999).  Proposition 1 states that a manager will 

disclose her private information on the state of nature, θ~ , when the signal of her 

performance triggered by this disclosure, x~ = x , is above a threshold T.  This implies that 

the manager will disclose θ~  when it is below some corresponding threshold.  That is, the 

manager will disclose ‘adverse’ states of nature, because, given reported earnings, these 

reflect positively on her performance.  When such disclosures are bundled with earnings 

forecasts, the manager may then have incentive to issue forecasts of earnings that are 

lower than market expectations.  This is because the manager is not concerned with 

earnings per se but the portion of earnings attributable to her actions.  That is, forecasts of 

adverse economic conditions may be bad news to the firm, but good news to the manager.  
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This is consistent with empirical evidence recently documented by Baginski et al. (2000), 

regarding performance-attributing disclosures made by managers.  

 

Given that private information maps into better managerial performance in this model, an 

informed manager has an additional incentive to disclose her private information in order to 

indicate that she is informed.  This result is stated in the following corollary to proposition 1: 

 

Corollary 1.  The frequency of disclosure, for an informed manager is increasing in the 

value of information.  

 

Proof.  See the Appendix to this chapter. 

 

Corollary 1 implies that greater levels of disclosure should be provided by firms for which 

information is more valuable.  This explanation for disclosure has not been explored in 

cross-sectional studies of disclosure practices.  As such, links between disclosure 

practices and firm characteristics (e.g. size, growth opportunities) may be attributable to 

information being more valuable to some firms.  The corollary also implies that the 

frequency of disclosure for all firms should be higher under conditions which make 

information more valuable, e.g. volatile operating conditions.   

 

A key result in this uncertain information endowment stream of the literature, is that 

disclosure frequency is increasing in the prior probability that the manager is informed, p.  

The analogue to the relationship between disclosure frequency and p, when the market is 

uncertain of the probability that the manager is informed, is stated below:     

 

Corollary 2.  (a) A manager with a higher probability, q, of having a superior ability to 

anticipate economic conditions, is expected to disclose more frequently, (b) the frequency 

with which an informed manager discloses is increasing in q. 

 

Proof.  See the Appendix to this chapter. 

 

Therefore, the frequency with which a manager discloses is increasing in the likelihood that 

she is a more highly skilled type-H manager.  This provides a basis for several results 

associated with voluntary disclosure in a multi-period setting.   
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3.4     Signalling in a Two-Period Model 

 

A two-period disclosure model is analysed.  To build in the value of information into the 

multi-period analysis, the mean of the market’s prior distribution regarding the manager’s 

period 2 performance, which may be conditioned on her performance in period 1,64 is 

higher when the manager is informed in period 2.  For convenience, it is assumed that the 

distributions of θ~ , n~  and v~  have a stationary mean.  This is plausible because θ~  is a 

period-specific economic shock, and n~  and v~  represent information noise.  Finally, a zero 

interest rate is assumed, without loss of generality.  The set up of the two-period model is 

otherwise the same as the one-period model.   

 

3.4.1   Signalling Management Talent via Voluntary Disclosure 
 

Uncertainty regarding management talent begins to play a meaningful role in the model, 

when moving to a multi-period setting.  The first task in this section is to establish that a 

manager can signal her superior anticipatory talent, by disclosing her private information 

regarding the state of nature.  This is equivalent to saying that if the manager discloses in 

period 1, then the posterior probability that the manager is a more highly-skilled type-H 

manager, from the market’s perspective, is higher than if she did not disclose.  

Pr(k=H|i=D)> Pr(k=H|i=ND), where Pr(.) denotes a probability distribution function.    This 

claim, claim 1, is true and illustrated in part D of the Appendix.  Therefore, in a multi-period 

setting in which the capital market is uncertain of the manager’s ability to anticipate 

economic conditions, voluntary disclosure acts as a mechanism whereby a manager can 

signal her superior talent for anticipating economic conditions.   

 

From the appendix, Pr(k=H|i=D) - Pr(k=H|i=ND) is decreasing in T.  The intuition here is 

that as the threshold for disclosure decreases there is less (partial) pooling amongst non-

disclosing managers of informed and uninformed managers.  Therefore, disclosure 

induces greater separation of informed and uninformed managers, and is hence a ‘sharper’ 

signal of a manager’s type, when the disclosure threshold is low.  This means, inter alia, 

that the greater the value of information, the ‘sharper’ is voluntary disclosure as a signal of 

a manager’s ability to anticipate economic conditions.  

 

                                                 
64 That is, an assumption regarding the intertemporal distribution of the manager’s performance, p~ , is not 

required.   
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3.4.2     Signalling as a Commitment to Future Disclosure  
 

Given that, via disclosure, a manager signals that she has a higher probability of being 

informed in future periods, disclosure in the current period should affect the frequency of 

disclosure in future periods.  The effect of current disclosure on optimal disclosure actions 

in future periods is referred to as a disclosure ‘commitment’.  The result is stated in the 

following proposition:  

 

Proposition 2.  (a) By signalling that she is informed in a given period, via disclosure, the 

manager commits to more frequent disclosure in subsequent periods, (b) this commitment 

is costly to the manager, (c) a type-L manager faces a greater cost associated with 

committing to more frequent disclosure. 

 

Proof.  See the Appendix to this chapter. 

 

There are three related results, identified above, which are introduced when analysing 

voluntary disclosure in a multi-period setting.  Firstly, by signalling her ability to anticipate 

economic conditions via voluntary disclosure a manager commits to more frequent 

disclosure in the future.  Thus, the probability of disclosure is conditional on the firm’s 

disclosure history.  In their review of the empirical literature on disclosure, Healy and 

Palepu (2001) frequently refer to managers ‘committing’ to a disclosure policy, without 

explaining the nature of this commitment.  This model provides a rational expectations 

backing for their intuition.  The result also holds interesting empirical implications.  Most 

importantly, it raises concerns over the validity of a number of cross-sectional studies, 

which treat firms’ disclosure practices as independent over time.  A similar result to 

proposition 2(a) is reported by Cosimano, Jorgensen and Ramanan (2002), though they 

focus on communicating the transitory component of earnings, rather than signalling 

management talent. 

 

Secondly, disclosure is a costly means of signalling a superior ability to anticipate 

economic conditions (i.e. a higher q), in the sense of Spence (1973, 1974).  Voluntary 

disclosure in this model is a costly signal because it commits a manager to more frequent 
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future disclosure, limiting her ability to claim lack of information as an excuse for future 

non-disclosure.  

 

Thirdly, the cost of committing to more frequent disclosure varies based on a manager’s 

type, and is as such uncertain from the market’s perspective.  This contrasts with prior 

studies of costly disclosure, which focus on commonly known disclosure costs.  

Specifically, a type-L manager faces a greater cost from committing to more frequent 

disclosure.  Similarly, a feature of Spence’s education signalling model is that the cost of 

education as a signal of higher productivity is higher for low-productivity workers.  In this 

study, however, the type-varying cost arises endogenously, rather than by assumption.  

Informed managers who perform poorly free-ride on uninformed managers.  Thus, 

uninformed managers bear a cost in that, despite receiving no (adverse) private 

information regarding their performance for the period, their non-disclosure means they are 

grouped with poorly performing informed managers.  This cost borne by an uninformed 

manager is greater when the threshold value for disclosure is lower, because in this case 

only ‘very’ poor performers are pooled with uninformed managers as a result of non-

disclosure.  A type-L manager is less likely to be informed, and hence faces a greater 

expected cost from the lower threshold value in period 2, which results if the manager 

discloses in period 1.  

  

3.5     The Two-Period Disclosure Equilibrium 

 

If increasing the frequency of future disclosure affects the manager’s wealth then this   

effect must be taken into account when assessing the frequency of current disclosure.  

There is, however, a special feature of this wealth effect, in that it varies between 

managerial types and is as such unknown.  The nature of the resulting disclosure 

equilibrium is described in the following proposition:  

 

Proposition 3.  In a two-period world; if the market is uncertain whether the manager is 

informed, i.e. pk∈(0,1); uncertain whether the probability that the manager is informed is 

high or low, i.e. q∈(0,1); information has intrinsic value; and given an uncertain cost to the 

manager from voluntary disclosure: (a) there exists a non-trivial equilibrium ex post 

disclosure policy, characterised by a unique finite threshold value T∈ℝ, (b) T, corresponds 

to the threshold value, T^, which would be obtained if all managers bore the (higher) 

disclosure cost faced by a more poorly skilled type-L manager. 
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Proof.  See the Appendix to this chapter. 

 

Proposition 3 introduces several interesting results.  Firstly, the costly commitment to more 

frequent future disclosure, via current disclosure, reduces the frequency of current 

disclosure.  Secondly, because a more poorly skilled type-L manager bears a greater cost 

from committing to more frequent disclosure, the disclosure threshold when all managers 

bear the higher cost faced by a type-L manager, T^, is higher than if all managers bore the 

lower cost faced by a type-H manager.  A type-L manager will under no circumstance have 

incentive to disclose signals below the higher threshold value, T^.  When managerial types 

are unknown, a type-H manager, who discloses signals below T^ will then reveal his type.  

This is costly, in that it increases the probability with which the manager is informed, from 

the market’s perspective, which in turn further reduces the disclosure threshold, and 

engenders a costlier commitment to more frequent disclosure in the future.  As such, type-

H managers benefit from only disclosing signals above the higher threshold value, T^.  That 

is, in discretionarily disclosing their private information, type-H managers select a pooling 

strategy, such that they are not immediately distinguishable from more poorly skilled type-L 

managers.  The voluntary disclosure behaviour of type-H managers constitutes a sort of 

expectations management.  A type-H manager discloses strategically to minimise the 

market’s estimate of her ability to anticipate economic conditions.  This strategic behaviour 

enables the type-H manager to avoid the “ratchet effect” on her performance benchmark, 

and utilise her superior ability to anticipate economic conditions to extract greater 

compensation from shareholders in subsequent periods.65 

 

3.6     Discussion of Results 

 

The model developed so far in this chapter addresses a gap in the literature by 

investigating Trueman’s (1986) management talent signalling hypothesis in a multi-period 

setting.   In this model, a manager strategically withholds unfavourable information to 

maximise the market’s estimate of her contribution to earnings.  The single-period 

disclosure equilibrium is one in which the manager discloses bad states of nature, because 

given report earnings such states reflect favourably on her performance.  There are several 

novel results when extending to a multi-period setting.  Firstly, it is shown that the market 

revises upward its estimate of the manager’s ability to anticipate economic conditions in 

response to the act of disclosure.  Secondly, discretionary disclosure in one period 

                                                 
65 Because shareholder price-protect, the cost is borne by less talented managers. 
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increases the likelihood of disclosure in future periods.  This means that empirical studies 

must take into account a firm’s disclosure history when modelling its current disclosure 

practices.  The commitment to greater future disclosure is costly to all managers, a greater 

cost is borne by lowly–skilled managers.  As such, a type-varying signalling cost arises 

endogenously, and not by assumption.  The resulting multi-period disclosure equilibrium is 

one in which more highly-skilled managers follow a pooling strategy, so that they are not 

immediately distinguishable from more poorly skilled managers.  This strategy allows them 

to avoid a “ratchet effect” and extract greater compensation from shareholders in 

subsequent periods.   

 

Future research could explore an endogenous compensation scheme, endogenous 

acquisition of information by managers as well as interdependence between managers’ 

contribution to earnings and economic conditions.  In addition, the impact of talent signals 

on management pay and control could be analysed in a setting in which managers make 

investment decisions, can expropriate wealth from the firm and face corporate control 

contests.  The limited empirical evidence on the role of voluntary disclosure in signalling 

management talent is surveyed in the final section of this chapter.  

 

3.7    Empirical Evidence on Management Talent Signalling via Voluntary Disclosure 

 

There is a large body of empirical evidence on the signalling properties of dividend 

changes and share repurchases (see sections 2.3.6 and 2.3.7 for a review).  There is little 

empirical evidence, however, on whether managers’ voluntary disclosure choices signal 

future financial performance.  Healy and Palepu (2001) claim that they are unaware of any 

evidence “to support or refute this hypothesis” [p.424].  The link between voluntary 

disclosure and future financial performance identified by Trueman and explored in this 

chapter is management talent for anticipating and responding to innovations in economic 

conditions.  The value of the firm depends on how well managers exercise a series of real 

options (Brealey and Myers, 2003, Ch. 21), and so information on management talent is 

important to investors.  Baker and Haslem (1973) report that individual investors rate the 

quality of management as the second most important information input in stock valuation.  

This demand for signals of management talent indicates that top managers both vary in 

their talent and make a significant contribution to firm value.  Hayes and Schaefer (1999) 

find that firms experience an average abnormal return of -1.51% when their Chief 

Executive Officer (CEO) resigns to take up a similar position at another firm.  Firms in 

which the CEO dies suddenly experience an average abnormal return of +3.82%.  
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Variation in the talent of top managers and the significant contribution of talented 

managers to firm value is further demonstrated by a number of case studies in corporate 

finance (e.g. Sealed Air Corp case, Wruck, 1994; General Dynamics case, Dial and 

Murphy, 1995).   

 

In their study of the credibility of voluntary disclosures, Pownall and Waymire (1989) claim 

that their “primary tests are designed to control for (and, hence, measure) the effects 

hypothesised in Trueman (1986)” [p.229].  They find no evidence that the act of releasing 

an earnings forecast per se produces a positive share price reaction.  Han and Wild (1991) 

report similar (negative) results.  However, Pownall and Waymire and Han and Wild test 

primary hypotheses that are unrelated to the view that a firm’s disclosure policy signals 

future financial performance.  These studies are not designed to be statistically powerful 

tests of this signalling hypothesis.  For instance, Pownall and Waymire examine a sample 

of earnings forecasts issued primarily by New York Stock Exchange [NYSE] firms between 

1969 and 1973 (123 of their 134 sample firms are listed on the NYSE).  Without evidence 

on this point, their negative results may reflect low statistical power owing to a sample bias 

toward firms in mature industries with top management that is well known to the market.  

Such firms are likely to have less private information regarding management talent and as 

such less incentive to signal talent to the capital market through disclosure policy.  In 

addition, management talent for anticipating economic conditions may be less relevant for 

mature firms in industries that have reached a steady state.   

  

In a recent working paper, Holder-Webb (2003) utilises a more powerful experimental 

setting by studying 136 financially distressed U.S. firms between 1990 and 1995.  Corollary 

1 in this chapter (section 3.3) states that when information is more valuable in decision-

making, e.g. when operating conditions are more volatile, managers have greater incentive 

to make talent signalling disclosures.  Therefore, the market for poorly performing firms, 

which experience more volatile operating conditions, is a powerful experimental setting for 

testing whether managers signal their talent by making voluntary disclosures.  Holder-

Webb presents evidence supporting the view that a firm’s disclosure policy signals 

management productivity and future financial performance.  Holder-Webb scores the level 

of disclosure in the Management Discussion and Analysis [MD&A] section of the annual 

report for her sample of firms over five years.  She finds that both firms that enter 

bankruptcy during her sample period and firms that do not file for bankruptcy increase 

disclosure in the year they enter financial distress.  However, in the subsequent year, 

disclosure by bankruptcy firms declines significantly, while recovery firms continue to 
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increase disclosure.  After controlling for several factors including the level of financial 

distress, CEO and Chairman turnover and receipt of a negative audit opinion, Holder-

Webb finds that the change in MD&A disclosure score, over the two year period centred on 

entry into financial distress, is significantly higher for recovery firms than for bankruptcy 

firms.  Assuming recovery firms have more talented managers than bankruptcy firms, she 

interprets her results as indicating that less talented managers mimic more highly talented 

managers by stepping up their disclosure activity as their firms enter distress.  However, 

they are unable to sustain this effort due to a lack of information and (perhaps 

consequently) an absence of effective response strategies.  As such, Holder-Webb 

concludes that managers are able to signal their superior ability to turn around their firms’ 

earnings performance through sustained increases in qualitative disclosure.   

 

A limitation of Holder-Webb’s study is that it relates the level of information disclosed by 

firms during financial distress to future financial performance.  MD&A disclosures made 

during financial distress include forward-looking disclosures.  Therefore, a positive relation 

between disclosure levels during financial distress and future financial performance may 

simply reflect a managerial preference for (directly) releasing good news regarding future 

financial performance, rather than the signalling of management talent.  In Chapter 7, we 

conduct a ‘cleaner’ test of the management talent signalling hypothesis by examining the 

level of information firms disclose about their adverse earnings shock, and relating this to 

their financial performance in the post-shock period.   
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Appendix: Chapter 3 
 
 

Mathematical Proofs  
 

 
A.   Proof of proposition 1  
 
Following the proof technique of Verrecchia (1983), we assume that there exists a unique 

T∈ℝ, above (resp., below) which the manager discloses (resp., withholds) realisations of 
x~ , and then go onto prove the existence and uniqueness of T.   
 
For the proof, we write p~  as p~ j, given that, due to the intrinsic value of information, the 

distribution of p~  varies with j (i.e. the event that the manager is informed).  If the manager 

receives x~ , her posterior expectation of her performance is then:         
E[p~ I | r~ I = r , s~ I = s] = E[p~ I | r~ I = r , x~ = x ].  If the manager selects i = D, the market will 
share this posterior.  If the manager selects i = ND, the market will be unable to distinguish 
between two events:  the manager did not receive the signal x~  (event A), or x~  is below 
the threshold for disclosure T (event B).  However, unlike Jung and Kwon (1988), because 
the manager’s type is also uncertain in this model, the market not only revises the 
probability that the manager is informed given non-disclosure, but also the probability that 
the manager is a more highly skilled type-H manager.  Bayes’ Theorem yields the following 
posterior expectations for the probability that the manager is a more highly skilled type-H 
manager: 
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where Pr denotes a probability density function and F(T) is the cumulative density function 
for x~ , when the manager is informed, evaluated at the threshold value T.  The resulting 
posterior probabilities that the manager is informed are given by: 
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Bayes’ Theorem then yields the following posterior probabilities for events A and B: 
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Event                     Posterior Probabilities 
 
A     (1- pND) /[(1- pND) + pND. F(T)] 
 
B     pND.F(T) /[(1- pND) + pND.F(T)] 
 
If event A is known to have occurred, that is, if the manager is known to be uninformed, the 
posterior expectation of the manager’s performance is E[ p~ UI | r~ UI = r] .  If event B is known 

to have occurred, the market rationally interprets this as evidence that x~  is below the 
disclosure threshold T.  The market’s posterior expectation in this case is               E[p~ I | r~ I 

=r, x~  = x <T].  Given these posterior expectations and the posterior probabilities (above), 
the market sets: 
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Recall that it is common knowledge that p~ , θ~ , n~  and v~  are normally distributed, each 

independently, with means μj, 0, 0 and 0, respectively. 
   
From the program in (3.1), an informed manager will select i =D when the following 
inequality holds: 
 
         E[p~ | i =D]  >  E[p~ | i =ND]                              (A2) 
 
Therefore, the parameters Γ and ω do not play a role in the disclosure equilibrium.  
Substituting for the expectations in (A2), the manager discloses when: 
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The threshold value T, is the value that equates the two sides of the inequality in (5).  
Writing (A3) as an equation and rearranging as in Jung and Kwon (1988) yields: 
 

{ }]~ r,r~|p~E[]~,rr~|p~E[)(F IIIIND TxxTxTp 〈==−==  

               =  { }     ]~ r, r~ |p~E[ - r]  r~ |p~E[).1( IIUIUIND Txp ===−                          (A4)   

 
From (A4) it is possible to state: 
 
First divide both sides of (A4) by (1- pND).  Examining the LHS of (A4):  By differentiation, 
pND is increasing in T.  Thus, pND/(1- pND) is increasing in T.  F(T) is a cumulative probability 
density function, and as such increases monotonically from 0 to 1 as T moves through the 
real line.  Verrecchia (1983), p. 189, shows that  
{E[p~ I| x~ =T] - E[p~ I| x~ = x <T]} is monotonically increasing in T, and goes from zero to ∞ as T 
moves through the real line.  Therefore, the LHS of (A4) is monotonically increasing in T, 
and goes from 0 to ∞ as T moves through the real line.  Examining the RHS of (A4):       
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E[p~ UI | r~ UI = r] does not depend on T.   E[p~ I | r~ I = r, x~ =T] and hence the RHS decreases 

monotonically from ∞ to -∞ as T moves through the real line.  T is finite because, from 
above, the LHS and RHS of (A4) cannot equate when T is -∞ or ∞.  Finally, both the LHS 
and RHS are continuous functions.  Therefore, there is only one point at which they 

intersect: T∈ℝ.  This is the unique discretionary disclosure equilibrium.  Q.E.D.       
 
 
B.  Proof of Corollary 1   

 

Holding μI constant, the intrinsic value of information is decreasing in μUI.  Differentiating 
(A4) with respect to μUI using the implicit function theorem, yields: 

 
 

         = )β1)(1( ND −− p                (A5)   

where β∈(0,1), 

ς1 = E[p~ I | r~ I = r, x~ =T]  - E[p~ I | r~ I = r , x~ = x <T ] 

and '
1ς = d{ E[p~ I | r~ I = r, x~ =T]  - E[p~ I | r~ I = r , x~ = x <T ]}/dT 

Note that (1- pND)(1-β)>0, because β∈(0,1) and pND∈(0,1).  Verrecchia (1983) shows that ς1 

and '
1ς  are both positive for finite values of T, making the expression in parentheses in (A5)  

positive.  For the LHS of (A5) to equal (1- pND)(1-β)>0 then, dT/dμUI must be less than zero 
for all T.  This implies that T is strictly decreasing in the intrinsic value of information.  Here, 
the frequency of disclosure is the probability of disclosure, given the manager is informed, 
1- F(T).  F(T) is a cumulative probability density function, and as such increases 
monotonically from 0 to 1 as T moves through the real line.  It follows that if T is strictly 
decreasing in the intrinsic value of information, the probability of an informed manager 
disclosing, 1 – F(T), is increasing in the intrinsic value of information, as conjectured.    
Q.E.D. 

 

C.   Proof of Corollary 2 

 

Divide both sides of (A4) by (1-pND).  Differentiating the resulting equation with respect to q 
using the implicit function theorem, and rearranging, yields: 
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1ς  are as previously defined. 
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dE[p~
I | r~ I = r, x~ =T]/dT >0.  In addition, all terms in the LHS of (16) are positive except 

dT/dq, which is unknown, given pND is increasing in q (proof available from author), ς1 and 
'
1ς  are non-negative and pND∈(0,1),.  For the two sides to equate then, it follows that 

dT/dp<0, on the domain∈(0,1).   

The ex ante probability of a manager disclosing is pe[1 – F(T)].  Given F(T) is a cumulative 
probability density function and pe is increasing in q, dT/dq<0 implies that pe[1 – F(T)] is 
increasing in q, as conjectured.   Therefore (a) is true. 

An informed manager discloses with probability 1 – F(T), which we have shown to be 
increasing in q.  Therefore (b) is true.     Q.E.D. 

D.   Proof of Claim 1 
 
For disclosure to signal a higher probability that a manager is a more highly skilled type-H 
manager, the following condition must be satisfied Pr(k=H|i=D)> Pr(k=H|i=ND), where Pr(.) 
denotes a probability distribution function.  We show below that this condition is satisfied: 
 
Pr(k=H|i=D)         -         Pr(k=H|i=ND)           >   0 
 

⇒         ep
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The last inequality holds because (a) pH> pe = q.pH + (1-q).pL, and (b) (1-F(T)).pe< 1. 
∴ Pr(k=H|i=D) > Pr(k=H|i=ND). 

E.   Proof of Claim 2      
   
Pr(k=H|j=I)            >         Pr(k=H| j=UI)                        (A7)          
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The last inequality holds because (a) 0<pL< pe = q.pH + (1-q).pL< pH< 1, and 0<q<1. 
∴Pr(k=H|j=I) > Pr(k=H|j=UI). 
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F.     Proof of Proposition 2 
 
For the multi-period analysis, we write time-indicator subscripts on all period-specific 
variables: 
(a) From corollary 2, a manager with a higher probability, q, of having a superior ability to 
anticipate economic conditions, discloses more frequently.  According to claim 1, 
Pr(k=H|j=D) > Pr(k=H|j=ND).  It follows, that disclosure in a given period leads to a higher 
ex ante probability of disclosure in subsequent periods.   
(b) It follows from the proof of proposition 1 that the manager’s period 1 expectation of her 
period 2 compensation is: 
  
ηk(T2) = Γ + ω { pk.[1-F(T2)].E [p~ I,2| x~ 2= x 2 >T2]  + [1- pk(1-F(T2))].E[p~ I,2| x~ 2=T2] }     

           = Γ + ω {E[ p~ I,2| x~ 2=T2] + pk.[1-F(T2)].(E[p~ I,2| x~ 2= x 2>T2] - E[p~ I,2| x~ 2=T2]) } 
        (A8)

             
Verrecchia (1983) shows that (E[p~ I | x~ =T]  - E[p~ I | x~ = x <T ]) increases monotonically from 

0 to ∞ as T2 goes through the real line.  This implies that  
(E[p~ 2| x~ 2= x 2>T2] - E[p~ 2| x~ 2=T2]) decreases monotonically from ∞ to 0 as T2 goes through 
the real line.  Given pk.[1-F(T2)]>0 is decreasing in T2, the second term in {.} in (A8) 
decreases monotonically from ∞ to 0 as T2 goes through the real line.  The first term 
increases monotonically from -∞ to ∞ as T2 goes through the real line.  Given then that 
E[p~ 2| x~ 2= x 2>T2] is strictly increasing in T2, and (E[p~ 2| x~ 2= x 2>T2] - E[p~ 2| x~ 2=T2]) is strictly 
decreasing in T2,  
dE[p~ 2| x~ 2=T2]/dT2 > dE[p~ 2| x~ 2= x 2>T2]/dT2 > d(E[p~ 2| x~ 2= x 2>T2] - E[p~ 2| x~ 2=T2])/dT2.  The 

inequality implies that ηk(T2) increases monotonically from -∞ to ∞ as T2 goes through the 
real line. 
Given that disclosure in period 1 reduces T2 (from prop. 2a), this commitment to more 
frequent disclosure reduces the manager’s expected compensation, from her perspective, 
in period 2.  
 (c) The higher is pk the greater the weight placed on the second term in {.} in (A8).  This 
term is decreasing in T2, whereas the overall function is increasing in T2 (from prop. 2b).  It 
follows that the first derivative of ηk(T2) with respect to T2 is decreasing in pk.  Given pH>pL, 
a type-L manager, faces a greater cost from committing to more frequent disclosure.   
Q.E.D. 
 
 
G.   Proof of Proposition 3  
 
We prove (a) and (b) together. 
For expositional convenience we only write period 2 time-indicator subscripts.   
We denote the term {.} in (A8) as (.)'kη . 

T2* (T2**) is defined as the period 2 threshold value that obtains when the manager is 
known to be informed (uninformed) in period 1.   
Claim 2 (see A7) is Pr(k=H|j=I) > Pr(k=H|j=UI).  It then follows from proposition 2(a) that 
T2*<T2**, and from proposition 2(b) that ∇k = [ *)(' 2Tkη - *)*(' 2Tkη ]<0.  That is, expected 

period 2 compensation, from the manager’s perspective, is lower when she discloses in 
period 1.  ∇k is the resulting disclosure cost, which varies with the manager’s type k.   
For the moment, we assume all managers bear the higher disclosure cost, ∇L, faced by a 
type-L manager. 
   
It is now possible to proceed directly to the proof. 
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Taking into account the effect of the manager’s disclosure decision on her second period 
compensation, the manager discloses when the following condition is satisfied: 
 
E[p~ I | r~ I = r, x~ =T] + *)(' 2Tkη   >   
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Again, it can be shown that Γ and ω do not play a role in the disclosure equilibrium.   
Multiplying (A9) by [(1- pND) + pND.F(T)]/(1- pND), and rearranging yields: 
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                      =      - ]~ r, r~ |p~E[ - r]  r~ |p~E[ LIIUIUI ∇=== Tx                               (A10) 
           
                                     
[pNDF(T)]/(1-pND) is strictly increasing in T, given 0<pND<1, and pND and F(T) are both 
monotonically increasing in T.  From the proof of proposition 1  
{ E[p~ I | r~ I = r, x~ =T]  - E[p~ I | r~ I = r , x~ = x <T ]} is non-negative and increases  monotonically 

from zero to ∞ as T goes through the real line. Thus the LHS increases monotonically from 
zero to ∞ as T goes through the real line. Before examining the RHS of (A10) it is 
necessary to analyse the cost, ∇k, to the manager of signalling that she is informed.  ∇k is a 
function of pk [from (A8)], T2* and T2**.  pk is exogenous, and from Appendix E, T2** and T2* 
are not functionally dependent on T.  Therefore, ∇k can simply be treated as a negative 
constant in equation (A10).  It follows that the RHS of (A10) decreases monotonically from 

-∞ to ∞ as T goes through the real line.  Thus, there exists a unique value T∈ℝ that solves 
equation (A10). 
 
The next step is to investigate the relationship between T and the manager’s type k.  It 
follows from proposition 2(c) that ∇k is increasing in pk. Therefore, pH>pL ⇒∇H>∇L.  That is, 
a type-L manager bears a higher cost from committing to more frequent disclosure via 
current disclosure.  Because ∇k is strictly negative ∀k, the RHS of (A10) is greater ∀T, 
when the manager is a type-L manager rather than a type-H manager.  This implies that 
the functions in the RHS and LHS of (A10) intersect at a lower threshold value, when the 
manager is a type-H manager.  Therefore, the threshold value that results when all 
managers bear the disclosure cost faced by a more highly skilled type-H manager, T∨, is 
lower than the threshold value that results when all managers bear the disclosure cost 
faced by a type-L manager, T^. 
 
The final step is to derive the discretionary disclosure equilibrium when the market is 
uncertain regarding the manager’s type and hence ∇k.  The disclosure threshold must 
satisfy the following conditions for a rational expectations equilibrium: when a manager 
withholds information, the market conjectures that the manager’s information is below 
some threshold level T, and this is consistent with the manager’s incentive to disclose.  By 
definition, a type-L manager will not have incentive to disclose signals below the higher 
threshold value, T^.  Then if any threshold value T, between T^ and T∨, is assigned, it would 
be common knowledge that only a type-H manager would disclose signals between T and 
T^.  Thus, a type-H manager, who discloses signals below T^ will reveal her type, and this 
will be costly to her (from proposition 2).  As such, no type-H will disclose signals between 
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the lower and upper threshold values.  Thus, T^ is the minimum value at which both types 
of managers have incentive to disclose.   It follows that there exists a non-trivial 
discretionary disclosure equilibrium characterised by a unique finite threshold value T= T^.      
Q.E.D. 
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Chapter 4 

Sample and Data  
 

 

4.1     Introduction 

 

This chapter describes the sample, data and investor communications variables utilised 

throughout the thesis.  Section 4.2 defines an adverse earnings shock; section 4.3 

specifies the sampling procedure used to identify 74 firms that experience an adverse 

earnings shock between 1994 and 1999;66 and section 4.4 presents key data on sample 

characteristics.  The Australian disclosure environment and the benefits of the Australian 

disclosure data set are described in section 4.5; section 4.6 details the disclosure data 

coding scheme employed; section 4.7 defines the investor communications variables; and 

section 4.8 lists the data sources utilised in the study.  Concluding remarks are made in 

section 4.9. 

 

4.2     Definition:  An Adverse Earnings Shock 

 

Poorly performing firms have been identified in the literature using various criteria, 

including qualified audit opinions, bankruptcy filings, Altman’s Z-score, interest coverage 

ratios and poor stock performance.  This study examines investor communications choices 

in response to poor financial performance.  As such, a criterion based on stock returns, 

analyst earnings forecast errors and other proxies for market expectations cannot be used 

to identify poorly performing firms, because market expectations are a function of the 

information communicated by a distressed firm regarding its poor financial performance.   

 

Miller (2002) identifies a sample of firms with good news to disclose by requiring that firms 

experience eight consecutive quarters of increasing earnings.  He demonstrates that firms 

increase their level of voluntary disclosure as they experience increasing earnings.  A 

number of other studies associate corporate disclosure activity with earnings performance 

(e.g. Penman, 1980; Lang and Lundholm, 1993; Waymire, 1984; Brown, Taylor and 

                                                 
66 Two years of data are required after the earnings shock period.  Therefore, 1999 is the latest earnings shock 
year for which data is available.  See section 4.2. 
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Walter, 1999).  For example, Subramanian, Insley and Blackwell (1993) find that annual 

reports are more readable for firms that experience an increase in net income versus a 

decrease in net income.  John, Lang and Netter (1992) study voluntary restructurings by 

firms with negative earnings.  They claim that negative earnings “serves as a useful proxy 

for poor performance” [p.893].  In addition, DeAngelo, DeAngelo and Skinner (1996) 

examine the dividend decisions of firms whose annual earnings decline after nine or more 

consecutive years of growth.  They argue that at this time “investors should be especially 

interested in managers’ views of future earnings prospects” [p. 344].  This study adopts a 

similar earnings-based treatment to identify a sample of poorly performing firms.   

 

Burgstahler and Dichev (1997) infer from the frequency of small losses and declines in 

reported earnings that firms manage earnings to beat two benchmarks: zero (break-even) 

earnings, and last year’s earnings.67  Holland and Ramsey (2003) document consistent, 

although weaker, results for Australian firms.68  DeGeorge, Patel and Zeckhauser (1999) 

provide evidence of a hierarchy amongst earnings management objectives, where firms 

prioritise beating break even earnings and last year’s earnings over beating consensus 

analyst forecasts.  This implies that reporting negative earnings or negative earnings 

growth signals especially poor firm performance.  Therefore, these prioritised earnings 

benchmarks are utilised to identify poorly performing firms.   

 

Sample firms experience: 

A year of positive net income, and growth in net income  

 

followed immediately by: 

 

I. two contiguous years of negative net income   

or 

II. two contiguous years of declining net income  

                                                 
67 Beaty, Ke and Petroni (2002) show that publicly held banks, which have greater incentives to manage 
earnings, report fewer small earnings decreases than privately held banks.  They interpret this as evidence that 
the relatively low frequency of small earnings decreases is due to earnings management aimed at influencing 
market valuations rather than reflecting the underlying distribution of earnings changes.  
68 The authors speculate that their weaker results may be due to low statistical power, given that the size of 
their sample is around 10% of the size of Burgstahler and Dichev’s (1997) sample.  Importantly, they provide 
evidence that earnings management to beat these thresholds may be designed to signal future financial 
performance rather than reflecting managerial opportunism.  Chan and Holland (2002) find that the stock price 
response to announcements of a small loss or earnings decrease is not significantly different to 
announcements of a small profit or earnings increase.  This result further undermines the managerial 
opportunism explanation for earnings management, and may reflect equilibrium signalling behaviour that is 
anticipated by the market on average (Fischer and Verrecchia, 2000).  
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Earnings pattern I and II are both referred to as an adverse earnings shock.  The first year 

serves as a benchmark period (year 0).  The two years of negative or declining earnings is 

referred to as the ‘earnings shock period’ (years 1 and 2).  Two contiguous years are 

required to abstract from firms that experience a once-off accounting charge or shock to 

their operations.  The two-year period following the earnings shock is referred to as the 

‘post-shock period’.  The resulting five-year event period is represented in Figure 4.1: 

 

Figure 4.1 

Event period 

  

 

Sample firms must have data available in the year preceding their benchmark year (event 

year -1) in order to calculate earnings growth in the benchmark year.  They must have data 

available for two years following their earnings shock period (event years 3 and 4) in order 

to measure their post-shock financial performance.  Firms need not survive the post-shock 

period.  This means that for each firm a six year period is required for data collection.  At 

the time of data collection, the Signal G database covered the period from 1992 to 2001.  

As such, each sample firm must belong to one of five different non-independent event 

periods, with the earliest (latest) possible benchmark year being the reporting period 

ending in 1993 (1997).   

 

There are clearly limitations to the definition of an earnings shock utilised in this thesis.  

Firstly, it would have been desirable to study firms’ disclosures around a period of poor 

earnings performance, following a number of periods of contiguous earnings growth.  

However, this was not possible due to the short time-series of Signal G data available and 

the relatively small number of firms listed on the Australian Stock Exchange.  Data 

limitations also meant that, in order to generate a large enough sample of firms, we could 

0 1 432Event year 

Benchmark year Earnings shock period Post-shock period 

 Negative or declining 
earnings 

Positive and 
increasing earnings 



 

 104

not further restrict the sample in any way.  This precluded, inter alia, limiting our attention 

to firms with large earnings declines.  However, the magnitude of firms’ earnings shocks is 

controlled for in the empirical tests in Chapters 7 and 8.  In addition, we were unable to 

adjust earnings for market expectations, for reasons already discussed.  Nevertheless, The 

use of last year’s earnings as a benchmark is consistent with evidence that time series of 

corporate earnings typically approximate a random walk, for Australian firms (Finn and 

Whittred, 1982; Taylor and Tress, 1988) and small to medium sized U.S. firms (Walther, 

1997).  Accordingly, Kasznik and Lev (1995) report that “the mean, and particularly the 

median, earnings surprise based on analysts’ forecasts are close to the random walk mean 

and median surprises.  (The correlations between the two surprise measures is 0.7.)”  

Moreover, Kaznik and Lev find no difference in the factors influencing the release of profit 

warnings when an earnings surprise is defined using a seasonal random walk model rather 

than analysts’ earnings estimates.  Moreover, in what follows, we show that sample firms 

experience significantly positive market-adjusted stock returns in their benchmark period 

(Table 4.3) and significantly negative market-adjusted returns in their earnings shock 

period (Table 5.4).  This indicates that the market was surprised by their reported earnings.  

Finally, the sample selection criteria were based on raw earnings following DeGeorge et al. 

(1999) who find that benchmarks based on raw earnings are most important, as well as to 

avoid problems of industry adjustment when firms operate in multiple industries and when 

few frims populate some industries.  We also provide evidence, in the next chapter (Table 

5.2), that sample firms experience significantly poorer industry-adjusted earnings 

performance in their earnings shock years compared to their benchmark year.  This 

suggests that the results of this thesis might not be overly sensitive to the use of raw 

earnings in sample selection.  

 

 

4.3     Sample Selection 

 

The aim of this section is to identify a sample of firms that experience an adverse earnings 

shock, and satisfy several additional considerations.  The first consideration is the ability to 

generalise the findings of the study, particularly beyond the Australian setting.  To avoid 

firms with atypical operating and disclosure environments, trusts and holding companies 

(SIRCA industry sub-groups 19-20) and resource stocks (SIRCA industry sub-groups 01-

05) are excluded from the sample.69,70  For example, Easton, Eddey and Harris (1993) 

                                                 
69 Brown, Taylor and Walter (1999) control for industry membership in their empirical tests of firms’ voluntary 
disclosure practices surrounding the introduction of the continuous disclosure regime in Australia.  Unlike the 
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describe resource stocks as “a distinct class of business entity in the Australian economy” 

[p.8].  Trusts and holding companies and resource stocks are also subject to more 

stringent disclosure requirements (Brown, Taylor and Walter, 1999).   

 

These firms are also excluded on the basis of a second consideration, that managers are 

not unusually constrained in terms of their disclosure activity or the actions they may take 

in response to an adverse earnings shock.  The tests conducted in chapter 7 investigate 

whether managers use investor communications to signal their ability to anticipate and 

respond to an adverse earnings shock.  This presupposes that managers are not overly 

constrained in terms of their disclosure choices or the feasible set of strategies they have 

available to respond to an earnings shock.   An earnings shock for a resource firm is likely 

to represent a commodity price shock or news regarding a failed exploration.  It is unclear 

whether management can play a significant role in turning around a firm’s performance 

following such an earnings shock.  In addition, an earnings shock for a trust or holding 

company is likely to represent poor investment performance, which is usually addressed by 

divestment of the poorly performing entities.  This is not the type of earnings shock and 

response strategy that requires management talent for anticipating/understanding the 

nature of an earnings shock, and for efficiently altering processes, inputs, pricing, etcetera, 

in turning the firm’s earnings performance around.  This second consideration is a 

statistical power consideration.   

 

Finally, sample firms exhibit a particular earnings pattern, with a benchmark year used to 

evaluate disclosure activity in subsequent periods.  As such, firms are screened to ensure 

that they do not undergo a change in financial year end, change of industry or any event 

that would compromise the comparability of disclosure or earnings across reporting 

periods. 

 

To identify firms that experienced an adverse earnings shock, data on earnings were 

obtained from the Company Analysis database for the 1672 unique firms covered by 

Company Analysis that traded on the Australian Stock Exchange (ASX) between 1992 and 

2001.71  There were 68 unique firms that exhibited earnings pattern I and 176 firms that 

                                                                                                                                                     
Brown et al. analysis, the present study requires a detailed hand-collected disclosure data set.  Therefore, a 
censored sample was preferred, to ensure that the disclosure data collected for each firm is as comprehensive 
as possible.   
70 Ohlson (1980) and Rogers and Stocken (2003) measure financial distress after excluding utilities, 
transportation companies and financial services companies.  Miller (2002) deletes regulated utilities from his 
sample.  In the present study, no regulated utilities exhibited the required earnings patterns and survived the 
remaining screens. 
71 The number of companies with equities listed on the ASX ranged from 1,038 in 1992 to 1,334 in 2001.   
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exhibited earnings pattern II between 1992 and 2001.  From this pool, 94 resource 

companies and 27 trusts and holding companies were deleted.  Following these screens, 

15 firms remained that were represented in both samples.   A further 14 firms were deleted 

due to missing or insufficient Signal G announcements data.  Events affecting inter-period 

comparisons, such as industry and financial year end changes meant 18 firms were 

excluded.  A final two firms were deleted after inspection of their financial reports revealed 

that they did not exhibit earning pattern I or II.  

 

A final sample of 74 firms that experience an adverse earnings shock is formed.  Sample 

constituents include prominent Australian corporations such as The News Corporation, 

CSR, Coles Myer, Wesfarmers, John Fairfax Holdings, Goodman Fielder and Amcor, as 

well as companies involved in high-profile corporate collapses such as AWA and Harris 

Scarfe and takeovers such as GIO Australia Holdings.  A complete list of sample 

constituents is found in Appendix A, along with the reasons provided in management 

disclosures for firms’ adverse earnings shocks (these are summarised and discussed in 

section 5.2).  In sum, the sample comprises 19 firms that experience two years of negative 

net income (Sample I) and 55 distinct firms that experience two years of declining net 

income (Sample II).  Ten of the 19 firms in Sample I also exhibit earnings pattern II.  The 

first sub-sample of 19 firms comes from 8 different SIRCA industries and 14 sub-

industries.72,73  The second sub-sample of 55 firms comes from 13 different SIRCA 

industries and 38 sub-industries.  The sample selection process is summarised in Table 

4.1.  

 

The sample size is constrained due to the severity of the sampling procedure.  The 

intention is to generate a powerful experimental setting, while at the same time permitting a 

detailed survey of disclosures made by the sample firms.  The resulting sample size is not 

unusual for studies of this nature.  In comparison, Clarkson, Kao and Richardson (1999) 

examine MD&A disclosures for 55 firms listed on the Toronto Stock Exchange.  Miller 

(2002) conducts a detailed study of 80 U.S firms with good news to disclose, drawn from a 

pool of 25,280 firm-period observations.74  Frost (1997) studies the disclosure policy 

choices of 81 U.K. firms that receive a modified audit report, 58 of which are classified as 

being financially ‘stressed’.  Hutton, Miller and Skinner (2003) utilise a randomly generated 

                                                 
72 SIRCA industry and sub-industry codes correspond roughly to two- and three-digit SIC codes, respectively. 
73 Firms that are not allocated a sub-industry code by SIRCA are classified as being from a different (resp., the 
same) sub-industry as all other firms in their industry that are (resp. are not) allocated a sub-industry code. 
74 Miller defines a period as 20 fiscal quarters. 
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sample of 100 U.S. firms in their examination of supplementary statements disclosed with 

earnings forecasts.   

 

Table 4.1   Sample Selection 

Criteria Number of firms 
  

Company Analysis firms 1992-2001 1672 

ASX firms exhibiting earnings pattern I 68 

ASX firms exhibiting earnings pattern II 176 

  

Reasons for deletion  

Resource firms  (94) 

Trusts and holding companies  (27) 

Remaining firms exhibiting both earnings 

patterns75 

(15) 

Missing or insufficient data (14) 

Events affecting inter-period comparisons  (18) 

Data errors (2) 
  

Final Sample 74 

 

 

4.4     Sample Descriptive Statistics      

 
This section reports key characteristics of sample firms.  The aim is to provide an insight 

into the nature of firms selected using the sampling procedure.  Further descriptive 

statistics on the causes and consequences of firms’ earnings shocks are presented in 

Chapter 5.  Before investigating individual firm characteristics it is useful to examine the 

broader market context in which sample firms experience adverse earnings shocks.  

Figure 4.2, Panel A, depicts returns on the Australian equity market in the 21-year period 

around the sampling period.  Panel B focuses on the sampling period between 1993 and 

1999.  The figure indicates that sample firms experience adverse earnings shocks at a 

time of high overall market volatility.  In particular, there is a severe drop in the value of the 

market index near the start of 1998. 

 

 

 

                                                 
75 Ten of these firms ultimately qualify for inclusion in both samples.  Five of these firms do not qualify for 
inclusion in either sample due to events affecting inter-period comparisons. 
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Figure 4.2 Market Returns around Sampling Period 

 
This figure depicts returns on the Australian All Ordinaries Accumulation Index around the sampling 
period.  Panel A traces the value of the index over the 21–year period ending in 2001.  Panel B 
focuses on the sampling period utilised in this study: 1993-1999.  
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Table 4.2   Sample Composition by Industry and Benchmark Year 

 
Panel A:  Sample I 
 

Firms in Sample I experience a year of positive, increasing earnings followed immediately by two 
contiguous years of negative earnings. 

Benchmark Year
Industry 1993 1994 1995 1996 1997 TOTAL

Engineering 1 3 4
Retail 1 1
Transport 1 1
Insurance 2 2
Entrepreneurial Investors 1 1
Miscellaneous Services 1 1 2
Miscellaneous Industries 1 1 2 4
Tourism & Leisure 1 1 2 4

TOTAL 1 2 6 1 9 19

 
 

Panel B:  Sample II  
 

Firms in Sample II experience a year of positive, increasing earnings followed immediately by two 
contiguous years of declining earnings. 

Benchmark Year
Industry 1993 1994 1995 1996 1997 TOTAL
Developers & Contractors 2 1 2 5
Building Materials 1 3 1 5
Food & Household 2 1 1 4
Chemicals 2 1 1 1 5
Engineering 3 3
Paper & Packaging 2 2
Media 1 1 2 1 1 6
Retail 1 1 4 6
Transport 1 1
Banks & Finance 1 1
Insurance 1 1 2
Miscellaneous Industries 1 3 2 5 11
Diversified Industrials 1 1 1 1 4

TOTAL 3 11 15 7 19 55

 
 

The distribution of the sample in calendar time and by industry is also examined.  Table 4.2 

presents separate statistics for Sample I and Sample II.  The table reveals that Samples I 

and II are fairly evenly dispersed across industries.  Sample I consists of 19 firms 

populating eight different industries; over 30% of the sample belongs to the heterogeneous 

groupings ‘Miscellaneous Industries’ and ‘Miscellaneous Services’; and no industry 

includes more than 25% of the sample.  Sample II consists of 55 firms populating 13 

different industries; 20% of the sample belongs to the heterogeneous grouping 

‘Miscellaneous Industries’; and no more than 20% of the sample belongs to any one 

industry.  On the other hand, there appears to be clustering of the sample in calendar time.  

80% of Sample I firms have their benchmark year in 1995 or 1997; double the naïve 
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expectation under which firms are evenly distributed across periods.  The figure is less 

pronounced for Sample II, with 62% of Sample II firms having their benchmark year in 

1995 or 1997.  The high number of firms experiencing their first earnings shock year in 

1998 (i.e. benchmark year in 1997) is consistent with the severe drop in the market index 

near the start of 1998 (see Figure 4.1, Panel B).      

 

Table 4.3 presents data on key characteristics of sample firms during their benchmark 

year.  This helps to understand the financial position and information environment of these 

firms as they enter the sample, in the year before experiencing an adverse earnings shock.  

Analysis of the changes in the financial position of sample firms over the earnings shock 

and post-shock periods is left to Chapter 5. 

 
 
 
Table 4.3               Firm Characteristics in Benchmark Year 

 

Panel A.
Mean Median Min Max Q1 Q3 Std dev

Industry-adjusted ROA 0.05 0.03 -0.05 0.32 -0.01 0.06 0.08

Market-adjusted Return 23.6% 6.4% -75.9% 334.8% -17.6% 35.0% 73.7%

Total Assets ($m) 1190 119 2 30190 51 530 3804

Market Value Equity ($m) 729 88 2 12810 35 516 1844

Market to Book Value 1.67 1.53 0.37 4.76 0.95 2.11 0.92

Debt to Equity 0.48 0.48 0.08 0.93 0.36 0.56 0.18

Current Ratioa
2.41 1.60 0.25 36.87 1.16 2.14 4.42

Excess Cash ($m) -16 1 -981 459 -12 10 164

Age (yrs) 11 5 1 77 3 10 17

Analyst Following 8 3 0 39 0 12 11

Panel B. % of Sample firms

All Ordinaries Index
Membership 39%

Big Six Auditor 77%

Audit Committee 85%
CEO is Chairman 5%
Blockholder 100%

 
a. Data available for 72 firms. 
 

 

This table presents descriptive statistics for 74 sample firms during their benchmark year (event year 0), 
which occurs between 1993 and 1997.  Panel A presents data for continuous variables.  Q1 and Q3 are 
the first and third quartiles of the distribution, respectively.  Panel B presents data for binary variables.   
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Summary of Variables: 
 

ROA equals net income scaled by beginning of period total assets. Each firm’s ROA is industry 
adjusted by subtracting the median return on assets for its industry.   
 
Market-adjusted return equals the buy and hold individual stock return from the nearest calendar month 
end following the firm’s annual general meeting for event year t-1 to the corresponding date in year 0, 
minus the buy and hold return on the All Ordinaries Accumulation index over the same period.   
 
Total Assets is measured in millions of Australian dollars at the end of the period.   
 
Market value of equity is measured on the nearest calendar month end following the firm’s annual 
general meeting for year 0, measured in millions of Australian dollars.   
 
Market to book value is market value of equity divided by end of period book value of equity.   
 
Debt to equity is the ratio of end of period total liabilities to book value of equity.  
 
Current Ratio is the ratio of end of period current assets to current liabilities.   
 
Excess cash equals net operating cash flows plus net cash flows from investing activities minus net cash 
flows from financing activities other than dividends and share repurchases. 
 
Age is the number of years of operation measured at the beginning of the benchmark year, proxied by the 
number of years of accounts available on the Company Analysis database prior to the benchmark year.   
 
Analyst following is measured as the maximum number of analysts registering earnings forecasts on the 
IBES database, during year 0, for any single forecast horizon.   
  
All Ordinaries Index Membership represents the percentage of firms that are constituents of the All 
Ordinaries Index.   
 
Big six auditor represents the percentage of firms hiring a big six auditor.  
 
Audit Committee is the percentage of firms with an audit committee on the board of directors.   
 
CEO is Chairman represents the percentage of firms with a Chief Executive Officer who is also the 
Chairman of the Board of Directors.   
 
Blockholder is the percentage of firms with an outside shareholder who owns more than 5% of the 
outstanding equity of the firm. 
 

 
 

Panel A of Table 4.3 reveals that mean and median industry-adjusted return on assets and 

market-adjusted stock returns over the benchmark period are positive.  This indicates that, 

on average, the benchmark period is a year of positive earnings and stock price 

performance, after controlling for industry and market-wide influences.  However, there is 

substantial variation in returns on assets and stock returns.  The variation in market-

adjusted stock returns is possibly due to differences in the degree of anticipation of firms’ 

adverse earnings shocks, which may in turn indicate significant cross-sectional variation in 

the degree to which firms are forthcoming with bad news.  Sample firms are larger than 

average.  Mean (median) total assets for the sample is $1190m ($119m), compared to 
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$970.66m ($26.5m) for all Company Analysis firms in 1997.76  The mean market value of 

equity also appears higher than average at $729m, compared to $497.7m for all non-

mining, non-financial ASX firms reported by Carvalho, Durand and Ng (2002).77  

 

Firms’ market to book value of equity, debt to equity and current ratios reveal that, on 

average, firms are not financially distressed as they enter the sample.  Again, however, 

there is large cross-sectional variation in these ratios.  Firms also appear to have low 

excess cash, which implies a greater reliance on external funding during an adverse 

earnings shock and thereby a greater emphasis on voluntary investor communications.  

The median firm has operated for five years prior to its benchmark period.  Three quarters 

of sample firms have operated for more than three years prior to entering the sample.  This 

is long enough to suggest that the sample is not comprised mainly of failed IPOs, and 

should be considered in light of the low 10-year survival rates for listed firms (Baker and 

Kennedy, 2002), as well as the young Australian equity market.  In addition, to the young 

firms in the sample, there are older well-known Australian corporations such as The News 

Corporation, CSR, Coles Myer, Wesfarmers, John Fairfax Holdings, Goodman Fielder, 

Amcor and GIO Australia Holdings.  The mean (median) number of IBES analysts 

following a firm is 8 (3), which is consistent with the depth of the Australian equity market. 

 

Panel B of Table 4.3 reveals that 39% of firms are members of the major stock index, the 

Australian All Ordinaries Index, while 77% of firms employ a Big Six auditor.  There 

appears to be little variation in key features of firms’ governance structures.  An audit 

committee is operated by 85% of sample firms, only 5% of firms fail to separate the roles of 

CEO and Chairman, and all sample firms have an external blockholder. 

 

Table 4.4 takes a closer look at the financial condition of firms as they enter the sample, by 

examining firms’ return on assets and restructuring activity immediately prior to their 

benchmark year (event yr -1).  The median return on assets in event year -1 is 0.04, 

compared to 0.07 in the benchmark year in which sample firms experience positive 

industry-adjusted performance.  However, 35% of firms restructure their operations in 

event year -1, compared to 19% and 12% of sample firms during earnings shock years 1 

and 2, respectively.78  Dawkins, Littler, Valenzuela and Jensen (1999) present evidence of 

intense restructuring activity by Australian firms around the sample period used in this 

                                                 
76 The most common benchmark year for sample firms is 1997. 
77 Carvalho, Durand and Ng’s figure is based on data for a sample of ASX-listed, non-mining and non-financial 
firms covered by Datastream, on 20 September 1999. 
78 Firms restructuring activity is examined in section 5.5.2.   



 

 113

thesis.  They find that 88% of Australian companies they survey were engaged in at least 

one significant form of restructuring between 1993 and 1998.      

 
Table 4.4          Financial Condition prior to Benchmark Year 

 

This table presents descriptive statistics on financial performance and restructuring for 74 sample 
firms during the year prior to their benchmark year (event year -1).  Financial Performance is 
measured by return on assets.  A voluntary restructuring is the announcement by a firm of plans to 
restructure its core operations (not only a single division) identified from management disclosures 
on the Signal G database.  Q1 and Q3 are the first and third quartiles of the distribution, 
respectively.  Data on the percentage of the sample restructuring operations is also presented to 
inform on the degree to which firms are financially distressed as they enter their benchmark year 
and subsequent earnings shock period.   

Mean Median Max Min Q1 Q3 Std dev
Return on Assets 0.03 0.04 0.24 -0.57 0.02 0.07 0.10

% of sample
Restructure 35  
 

 

 

4.5    Benefits of Australian Disclosure Data 

 

The full text of each announcement lodged by a company with ASX is available on the 

Signal G database, maintained by the Securities Industry Research Centre of Asia-Pacific 

(SIRCA).  This makes the Signal G database more comprehensive than data sets 

previously used in the literature.  Not only is a more comprehensive range of investor 

communications available, but a greater number of communications are covered on this 

database (see section 4.6).  Signal G announcements data are available from 1992 

onwards.   

 

The Signal G database has a second major advantage: it contains the unedited text of all 

management disclosures, including media releases.  This study investigates, inter alia, 

whether managers ‘step up’ their communications with the capital market to signal their 

talent for anticipating and responding to an adverse earnings shock.  Such an investigation 

requires access to the unedited text of management disclosures.  Without the unedited 

text, it would be difficult to infer from these disclosures management’s ability to anticipate 

and understand the factors causing the firm’s poor performance.    

 

The Signal G database also has benefits over analysts’ ratings of corporate disclosure 

practices, because it allows the researcher to customise the disclosure metrics employed.  
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The aim of this study is to investigate the level of information a firm discloses about its 

adverse earnings shock.  Thus, it is necessary to construct a disclosure measure that 

captures the amount of information disclosed about a particular period, whereas analyst’s 

ratings of corporate disclosures measure the amount of information disclosed in a 

particular period.  Further customisation required in this study is only possible when 

utilising a researcher constructed data set (see section 4.6). 

 

There are further benefits over a researcher constructed data set confined to disclosures in 

annual reports (e.g. Botosan, 1997; Holder-Webb, 2003).  Miller (2002) finds 3,231 unique 

information items on the Dow Jones News Retrieval Service for his sample of 80 U.S. firms 

over 5 years.  This suggests that a considerable part of a firm’s overall disclosure activity 

may be missed by restricting attention to the annual report.  By covering press releases 

and other timely interim disclosures,79 the Signal G database picks up the type of 

disclosures studied by Miller at their source.  This is important because Bryan (1997) finds 

that while the tone of prospective qualitative disclosures made in the annual report predicts 

one-period ahead changes in sales, earnings per share and capital expenditure, these 

disclosures are not associated with stock returns, on average.  He interprets this as 

evidence that “related disclosures reach the market through voluntary press releases” 

[p.296].     The Signal G database also precisely records the time at which disclosures are 

issued.  This enables the researcher to measure not only the level and content of 

disclosure, but also the timeliness of disclosure.   

 

4.6     Disclosure Data Coding Scheme 

 

A content analysis of all disclosures made by sample firms to the ASX is conducted.  The 

coding scheme employed in this analysis is as follows:   

 

(i) All sample firm announcements on the Signal G database are read for event years 

-1 to 2.   

(ii) To avoid ‘stale’ or redundant disclosures, announcements are required to be 

original (i.e. not previously disclosed), and must not be reported in the financial 

statements issued either contemporaneously or previously.  However, revisions 

(but not reiterations) of prior disclosures are recorded.  To further isolate 

‘informative’ disclosures, announcements are required to provide some analysis, 

                                                 
79 Even the PFSs covered by the Signal G database are more timely than annual reports.  ASX Listing Rule 3B 
2(a) requires listed companies to lodge a PFS with their home exchange as soon as the figures become 
available, which is to be no more than 75 days after the financial year end. 
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i.e. they must not simply state results covered in the financial statements (see 

section 4.7.1).   

(iii) Studying how firms communicate with the capital market, in response to an 

adverse earnings shock, requires that firms’ disclosures about their earnings shock 

period be recorded, and not simply disclosures made during their earnings shock 

period.  Therefore, disclosures made by a firm in event year -1 are read, in order to 

identify prospective disclosures that refer to its benchmark year.   For instance, a 

forecast of 1997 earnings issued in 1996 is included in the disclosure measure for 

1997, as are contemporaneous disclosures made at the 1997 AGM.  

(iv) Disclosures are classified according to whether they refer to the consolidated 

performance of the group making the announcement or a particular segment of this 

group.   

(v) The disclosure venue is recorded.  Examples of venues include the half-yearly 

report [HYR], preliminary final statement [PFS], Chairman’s address at the AGM, 

press releases and letters to shareholders. 

(vi) Performance attributing disclosures and disclosures accompanied by an attribution 

are classified according to whether an attribution to internal or external factors is 

made.  An external attribution is defined as an attribution of performance to any 

factor beyond the control of management.80   

(vii) Disclosures are classified according to their overall tone.  Disclosures that are not 

clearly positive or negative are classified as neutral in tone.81  To limit researcher 

bias, disclosures are coded prior to performance measures being observed.82 

(viii) One of the advantages of Australian disclosure data is the ability to measure the 

timeliness of disclosure.  The primary disclosure measures employed in this study 

weight each disclosure by a (linear) measure of its timeliness:83   

DISCi,t = 365/)x365(
k

k∑ −  

                                                 
80 For example, The Chairman of Parbury made the following disclosure in his address to shareholders at the 
1998 AGM: “I think it would be fair to conclude that three of the four reasons for the fall in our share price were 
external - not within the company's control.  However, one factor was certainly largely internal and that is the 
performance being below expectations, particularly Parbury Technologies” (26/11/98). 
81This measure has been consistently associated with stock prices and voluntary disclosure decisions in prior 
studies (e.g. Hoskins et al. 1986; Bryan, 1997; Hutton et al. 2003).   
82 A researcher-constructed data set, in general, imposes costs in terms of objectivity.  However, it is necessary 
for constructing an extensive database of different disclosure modes and corporate finance signals, in order to 
model managers’ choices between modes of communication.  There are also substantial benefits that must be 
considered in terms of customisability and access to unedited transcripts of management disclosures (see 
section 4.5).   
83 kx is negative for (prospective) disclosures made after the end of reporting period t.  This means that DISCi,t 

is greater than one for prospective disclosures and less than one for contemporaneous disclosures  No 
disclosure is included, which is issued more than 365 days after the end of its reference period.  This ensures 
that DISCi,t  is non-negative. 
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DISC is a categorical variable indicating the type of disclosure measured.  More 

precisely, DISCi,t is the time-weighted number of a particular category of disclosure 

made by firm i about period t.84  kx  is the number of days after the end of reporting 

period t that information item k is disclosed.85  Information item k refers to financial 

performance in period t.  The time-weighted measure can be interpreted as the 

proportion of the relevant reporting period for which the information contained in the 

management disclosure was available to investors. 

(ix) Disclosures are classified into five broad categories: qualitative financial 

disclosures; strategy disclosures; earnings forecasts; earnings preannouncements; 

and other quantitative disclosures.  The various modes of investor communications 

are defined in section 4.7. 

 

A total of 15,436 unique information items disclosed by sample firms in 7,683 separate 

announcements about their benchmark and earnings shock years (event years 0 to 2) are 

recorded.  This is a far more extensive set of disclosure data than previously examined.  In 

comparison, Miller (2002) generates a sample of 3,231 unique information items released 

by 80 firms by surveying all disclosures covered on the more than 3,000 publications 

accessible through the Dow Jones News Retrieval Service. 

 

4.7     Investor Communications Variables 

 

This section defines the investor communications variables utilised throughout the thesis.  

Definitions are not restated in subsequent chapters.  Other dependent and independent 

variables are introduced in subsequent chapters in conjunction with the empirical tests.    

 

4.7.1   Qualitative Financial disclosures 
 

Qualitative financial disclosures explain and project financial performance.  They may be 

contemporaneous or prospective, where a prospective disclosure refers to future financial 

performance.  C_QUALi,t is the time-weighted number of contemporaneous qualitative 

disclosures, and P_QUALi,t is the time-weighted number of prospective qualitative 

disclosures made by firm i about period t.  The total time-weighted number of qualitative 

disclosures made by firm i about period t is denoted as QUALi,t. 

                                                 
84 This study analyses disclosures made by firms about their earnings shock period, rather than disclosures 
simply made during their earnings shock period, which may include forward-looking disclosures about post-
shock performance. 
85 For notational convenience I have suppressed the i and t subscripts when writing kx . 
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The requirement that announcements provide analysis and not simply restate the financial 

statement numbers means that contemporaneous financial disclosures are generally 

attributions of financial performance to internal or external factors.86  For instance, GIO 

Australia Holdings makes the following performance attributions in its 1998 HYR: “For the 

first half of 1997/98, motor vehicle insurance lost $3.3 million and householders insurance 

provided a profit of $9.7 million.  More favourable weather conditions were a factor in this 

improvement but significant gains are now emerging in results due to the successful 

implementation of a number of major initiatives over the last three years” (25/2/98).  In this 

case, the first part of the announcement is not coded as a separate disclosure, because it 

is simply a restatement of the financial statement numbers.  The second part of the 

announcement provides both an external and internal attribution for these financial 

statement numbers, which are coded as two separate contemporaneous qualitative 

disclosures. 

 

Qualitative statements regarding the firm’s overall liquidity position and the firm’s business 

climate provide information beyond the financial statement numbers, and as such do not 

require an attribution to be included in the disclosure measure.  For example, GIO 

Australia Holdings makes the following disclosure regarding its business climate: 

“Corporate insurance is experiencing very difficult market conditions with extreme 

competition driving prices below economic levels for some classes of business” (25/2/98).  

These types of statements are examined since they fall under Australian industry 

recommendations for disclosure by the Group of 100 Guide to Review of Operating and 

Financial Condition.  In addition, U.S. public corporations are required to discuss and 

analyse their liquidity situation, and survey evidence indicates that individual investors find 

information on the future economic outlook of the firm and its industry “of great 

importance” (Baker and Haslem, 1973).87 

 

Prospective disclosures also entail analysis.  Prospective qualitative disclosures project 

future financial performance without a directional forecast of future earnings.  They 

typically refer to “favourable earnings prospects for next year”, “better results in the next 

period” or ‘continued poor performance”.  Directional forecasts of earnings are classified 

as (qualitative) earnings forecasts.  Managers issuing prospective qualitative financial 

                                                 
86 Similarly, Hooks and Moon (1991) claim that “MD&A disclosures [in the U.S.] are intended to provide 
interpretative or ‘soft information’” [p.95]. 
87 These types of information are ranked first and third, respectively, in terms of importance to individual 
investors surveyed in the study. 



 

 118

disclosures must assess current performance and project current trends to arrive at an 

expectation of future trading conditions or financial performance.  Therefore, prospective 

disclosures do not require an attribution for inclusion as a disclosure.  For example, GIO 

Australia Holdings makes the following prospective qualitative disclosures in its 1998 

HYR: “Motor vehicle insurance results should show continuing improvement in the second 

half of this financial year. Good results should also continue for householders insurance 

provided weather conditions are not unseasonally bad” (25/2/98).    

 

The detailed coding scheme for qualitative financial disclosures is presented in Appendix 

B, which assigns each disclosure a code identifying it according to the financial statement 

item or macroeconomic variable to which it refers (e.g. forecast of operating costs; 

qualitative statement regarding business climate).  The application of the overall coding 

scheme to sample announcements is illustrated in Appendix C. 

 

4.7.2 Strategy-Related Disclosure 
 

Strategy disclosures refer to objectives, plans and actions taken by the firm.  Managers 

may provide investors with a window into the strategic decision process and the outcomes 

of this process, by disclosing information on the firm’s objectives, major changes in 

operations and plans for future action, as well as the reasoning behind these strategies 

and the plan for implementation.   

 

The strategy disclosures of the Australian firms surveyed come in two forms.  Firstly, there 

are announcements regarding new projects, corporate restructuring or shifts in overall 

strategy that are assigned a separate document or distinct section or paragraph in a 

periodic financial report.  For these announcements, each of the following is coded as a 

separate disclosure: (a) discussion of the reasoning behind the strategy, (b) the source of 

funding utilised, (c) the method of implementation, (d) the time frame for implementation, 

(e) the cost of implementation, (f) the benefits of the strategy,88 (g) growth options made 

available by the strategy, (h) employee and other non-financial stakeholder information, 

and (i) the relation to the overall strategy of firm.   

 

The second form of strategy disclosure is a concise, typically one-sentence, statement that 

is not obviously differentiated from the surrounding text, and which addresses one of the 

following: 

                                                 
88 The ‘future benefits’ disclosure must be made in conjunction with the announcement of the new strategy.  
Otherwise, it is recorded as a P_QUAL or quantitative disclosure, with an internal attribution. 
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 The corporate mission. 

 The overall corporate strategy. 

 Reasoning behind corporate strategy. 

 Group and business unit objectives. 

 Action plans taken throughout year. 

 Future action plans. 

 Details of intermediate actions required to achieve objectives or primary action 

plans. 

 

Due to the dearth of research on strategy disclosures, this list was developed after a 

preliminary reading of all announcements for the 19 firms in Sample I, as was the coding 

scheme for the separate strategy disclosures.  The list closely resembles the framework 

used by Santema and Van de Rijt (2001) in their study of strategy disclosure in Dutch 

annual reports.  Counts of the two types of strategy disclosure are added to form the 

strategy disclosure measure STRATEGYi,t.  When required, the number of long-form and 

concise strategy disclosures made in a given reporting period are separately denoted 

STRATEGY_Li,t and STRATEGY_Ci,t, respectively.  Strategy disclosures are treated as 

pertaining to the day of issuance, so time-weighting does not have a large effect on the 

disclosure measure.89  Appendix C provides samples of strategy disclosures drawn from 

sample firm announcements.      

 

4.7.3    Earnings Preannouncements and Forecasts  
 

Earnings preannouncements and forecasts may be point, range, minimum or maximum 

estimates or (qualitative) directional forecasts of earnings.  Directional forecasts of 

earnings refer to future earnings being below/above some benchmark, usually last year’s 

earnings. Earnings preannouncements and forecasts refer to the consolidated 

performance of the group issuing the disclosure.  Earnings preannouncements differ from 

forecasts in that they are issued subsequent to the end of the respective reporting period, 

but before the release of the HYR or PFS for that period.  Earnings preannouncements 

and forecasts are treated separately in this study, because they appear to have distinct 

uses.  Firms tend to use forecasts of annual earnings to convey good news (e.g. Patell, 

                                                 
89 An exception is long-form strategy disclosures that are made over multiple dates.  For instance, the reasons 
for a new distribution strategy can be initially announced, and details regarding the cost of implementing the 
program and the mode of implementation provided at a subsequent date.  In this case the later disclosures are 
treated as referring to the date of the initial announcement, and are time-weighted to reflect the delay in 
disclosure. 
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1976; Penman, 1980), while preannouncements pre-empt earnings disappointments 

(Skinner, 1994; Soffer, Thiagarajan and Walther, 2000).  The time-weighted number of 

earnings preannouncements about a given reporting period is denoted, EPREi,t.  The time-

weighted number of original half-yearly and annual earnings forecasts (i.e. excluding 

confirmations) is denoted EFORi,t.    

 

4.7.4   Disaggregated Quantitative Disclosures 
 

Disaggregated quantitative disclosures are all quantitative disclosures other than earnings 

preannouncements and forecasts.  These include all business segment 

preannouncements and forecasts, as well as forecasts of consolidated sales revenue, 

sales volume, operating costs and all other prospective disclosures regarding financial 

statement items and other easily verifiable data.  The time-weighted number of 

disaggregated quantitative disclosures is denoted DISQNTi,t.  

 

4.7.5 Dividend Changes 
 

Dividend changes are measured on a full year basis, according to the grossed-up value of 

dividends, i.e. after building in the value of franking credits attached to dividends.  Easton 

(1991) shows that both half and full year dividend changes are informative to investors.  

Studies also find that franking credits distributed by Australian firms are valuable to 

investors (e.g. Partington and Walker, 1999; Hathaway and Officer, 2001).  Based on 

casual empiricism, companies tend to increase their cash dividend when they pay an 

unfranked dividend after having previously paid a franked dividend.  Discussion in the 

financial press also seems to reflect the fact that franking credits matter to investors.  

Therefore, the dividend change variables employed incorporate the level of attached 

franking credits. 

 

The grossed-up final dividend declared by firm i in year t is denoted as DIVi,t.  Various 

measures of dividend changes are employed in this thesis.  The percentage change in 

dividends is denoted DIV_CHi,t = (DIVi,t - DIVi,t-1)/DIVi,t.  Easton (1991) finds that this 

measure of unexpected dividends is associated with stock returns for Australian firms.  

Binary variables capture the incidence of a dividend cut, DIV_CUTi,t, and a dividend 

increase in reporting period t, DIV_INCRi,t.  Variables are also employed to capture the 

incidence of a dividend initiation omission, DIV_OMi,t, and initiation, DIV_INi,t.  Due to 

unavailability of the full dividend series for all sample firms, a firm is classified as initiating 
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dividends if it does not pay a dividend in any year from event year -1 up until the year of 

initiation.  Similarly, a firm is classified as omitting dividends if it pays a dividend in every 

year from event year -1 until the year of omission.  

 

4.7.6 Share Repurchases 
 

From a reading of all sample firm disclosures, most of the management disclosure about a 

reporting period is disclosed between the end of the reporting period and the date of the 

AGM.  Therefore, it is expected that share repurchases announced between the reporting 

year end and the corresponding AGM communicate information about the elapsed 

reporting period.  It is important to recognise this phenomenon when modelling the 

simultaneous determination of investor communications choice.  The period between 

AGMt-1 and AGMt (i.e. AGM for financial year t) is defined as ‘disclosure period’ t.  A share 

repurchase is captured by SREPi,t which equals one if firm i announces a share repurchase 

during disclosure period t, and zero otherwise.  Attention is restricted to on-market share 

repurchases based on survey evidence presented by Mitchell and Robinson (1999) and 

capital markets evidence presented by Lamba and Ramsey (2000), which reveals that 

Australian firms do not use other types of share repurchases (i.e. selective, employee and 

equal-access repurchases) for investor communications purposes.  A continuous measure, 

SREP_%, of the percentage of outstanding equity repurchased in disclosure period t is 

also employed.   

 

4.8   Data Sources 

 

The primary data source for this thesis is the Signal G database.  However, several data 

sources are utilised in this thesis:  Data on management disclosures and corporate finance 

decisions are identified using the Signal G database.   Accounting data are downloaded 

from Company Analysis.  Market values are downloaded from the share price/price relative 

(SPPR) database, compiled by the Centre for Research in Finance at the Australian 

Graduate School of Management.  Daily closing prices are obtained from Core Research 

Data, maintained by SIRCA.  Corporate governance data are identified from Signal G 

disclosures, annual reports available on the Connect 4 (The Annual Report Collection) 

database and company websites.  Analyst following data are downloaded from the IBES 

database.       
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4.9    Conclusion 

 

In this chapter, we derived a sample of 74 firms listed on the ASX that experience an 

adverse earnings shock, defined as a year of positive, increasing net income, followed by 

two contiguous years of negative or declining net income.  Sample firms are larger than 

average in terms of total assets and market value of equity, and display significant cross-

sectional variation in financial characteristics.  Signal G data is utilised to construct a 

comprehensive database of investor communications, comprising a total of 15,436 unique 

information items disclosed by sample firms in 7,683 separate announcements about their 

benchmark and earnings shock periods (event years 0 to 2). 
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Chapter 5 

The Causes and Consequences  
of an Adverse Earnings Shock 
 

 

 

5.1    Introduction 

 

This chapter studies the challenges created by an adverse earnings shock and how 

managers respond to these challenges through their strategic operating decisions.  A large 

set of descriptive evidence is presented, which fills a gap in the literature on the overall 

experience of firms suffering an adverse earnings shock.  The evidence has broad 

implications, since the proportion of firms reporting losses is large and growing over time 

(Hayn, 1995; Collins, Maydew and Weiss, 1997; Klein and Marquardt, 2002).  The 

descriptive evidence presented in this chapter also provides an insight into the nature and 

severity of earnings shocks experienced by sample firms.  This aids in interpreting the 

empirical evidence presented in subsequent chapters. 

 

Studies show that poor earnings performance leads to lower incentive-based 

compensation (e.g. Sloan, 1993); dismissal of senior executives by the board of directors 

(e.g. Coughlan and Schmidt, 1985; Weisbach, 1988), in hostile takeovers (Palepu, 1986), 

and by shareholders in proxy contests (DeAngelo, 1988); as well as forced restructurings 

and liquidation of the firm by its creditors (Gilson, Kose and Lang, 1990).  Managers must 

thus act quickly in response to an adverse earnings shock to stem the losses and make 

appropriate strategic decisions to turn around financial performance.  Moreover, managers 

must convince shareholders, creditors, customers, employees, suppliers, professional 

investors and other agents in the market for corporate control that their firms’ assets 

cannot be used more productively within a different organisational form, and that they have 

the specific knowledge and talent to turn their firms’ earnings performance around.  

Therefore, managers face a severe communications challenge during an adverse earnings 

shock.90  This chapter presents evidence on the nature of this communications challenge. 

 

                                                 
90 A survey of theory and evidence on the special communications challenge faced by managers around 
adverse earnings shocks is presented in section 2.5. 
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The remainder of this chapter examines the various aspects of firms’ experience around 

adverse earnings shocks.  The causes of firms’ earnings shocks revealed in management 

disclosures are surveyed in section 5.2.  The financial impact of earnings shocks 

experienced by sample firms is examined in section 5.3 in terms of a broad set of financial 

performance measures.  Section 5.4 investigates the prevalence of corporate control 

contests during adverse earnings shocks, while section 5.5 studies the strategic operating 

decisions made by managers in response to their poor financial performance.  The 

information environment encountered by sample firms during their earnings shock period is 

examined in section 5.6.  Section 5.7 concludes. 

 

5.2   The Causes of Adverse Earnings Shocks 

 

Firms enter financial distress because of poor economic conditions, industry declines and 

poor management (Wruck, 1990).  Firms might also experience specific shocks to their 

operations that might be beyond the control of managers, such as equipment failures, 

disputes with contractors and actions by regulators.  Table 5.1 summarises the reasons 

disclosed by managers for their adverse earnings shocks.  A detailed list of reasons is 

provided in Appendix A for each sample firm. 

 

Table 5.1 reveals that managers most commonly attribute their firms’ poor performance to 

a firm-specific shock.  For example, Penfold Printing experiences industrial unrest, Harris 

Scarfe’s earnings are impacted upon by costs of expansion, and Ectec suffers due to 

customer defaults.  Firm-specific shocks are cited by 54.1% of firms as contributing to their 

poor performance, 45.9% of firms point to an industry downturn, 32.4% point to competitive 

pressure and 28.4% blame poor economic conditions.  John, Lang and Netter (1992) study 

a sample of 46 large U.S. firms in the 1980s who experience a year of negative earnings 

followed by at least three years of positive earnings.  They find that 95% of their sample 

firms attribute their negative earnings to poor economic conditions.  The fact that sample 

firms in this study cite firm-specific factors as causing their poor performance suggests that 

these firms have a large amount of detailed information available for disclosure about their 

earnings shock.  This is promising for a study of investor communications.  In addition, 

12.2% of sample firms identify some type of management failure, and most commonly poor 

investments, as contributing to their adverse earnings shocks.     
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Table 5.1         Reasons for Adverse Earnings Shocks 
 
This table summarises the reasons for adverse earnings shocks provided by 74 firms that 
experience two contiguous years of negative or declining earnings.  These are identified from 
management disclosures recorded on the Signal G database.  Data on the percentage of firms 
attributing their financial performance in the earnings shock period to each reason is presented.  
Firms typically make multiple attributions for their poor financial performance.  A detailed list of 
causes of and responses to adverse earnings shocks is provided for each firm in Appendix A. 
 
 

Falling commodity prices 10.8%

Inefficient organisational form 4.1%

Adverse exchange rate movement 9.5%

Management failure 12.2%

Asian financial crisis 18.9%

Increase in raw material costs 14.9%

Competitive pressure 32.4%

Poor economic conditions 28.4%

Firm-specific shock 54.1%

Industry downturn 45.9%

Reason for Earnings Shock Percentage of Firms

 

 

 

5.3 The Financial Impact of Adverse Earnings Shocks 

 

The sample of 74 firms studied in this thesis is selected on the basis of simple earnings 

benchmarks.  To verify that sample firms experience a year of positive financial 

performance, followed by two years of negative financial performance, we examine their 

industry-adjusted return on assets (ROA) over the sample period.  Panel A of Table 5.2 

reveals that firms exhibit mean (median) industry-adjusted ROA of 0.05 (0.03) in their 

benchmark year, confirming that this is a year of positive earnings performance.  Mean 

(median) industry-adjusted ROA is -0.03 (-0.01) for the first earnings shock year and -0.06 

(0.03) for the second.  This confirms that firms’ earnings shock periods are a time of poor 

financial performance.  Panel B examines changes in median industry-adjusted ROA over 

the sample period.  As expected, sample firms experience significantly poorer industry-
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adjusted earnings performance in their earnings shock years compared to their benchmark 

year.  Firms perform even more poorly during their second earnings shock year, in 

industry-adjusted terms.  This hysteresis suggests that sample firms face operational 

challenges that are persistent and difficult to resolve. 

 

Table 5.2            Industry-Adjusted Return on Assets 
 
This table presents summary statistics on industry-adjusted return on assets for 74 firms that 
experience two contiguous years of negative or declining earnings.  Each firm’s return on assets is 
industry adjusted by subtracting the median return on assets for its industry, identified on the 
Company Analysis database.  Panel A presents levels data. Q1 and Q3 are the first and third 
quartiles of the distribution, respectively.  Panel B presents changes data. Differences in median 
values of return on assets are tested using Wilcoxon signed-ranks tests (two-tailed). 

    

Panel A.
Mean Median Min Max Q1 Q3 Std dev

Return on Assets
Benchmark Yr 0 0.05 0.03 -0.05 0.32 -0.01 0.06 0.08
Earnings Shock Yr 1 -0.03 -0.01 -0.47 0.26 -0.05 0.03 0.12
Earnings Shock Yr 2 -0.06 -0.03 -1.16 0.32 -0.10 0.01 0.19

Panel B. Yr 1 Change Yr 2 Change Yr 2 Change 
from Benchmark Yr from Yr 1 from Benchmark Yr

Median Change in
Return on Assets -0.03 *** -0.02 *** -0.06 ***

 
 

*,**,*** indicates statistical significance at the 10%, 5%, and 1% level (two-tailed tests). 
 
 

 
 

Table 5.3 presents descriptive statistics on a wide range of performance measures in order 

to take a closer look at the financial performance and condition of firms over the sample 

period.  Statistics are presented on ROA, asset utilisation and expense ratios, total 

revenue, market value of equity, market to book value of equity, total assets, leverage, 

excess cash and capital expenditure.  Most notably, there appears to be significant cross-

sectional variation in earnings performance, as measured by ROA, especially during the 

earnings shock period.  This suggests that the empirical tests in subsequent chapters 

should control for the severity of firms’ adverse earnings shocks when modelling 

managers’ investor communications choices.   
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Table 5.3           Financial Characteristics   
 
This table presents summary statistics on financial characteristics for 74 firms that experience two 
contiguous years of negative or declining earnings. These earnings shock years (years 1 and 2) are 
preceded by a benchmark year (year 0). ASSETU ratio is an asset utilisation ratio, defined as total 
revenue divided by beginning of period total assets.  EXPENSE ratio equals total expenses divided by 
total revenue.  Capital Expenditure equals the change in the end of period book value of property, and 
equipment (A$m).  Remaining variables are defined in Table 4.3. 
 Mean Median Min Max Q1 Q3 Std dev
Return on Assets
Benchmark Yr 0 0.08 0.07 0.00 0.38 0.05 0.10 0.06
Earnings Shock Yr 1 0.01 0.04 -0.43 0.17 0.00 0.07 0.11
Earnings Shock Yr 2 -0.05 0.01 -1.12 0.15 -0.07 0.04 0.18

ASSETU ratio
Benchmark Yr 0 1.15 1.21 0.10 2.73 0.53 1.60 0.67
Earnings Shock Yr 1 1.17 1.19 0.05 2.90 0.63 1.57 0.69
Earnings Shock Yr 2 1.21 1.18 0.09 3.20 0.59 1.63 0.74

EXPENSE ratio
Benchmark Yr 0 0.85 0.90 0.25 0.99 0.83 0.94 0.15
Earnings Shock Yr 1 1.02 0.95 0.52 5.24 0.91 0.99 0.54
Earnings Shock Yr 2 1.06 0.98 0.65 3.69 0.94 1.06 0.37

Revenue ($m)
Benchmark Yr 0 878 167 2 15980 38 447 2237
Earnings Shock Yr 1 913 168 0 18168 45 527 2423
Earnings Shock Yr 2 953 181 0 18897 44 540 2506

Market Value Equity ($m)
Benchmark Yr 0 729 88 2 12810 35 516 1844
Earnings Shock Yr 1 730 70 1 13937 21 476 1924
Earnings Shock Yr 2 696 53 1 13291 20 415 1854

Market to Book Value
Benchmark Yr 0 1.67 1.53 0.37 4.76 0.95 2.11 0.92
Earnings Shock Yr 1 1.74 1.24 0.26 29.37 0.82 1.69 3.38
Earnings Shock Yr 2 1.30 1.21 -3.40 9.48 0.67 1.55 1.29

Total Assets ($m)
Benchmark Yr 0 1190 119 2 30190 51 530 3804
Earnings Shock Yr 1 1237 123 2 30763 54 572 3885
Earnings Shock Yr 2 1395 116 2 41358 50 629 5024

Debt to Equity
Benchmark Yr 0 0.48 0.48 0.08 0.93 0.36 0.56 0.18

Earnings Shock Yr 1 0.51 0.52 0.07 0.98 0.42 0.59 0.18
Earnings Shock Yr 2 0.54 0.54 0.14 1.22 0.45 0.64 0.19

Current Ratio
Benchmark Yr 0 2.41 1.60 0.25 36.87 1.16 2.14 4.42
Earnings Shock Yr 1 1.76 1.40 0.18 8.04 1.17 2.09 1.17
Earnings Shock Yr 2 1.74 1.59 0.43 8.25 1.14 1.95 1.08

Excess Cash ($m)
Benchmark Yr 0 -16 1 -981 459 -12 10 164
Earnings Shock Yr 1 -76 -4 -3332 752 -26 2 421
Earnings Shock Yr 2 -49 -2 -3389 1125 -20 2 437

Capital Expenditure ($m)
Benchmark Yr 0 326 28 0 4294 8 138 846
Earnings Shock Yr 1 11 1 -567 489 -1 9 127
Earnings Shock Yr 2 21 0 -253 752 -1 9 113
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Table 5.4 examines (median) changes in the performance measures over the earnings 

shock period.  This evidence informs on the financial impact of firms’ adverse earnings 

shocks.  Again, the median sample firm experiences a decline in ROA from the benchmark 

year to the first earnings shock year and a further decline in ROA in the second earnings 

shock year.  Firms do not experience a significant decline in their asset utilisation ratios 

(sales/total assets) over the sample period.  However, expense ratios (operating 

expenses/sales) increase significantly in the first earnings shock year, and escalate further 

in the second earnings shock year.  This indicates that firms’ adverse earnings shocks are 

primarily associated with ‘cost blowouts’.  Increases in operating expenses are consistent 

with the attribution of poor earnings performance to firm-specific shocks, but also with the 

excess of consumption of perquisites and large agency costs (Jensen and Meckling, 1976; 

Ang, Cole and Lin, 2000).  Firms experience massive negative market-adjusted stock 

returns in their earnings shock years of -28.4% and -20.5%, relative to their benchmark 

year.  The difference in firms’ stock performance between the first and second earnings 

year is not statistically significant.  A similar trend is observed for firms’ market to book 

value of equity ratios.  Firms experience a significant increase in total assets in the first 

earnings shock year and a significant decrease in total assets thenceforth.  Firms also 

exhibit increased leverage in the first earnings shock period and further increase their 

leverage in the second.  This suggests that firm liquidation is an important concern for 

sample firms and their creditors.  In general, firms do not experience a significant 

worsening in financial liquidity over the earnings shock period, as measured by current 

ratios and excess cash flows.  However, sample firms have negative excess cash flows91 

in all three sample years (see Table 5.3).  A significant decline in capital expenditure 

indicates that sample firms cut investment in order to preserve liquidity around adverse 

earnings shocks.  Further evidence on firms’ responses to their poor performance is 

presented in section 5.5. 

 

To investigate the more long-term financial impact of firms’ adverse earnings shocks, we 

analyse their earnings performance over the post-shock period.  The first statistic to note is 

that 15 sample firms (20%) do not survive the two-year post-shock period, following their 

adverse earnings shock.    For the 59 surviving firms, Table 5.5 reports median return on 

assets over the benchmark period, the two-year earnings shock period and the two 

subsequent post-shock years (event years 3 and 4).  Surviving firms experience 

significantly lower ROA in both post-shock years relative to their benchmark period.  

                                                 
91 Excess cash flows are measured by net operating cash flows plus net cash flows from investing activities 
minus net cash flows from financing activities other than dividends and share repurchases. 
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However, post-shock earnings performance does not differ on average from their earnings 

performance during the earnings shock period.  Therefore, firms’ adverse earnings shocks 

lead to a permanent decline in earnings.  Surviving firms do not recover from their earnings 

shocks, although their earnings performance does not deteriorate further. 

 

 

Table 5.4         Financial Impact of Adverse Earnings Shocks 

 
This table presents data on median changes in financial performance for 74 firms in their 
benchmark year and their two earnings shock years, in which they experience negative or declining 
earnings.  Differences in median values for financial performance measures are tested using 
Wilcoxon signed-ranks tests.  Market-Adjusted Returns represent the buy-and-hold return on a 
firm’s stock minus the buy and hold return on the All Ordinaries Index for the period.  Remaining 
variables are defined in Table 5.3. 
 

 

Yr 1 Change Yr 2 Change Yr 2 Change 
from Benchmark Yr from Benchmark Yr from Yr 1

Return on Assets -0.03 *** -0.03 *** -0.06 ***

ASSETU ratio -0.02 0.00 -0.02

EXPENSE ratio 0.05 *** 0.03 *** 0.08 ***

Market-Adjusted Returns -28.4% *** -20.5% *** 7.9%

Market to Book Value -0.29 *** -0.02 *** -0.31

Total Assets 3.24 *** -6.32 *** -3.08

Debt to Equity 0.03 *** 0.02 *** 0.05 **

Current Ratio -0.20 0.18 -0.01

Excess Cash -5.48 * 2.43 -3.05

Capital Expenditure -27.04 *** -1.32 *** -28.36
 

 

         *,**,*** indicates statistical significance at the 10%, 5%, and 1% level (two-tailed tests). 
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Table 5.5         Post-Shock Financial Performance 
 
This table presents descriptive data on post-shock financial performance for 59 (out of 74) firms that survive the two-year post-shock period.  The post-
shock period is the two-year period (event years 3 and 4) immediately following the earnings shock period.  Data are presented on median financial
performance for years 3 and 4.  Differences in financial performance in post-shock years relative to the benchmark year and the mean in the two-year
earnings shock period (i.e. Earnings Shock Avg) are tested using Wilcoxon signed-ranks tests.  Differences within the post-shock period are also tested.
Variables are defined in Table 5.3.          
 

Yr 3 Change Yr 3 Change Yr 4 Change Yr 4 Change Yr 4 Change 
Median from Benchmark Yr from Earnings Shock Avg from Benchmark Yr from Earnings Shock Avg from Yr 3

Return on Assets -0.04 *** 0.00 -0.05 *** 0.00 0.00
Benchmark Yr 0 0.07
Earnings Shock Avg 0.03
Post-Shock Yr3 0.03
Post-Shock Yr4 0.03

ASSETU Ratio 0.00 ** 0.08 * -0.03 0.05 -0.03
Benchmark Yr 0 1.18
Earnings Shock Avg 1.11
Post-Shock Yr3 1.18
Post-Shock Yr4 1.16

EXPENSE Ratio 0.05 *** -0.01 0.05 *** -0.02 -0.01
Benchmark Yr 0 0.90
Earnings Shock Avg 0.96
Post-Shock Yr3 0.95
Post-Shock Yr4 0.95

 
 

*,**,*** indicates statistical significance at the 10%, 5%, and 1% level (two-tailed tests).  
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5.4 Corporate Control Contests around Adverse Earnings Shocks 

 

The reallocation of productive assets to higher valued uses by the market for corporate 

control is the primary means by which capitalist economies deal with the problems of weak 

management and inappropriate organisational form (Schumpeter, 1942; Jensen, 1986).  

Given that poor earnings performance leads to stock price declines and is often blamed on 

poor management (e.g. Khanna and Poulsen, 1995), managers of firms experiencing 

adverse earnings shocks are threatened with the loss of corporate control.  Prior research 

shows that poor financial performance is associated with the dismissal of senior executives 

by the board of directors, by shareholders in proxy contests and in hostile takeovers, and 

liquidation of the firm by its creditors.   

 

Table 5.6 examines the frequency of corporate control contests around adverse earnings 

shocks.  Test statistics utilised here and in several of the following tables are based on the 

percentage of positive changes, which are defined (here) as the percentage of firms that 

experience a corporate control contest when they did not experience one in the reference 

year.  It should be clear that the term ‘positive change’, as used in this thesis, does not 

refer to the ‘desirability’ of the event experienced or policy undertaken.  Data on the 

percentage of sample firms experiencing a corporate control contest in a given year are 

also presented.  We find that in their second earnings shock year, sample firms experience 

a significantly higher number of large increases in block shareholdings, defined as trades 

in which an existing blockholder (shareholdings greater than 5%) increases their equity 

stake by more than 10%.  Large increases in blockholdings occur for 14% of sample firms 

in their second earnings shock year, compared to only 4% of firms in their first earnings 

shock year and 1% of firms in the benchmark year.  However, firms are not more likely to 

be the target of takeover offers and other corporate control contests, including proxy 

contests, in the earnings shock period.  This can be explained by the requirement that 

sample firms survive the earnings shock period.  To the degree that large increases in 

blockholdings are a precursor to takeovers and proxy contests, the higher number of large 

increases in blockholdings in the second earnings shock years suggests that sample firms 

are more likely to be targeted in takeover offers and other corporate control contests in the 

post-shock period. 
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Table 5.6             Corporate Control Contests  
 
This table presents descriptive data on the frequency of corporate control contests for 74 firms that 
experience two contiguous years of negative or declining earnings.  Data are presented on the 
percentage of sample firms experiencing a corporate control contest around the earnings shock 
period, as well as the number of positive changes in contests over the period.  A positive change in 
period t occurs when a firm that does not face a contest in period t-1 is subject to a corporate control 
contest in period t.  Differences in the number of firms experiencing a large increase in blockholding, 
a takeover offer or other corporate control contest around their earnings shock period are tested 
using Wilcoxon signed-ranks tests.          

Percentage Percentage of Positive Changes

of Firms Yr 1 Change Yr 2 Change Yr 2 Change 
from B'mark Yr from B'mark Yr from Yr 1

Large Increase in Blockholding 3% 12%*** 11%**
Benchmark Yr 0 1%
Earnings Shock Yr 1 4%
Earnings Shock Yr 2 14%

Takeover Offer 4% 4% 4%
Benchmark Yr 0 3%
Earnings Shock Yr 1 4%
Earnings Shock Yr 2 4%

Other Control Contests 9% 5% 5%
Benchmark Yr 0 9%
Earnings Shock Yr 1 9%
Earnings Shock Yr 2 7%

 
 
 

*,**,*** indicates statistical significance at the 10%, 5%, and 1% level (two-tailed tests). 
 

A Large Increase in Blockholding occurs when an outside party increases its equity stake by over 10% in a 
given disclosure period. 
Takeover Offer is the announcement of a takeover offer for a sample firm. 
Other Corporate Control Contests are shareholder initiatives to oust a board member or unsolicited offers for 
the purchase of shares by an outside party. 
 

 

Table 5.7 presents statistics on the frequency of top management and board turnover over 

the sample period.  Firms experience a significant increase in CEO dismissals in the 

earnings shock period and senior executive dismissals in the second earnings shock year.  

This is consistent with senior managers being blamed for poor performance.  On the 

contrary, there is little evidence of higher board turnover in the earnings shock period, 

possibly because board members with firm-specific expertise are required to help turn the 

firms’ financial performance around (e.g. Fama and Jensen, 1983).   
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Table 5.7      Top Management and Board Turnover 
 
This table presents descriptive data on appointments and dismissals of top executives and 
members of the Board of Directors for 74 firms that experience two contiguous years of negative or 
declining earnings.  Data is presented on the number of dismissals and appointments around the 
earnings shock period, as well as the number of positive changes in dismissals and appointments 
over the period.  A positive change occurs in period t when an action that is not taken by a firm in 
period t-1 is taken by that firm in period t.  Differences in the number of appointments and 
dismissals are tested using Wilcoxon signed-ranks tests.         

Percentage of Positive Changes

Number Yr 1 Change Yr 2 Change Yr 2 Change 
from B'mark Yr from B'mark Yr from Yr 1

CEO Dismissal 20%** 22%*** 24%*
Benchmark Yr 0 5
Earnings Shock Yr 1 16
Earnings Shock Yr 2 27

Forced CEO Dismissala 14%* 16%** 15%
Benchmark Yr 0 4
Earnings Shock Yr 1 11
Earnings Shock Yr 2 14

Executive Appointments 14% 19% 19%
Benchmark Yr 0 20
Earnings Shock Yr 1 27
Earnings Shock Yr 2 33

Executive Dismissals 7% 11%* 11%**
Benchmark Yr 0 6
Earnings Shock Yr 1 7
Earnings Shock Yr 2 16

Board Chairmen Dismissal 19%* 22% 20%
Benchmark Yr 0 9
Earnings Shock Yr 1 17
Earnings Shock Yr 2 17

Board Director Dismissals 30%* 32%* 30%
Benchmark Yr 0 39
Earnings Shock Yr 1 62
Earnings Shock Yr 2 67

   

*,**,*** indicates statistical significance at the 10%, 5%, and 1% level (two-tailed tests). 
 

a.   A change in CEO is classified as a forced dismissal when it is announced as such by the firm, or when the 
incumbent CEO under 65 years of age leaves the firm. 
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Table 5.8      Changes in Blockholdings 

 
This table presents descriptive data on changes in blockholdings (equity stakes greater than 5%) for 
74 firms that experience two contiguous years of negative or declining earnings.  Data is presented 
on the number of blockholders increasing/decreasing their equity stake, the number of investors 
becoming/ceasing to be blockholders, as well as the number of positive changes in blockholder 
status over the period.  A positive change in period t occurs when there are a greater number of 
changes in blockholder status (e.g. increase in blockholding) in period t-1 than in period t.  Changes 
in blockholder status are identified in announcements made to the Australian Stock Exchange, 
which are recorded on the Signal G database.  Differences in the number of blockholder changes 
around the earnings shock period are tested using Wilcoxon signed-ranks tests.         

Percentage of Positive Changes
Number Yr 1 Change Yr 2 Change Yr 2 Change 

from B'mark Yr from B'mark Yr from Yr 1

Increase in Blockholding 35% 34% 30%
Benchmark Yr 0 121
Earnings Shock Yr 1 143
Earnings Shock Yr 2 143

Decrease in Blockholding 24% 26% 28%
Benchmark Yr 0 101
Earnings Shock Yr 1 100
Earnings Shock Yr 2 99

Becoming a Blockholder 38%* 42% 30%
Benchmark Yr 0 78
Earnings Shock Yr 1 112
Earnings Shock Yr 2 103

Ceasing to be a Blockholder 36% 24% 41%**
Benchmark Yr 0 64
Earnings Shock Yr 1 87
Earnings Shock Yr 2 100

 
 
*,**,*** indicates statistical significance at the 10%, 5%, and 1% level (two-tailed tests). 
 

 

Table 5.8 examines the trading activity of block shareholders over the sample period.  

There is no evidence of a significant increase in the number of trades in which 

blockholders increase or decrease their existing equity stakes.  Though the number of 

trades in which an investor becomes a blockholder increases in the earnings shock period, 

this increase is not statistically significant.  However, there is a significant increase in the 

number of trades in which investors cease to be blockholders in the second earnings shock 

year, relative to the first earnings shock year.  This is consistent with large institutional 

investors ‘dumping’ the stock of poorly performing sample firms, as the permanent financial 

impact of their adverse earnings shock becomes clear (e.g. Attari, Banerjee and Noe, 

2005).     
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5.5     Strategic Operating Responses to Adverse Earnings Shocks 
 

In order to avoid corporate control contests, managers must identify the causes of their 

firms’ adverse earnings shock, implement loss-stemming strategies, ensure financial 

liquidity, and implement appropriate strategies to turn their firms’ financial performance 

around.  Table 5.9 summarises the strategic operating responses to an adverse earnings 

shock disclosed by managers.  A detailed list of responses is provided in Appendix A for 

each sample firm. 

 

Table 5.9         Responses to Adverse Earnings Shocks 
 
This table summarises the actions taken by 74 firms that experience two contiguous years of 
negative or declining earnings in response to their adverse earnings shocks.  Reponses are 
identified from management disclosures recorded on the Signal G database.  Data on the 
percentage of firms taking each response are presented.  Firms typically disclose multiple 
responses.  A detailed list of causes of and responses to adverse earnings shocks is provided for 
each firm in Appendix A. 
 

Restructure of operations 40.5%

Rationalisation 39.2%

Cost reduction program 32.4%

New policies, processes or technology 31.1%

International expansion 18.9%

Management or board reshuffle 18.9%

CEO dismissal 17.6%

New revenue streams 14.9%

Acquisitions 13.5%

Capital investment program 8.1%

New marketing or sales programs 8.1%

Corporate finance initiatives 5.4%

New strategic alliances 5.4%

Human resources management initiatives 5.4%

Crisis management initiatives 4.1%

Response to Earnings Shock Percentage of Firms

Strategic review of operations 13.5%

 



 

 136

Table 5.9 reveals that 40.5% of firms identify some kind of organisational restructure as 

their response to an adverse earnings shock, consistent with inappropriate organisational 

form; 39.2% of firms point to the rationalisation of their operations, consistent with initial 

overinvestment by managers (e.g. Jensen, 1986); 32.4% of firms embark on a cost 

reduction program, consistent with the cost ‘blowouts’ experienced by sample firms; and 

31.1% of firms propose the implementation of new policies, processes or technology, 

suggesting poor managerial decision-making in the lead up to an adverse earnings shock.  

In addition, 17.6% of firms identify the dismissal of their CEO, and 18.9% identify a 

management or board reshuffle as one of their primary responses to an adverse earnings 

shock.  This suggests that a significant proportion of adverse earnings shocks are blamed 

on poor management (e.g. Wruck, 1990, Khanna and Poulsen, 1995).    

 

Table 5.10       Restructuring, Security Issues and Employee Compensation  
 

This table presents descriptive data on managers’ voluntary restructuring, security issue and 
employee stock/stock option compensation decisions for 74 firms that experience two contiguous 
years of negative or declining earnings.  Data are presented on the percentage of sample firms 
undertaking each action around the earnings shock period, as well as the number of positive 
changes in actions over the period.  A positive change in period t occurs when an action that is not 
taken by a firm in period t-1 is taken by that firm in period t.  Differences in the number of firms 
restructuring, raising external finance and issuing employee stock/stock options around their 
earnings shock period are tested using Wilcoxon signed-ranks tests.          

Percentage Percentage of Positive Changes
of Firms Yr 1 Change Yr 2 Change Yr 2 Change 

from B'mark Yr from B'mark Yr from Yr 1

Voluntary Restructuringa 19% ** 12% 9%
Benchmark Yr 0 5%
Earnings Shock Yr 1 19%
Earnings Shock Yr 2 12%

Public Security Issue 7% *** 14% ** 12%
Benchmark Yr 0 41%
Earnings Shock Yr 1 24%
Earnings Shock Yr 2 26%

Employee Stock/Option Issue 24% *** 15% 11% *
Benchmark Yr 0 16%
Earnings Shock Yr 1 34%
Earnings Shock Yr 2 22%

 
 

*,**,*** indicates statistical significance at the 10%, 5%, and 1% level (two-tailed tests). 
 

a.   Voluntary Restructuring is the announcement by a firm of plans to restructure its core operations (not only a 
single division) identified from management disclosures on the Signal G database. 
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Table 5.10 presents evidence on three actual initiatives undertaken by managers in 

response to adverse earnings shocks.  It is worth recalling here that evidence in Table 5.2 

indicates that firms reduce capital expenditures during their earnings shock periods in 

order to preserve financial liquidity.  Table 5.10 shows that firms also increase voluntary 

restructuring activity during their first earnings shock year.  In addition, sample firms seek 

external finance more often during their earnings shock period, possibly due to anticipated 

liquidity problems.  Finally, firms more frequently issue employee stock or stock options in 

the first year of their earnings shock period.  This might be due to a desire to align 

management incentives to those of shareholders, and motivate managers to take 

personally costly actions to improve financial performance around adverse earnings 

shocks (e.g. General Dynamics case: Dial and Murphy, 1995).  On the other hand, an 

employee stock or stock option issue during a period of poor performance may simply 

reflect higher agency costs (Ralston Purina case:  Campbell and Wasley, 1999), or 

managers ‘cashing out’ when the probability of firm survival decreases (Johnson, Boone, 

Breach and Friedman, 2001). 

 

5.6 The Information Environment around Adverse Earnings Shocks 

 

Managers face a severe communications challenge around adverse earnings shocks.  

Stakeholders increase their demand for high-quality information in order to reassess their 

relationship with the firm, in light of its poor financial performance and increased probability 

of bankruptcy.  However, firms reporting losses and earnings declines have inherently poor 

information environments.  For example, studies have shown that losses have lower 

information content than profits (Hayn, 1995; Basu, 1997; Collins, Maydew and Weiss, 

1997).  Prior research also finds that there is less private information production by 

financial analysts in the market for poorly performing firms, due to low media and investor 

interest, conflicts of interest and short-selling restrictions (McNichols and O’Brien, 1997; 

Francis and Willis, 2001).  Managers might respond to this information vacuum by 

increasing investor communications activity around adverse earnings shocks.92  However, 

they face a severe credibility problem in convincing investors of a future turnaround in 

financial performance (e.g. Frost, 1997).  In this section, we present evidence on the 

information environment faced by firms around adverse earnings shocks.  This potentially 

informs on the nature and severity of the communications challenge faced by managers at 

this time.   

 

                                                 
92 Evidence on this issue is presented in Chapter 6. 
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Table 5.11       Firms’ Information Environments around Adverse Earnings Shocks 
 

This table presents descriptive data on various dimensions of the information environment for 74 
firms that experience two contiguous years of negative or declining earnings.  Panel A presents 
levels data for the information environment variables.  Q1 and Q3 are the first and third quartiles of 
the distribution, respectively.  Panel B presents data on median changes in these variables.  
Differences in median values are tested using Wilcoxon signed-ranks tests.     

Panel A.  Levels Data Mean Median Min Max Q1 Q3 Std dev
Analyst Following
Benchmark Yr 0 8 3 0 39 0 12 11
Earnings Shock Yr 1 8 5 0 37 0 13 9
Earnings Shock Yr 2 7 3 0 37 0 14 8

Ownership Concentration (%)
Benchmark Yr 0 0.67 0.70 0.33 0.98 0.54 0.78 0.15
Earnings Shock Yr 1 0.67 0.69 0.32 0.97 0.57 0.81 0.16
Earnings Shock Yr 2 0.66 0.66 0.29 0.99 0.53 0.78 0.16

Daily Share Value Traded ($m)
Benchmark Yr 0 0.76 0.07 0.00 17.76 0.03 0.28 2.32
Earnings Shock Yr 1 0.88 0.06 0.00 18.99 0.02 0.39 2.60
Earnings Shock Yr 2 0.92 0.05 0.00 17.73 0.02 0.38 2.56

Stock Price Volatility (Daily)
Benchmark Yr 0 0.03 0.02 0.01 0.23 0.01 0.03 0.03
Earnings Shock Yr 1 0.04 0.02 0.01 0.22 0.02 0.04 0.04
Earnings Shock Yr 2 0.04 0.03 0.01 0.27 0.02 0.05 0.04

Stock Price Volatility (Intra-day)
Benchmark Yr 0 0.01 0.01 0.00 0.04 0.01 0.02 0.01
Earnings Shock Yr 1 0.01 0.01 0.00 0.04 0.01 0.02 0.01
Earnings Shock Yr 2 0.02 0.02 0.00 0.07 0.01 0.02 0.01

ASX Stock Price Queries
Benchmark Yr 0 0 0 0 3 0 0 1
Earnings Shock Yr 1 1 0 0 6 0 1 1
Earnings Shock Yr 2 0 0 0 2 0 0 1

Panel B.  Median Changes Yr 1 Change Yr 2 Change Yr 2 Change 
from Benchmark Yr from Yr 1 from Benchmark Yr

Analyst Following 2 -2 0

Ownership Concentration -0.1% -0.8% -0.9%

Daily Share Value Traded -0.012 -0.012 -0.024

Stock Price Volatility (Daily) 0.004 *** 0.002 *** 0.006 ***

Stock Price Volatility (Intra-day) 0.000 0.002 0.003

ASX Stock Price Queries 0 0 ** 0
 

*,**,*** indicates statistical significance at the 10%, 5%, and 1% level (two-tailed tests). 
 

Analyst following is measured as the maximum number of analysts registering earnings forecasts on the IBES 
database, during year 0, for any single forecast horizon. 
Ownership Concentration is the percentage of outstanding equity owned by the largest twenty shareholders. 
Daily Share Value Traded is the dollar value ($Am) of shares traded daily. 
Stock Price Volatility (Daily) is the standard deviation of the vector of residuals for each firm from a market 
model regression estimated for disclosure period t. 
Stock Price Volatility (Intra-day) is the mean difference for each firm between the highest and lowest trading 
price for day d, scaled by closing price for day d-1. 
ASX Stock Price Queries represents the number of stock price queries issued to each firm by the ASX. 
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Table 5.11 presents statistics on information environment variables over the sample 

period.  Panel A examines levels data, while Panel B analyses changes in information 

environment variables during the earnings shock period.  The mean (median) number of 

financial analysts following firms during their benchmark year is 8 (3).  Firms’ analyst 

following does not change significantly over the earnings shock period.  Sample firms also 

appear to be tightly held, with around 67% of stock held by the largest 20 shareholders 

over the sample period.  There is no significant change in ownership concentration over 

the sample period; neither is there a significant change in the value of shares traded daily 

or intra-day stock price volatility.  However, firms experience a significant increase in daily 

stock price volatility as they enter their earnings shock period.  Stock price volatility 

escalates further in their second earnings shock year.  This is consistent with greater 

investor uncertainty around adverse earnings shocks (e.g. Beaver, 1968; Black, 1986), 

which must be addressed by managers’ communications with the capital market.  This 

interpretation is supported by the significant increase in the number of share price queries 

issued by the Australian Stock Exchange [ASX] to sample firms in the second year of their 

earnings shock period.  The ASX issues a stock price query when “trading may be taking 

place in a listed entity and the market is not fully informed”.  Greater stock price volatility 

may also reflect the increased trading activity of transient institutions that trade on short-

term earnings news and destabilise share prices (Potter, 1992; Sias, 1996; Bushee and 

Noe, 2000).  This may come about as a result of large institutional investors dumping their 

shares (e.g. Attari, Banerjee and Noe, 2005).  Since more volatile stock prices may 

translate into a higher cost of capital, managers will have incentives to design their investor 

communications strategies to retain interest from long-term institutional investors and 

minimise destabilising trading of their stock by transient institutions.93 

 

5.7  Conclusion 

 

This chapter analyses the causes and consequences of firms’ adverse earnings shocks.  

Sample firms attribute their poor financial performance primarily to firm-specific shocks, 

industry downturns, competitive pressure and poor economic conditions.  In addition, 

12.2% of sample firms identify some type of management failure as contributing to their 

adverse earnings shocks.  Firms on average experience massive negative market-

adjusted stock returns in their earnings shock years of -28.4% and -20.5%, relative to their 

benchmark year.  Sample firms also experience significantly poorer industry-adjusted 

earnings performance in their earnings shock period.  Firms perform even more poorly 
                                                 
93Managers are especially sensitive to a higher cost of capital around adverse earnings shocks, given that they 
raise external finance more frequently and face a heightened threat of takeover at this time. 
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during their second earnings shock year, suggesting that they face operational challenges 

that are persistent and difficult to resolve.  Further evidence indicates that firms’ adverse 

earnings shocks are primarily due to ‘cost blowouts’.  There also appears to be significant 

cross-sectional variation in earnings performance, especially during the earnings shock 

period.  This suggests that the empirical tests in subsequent chapters should control for 

the severity of firms’ adverse earnings shocks when modelling managers’ investor 

communications choices.  Of the 74 sample firms, 59 (80%) survive the two-year post-

shock period.  Surviving firms do not recover from their earnings shocks, though their 

earnings performance does not deteriorate further. 

 

In addition, sample firms are targeted more frequently in corporate control contests around 

their earnings shock periods.  In their second earnings shock year, sample firms 

experience a significantly higher number of large increases in block shareholdings, which 

may be a precursor to takeovers and proxy contests launched in subsequent years.  Firms 

experience a significant increase in top management dismissals, but not board turnover.  

In addition, 17.6% (18.9%) of firms identify dismissal of their CEO (a management or board 

reshuffle) as one of their primary responses to an adverse earnings shock.  This suggests 

a significant proportion of adverse earnings shocks might be due to poor management. 

 

The most common strategic operating responses to adverse earnings shocks identified in 

management disclosures are restructuring, rationalisation, cost reduction programs and 

the implementation of new policies, processes or technology.  Firms also appear to 

preserve financial liquidity around adverse earnings shocks by cutting capital expenditure. 

In addition, sample firms seek external finance and issue employee stock and stock 

options more frequently during their earnings shock period.   

 

Sample firms experience heightened stock price volatility during their earnings shock 

period.  This could reflect greater investor uncertainty around adverse earnings shocks.  

We also present evidence that large institutional investors dump firms’ shares during the 

second year of their adverse earnings shock.  Given that divestment of shares by large, 

long-term institutional investors makes way for short-term traders (e.g. Attari, Banerjee and 

Noe, 2005), greater stock price volatility might also reflect the increased presence of 

transient institutions that trade on short-term earnings news and destabilise share prices 

(Potter, 1992; Sias, 1996; Bushee and Noe, 2000).  Therefore, managers might design 

their investor communications strategies to retain interest from long-term institutional 

investors and minimise destabilising trading of their stock by transient institutions. 
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Chapter 6 

Investor Communications Activity 
around Adverse Earnings Shocks 
 

 

Enron could have disclosed more but did not.  It revelled in information asymmetry.   
What were we to infer from this- that it had a secret, non-patentable elixir for money-

making…?  Or rather that full disclosure would have been embarrassing? 
  

Jeffrey N. Gordon, What Enron means for the value and control  
of the modern business corporation: some initial reflections, 2003. 

 

 

6.1      Introduction 

 

This chapter studies investor communications activity around adverse earnings shocks.  In 

particular, we are interested in whether firms scale down voluntary communications with 

the capital market when faced with sudden poor financial performance.  Following a spate 

of high-profile corporate collapses, commentators in the media, financial practitioners, 

investor groups, policymakers and regulators have raised serious concerns over the 

degree to which managers are forthcoming with bad news.  Admati and Pfleiderer (1998) 

claim that "[f]ull voluntary disclosure . . . rarely seems to occur in reality, and firms typically 

do not disclose more than regulation requires” [p. 2].  Anecdotal evidence linked to these 

concerns is supported by theoretical research on voluntary disclosure.  Analytical models 

demonstrate that when firms face proprietary costs from public disclosure and/or managers 

are not always informed, managers maximise stock price by releasing positive earnings 

news and withholding information on poor financial performance (Verrecchia, 1983; Dye, 

1985; Jung and Kwon, 1988).  These results are, however, derived in a single-period, 

perfectly competitive capital market setting. 

 

In real institutional settings, managers are subject to a range of private incentives to 

voluntarily communicate information about an adverse earnings shock.  Investor 

communications may help resolve heightened investor uncertainty around an adverse 

earnings shock, and thereby reduce the cost of capital.  Managers may also use investor 

communications to build a reputation for transparency or to convince investors and the 

board of directors that they are aware of the causes/consequences of their adverse 
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earnings shock and are well placed to turn their firms’ financial performance around.  In the 

low-litigation Australian setting, these private incentives are expected to dominate the 

litigation-avoidance incentives usually cited when explaining voluntary disclosure by poorly 

performing U.S. firms.  Therefore, our evidence on whether firms scale down investor 

communications around an adverse earnings shock bears upon the effectiveness of 

private incentives, as well as internal governance mechanisms, in promoting voluntary 

communication of bad news by poorly performing firms. 

 

This study utilises an extensive database of investor communications for 74 firms listed on 

the Australian Stock Exchange [ASX].  We conduct a thorough empirical analysis of the 

volume of investor communications by firms around an adverse earnings shock.  In section 

6.2, we investigate whether firms scale down their investor communications activity around 

an adverse earnings shock, following their benchmark year of positive earnings 

performance.  We then take a closer look at aspects of firms’ investor communications 

activity over the earnings shock period in section 6.3.  Section 6.4 concludes.   

 

6.2     The Volume of Investor Communications  

 

This section examines the volume of investor communications released by managers 

faced with a sudden decline in financial performance.  Managers are confronted with a 

severe communications challenge around adverse earnings shocks.  Table 6.1 presents 

evidence on how managers meet this challenge through their investor communications 

activity.  Panel A presents data on time-weighted qualitative financial disclosures.94  Time-

weighting involves multiplying each disclosure by the proportion of the relevant reporting 

period remaining on the date the disclosure is issued.  As such, the time-weighted 

measure reflects the proportion of the period for which information contained in 

management disclosures is made available to investors, capturing both the frequency and 

timeliness of management disclosures.95  It should also be restated here that disclosures 

are assigned to the period to which they refer and not necessarily to the period in which 

they are issued.96  Therefore, our disclosure measures capture the volume of information 

firms communicate about their adverse earnings shock. 
                                                 
94 Strategy disclosures are primarily qualitative statements of future direction, objectives and action plans.  
However, disclosures of new projects and strategies can include quantitative disclosures regarding the 
expected future benefits of the strategy.  Therefore, strategy disclosures, strictly, span the qualitative and 
quantitative disclosure categories.  For expositional convenience we examine strategy disclosures in 
conjunction with other qualitative disclosures in this section.  
95 See section 4.6 (viii) for a more formal account of the time-weighting scheme. 
96 For instance, a forecast of 1997 earnings issued in 1996 is included in the disclosure measure for 1997, as 
are contemporaneous disclosures made at the 1997 annual general meeting.  See section 4.6 and 4.7 for a 
through review of the disclosure coding scheme employed in this thesis. 
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Table 6.1        Investor Communications: Summary Statistics 
 

This table presents summary statistics on investor communications choice for 74 firms that experience 
two contiguous years of negative or declining earnings.  Panel A presents levels data on time-weighted 
measures of qualitative disclosure.  Time-weighting involves weighting each disclosure by a measure of 
its timeliness (see section 4.6 (viii) for details).  Panel B presents count data on quantitative disclosures.  
Panel C presents data on the percentage of firms making dividend changes and share repurchases.  

Benchmark       Earnings Shock Period
Year 0 Year 1 Year 2

Panel A.     Qualitative Disclosures  (Time-weighted)     

QUAL
Mean 37.4 42.5 39.9
Median 24.8 30.2 29.5
Std dev 40.9 32.6 32.5

STRATEGY
Mean 30.7 27.1 26.7
Median 22.9 21.0 21.0
Std dev 29.4 22.1 23.2

Panel B.     Quantitative Disclosures (Count)    

EFOR 31 57 66

EPRE 6 17 20

DISQNT 12 15 10

Panel C.     Dividends and Share Repurchases 

DIV_INCR 59.5% 33.8% 18.9%

DIV_CUT 8.1% 45.9% 51.4%

SREP 0% 5.4% 5.4%

 
 
Summary of Variables:   
 

QUAL is the time-weighted number of qualitative disclosures made by a firm about the period. 
STRATEGY is the time-weighted number of strategy disclosures made by a firm about the period. 
EFOR  is the total number of original earnings forecasts issued by sample firms for the period. 
EPRE is the total number of earnings preannouncements issue by sample firms for the period. 
DISQNT is the total number of quantitative disclosures other than earnings forecasts for the 
consolidated entity and earnings preannouncements issued by sample firms for the period. 
DIV_INCR (DIV_CUT) equals the percentage of sample firms increasing (cutting) grossed-up 
dividends in period t. 
SREP = equals the percentage of sample firms announcing an on-market share repurchase during 
the disclosure period. 
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Panel A reports that the mean (median) firm issues between 37.4 (24.8) and 42.5 (30.2) 

time-weighted qualitative financial disclosures per year about their benchmark and 

earnings shock periods.  This is a higher level of qualitative disclosure than reported in 

previous studies.97  Miller (2002) finds that firms disclose 12.4 information items on 

average per year for his sample of U.S. firms experiencing positive earnings performance, 

which are expected to provide greater levels of voluntary disclosure.  In addition, Miller’s 

sample of disclosures includes earnings forecasts, which are reported separately in this 

study.  Lang and Lundholm (2000) also examine a sample of firms that are expected to 

undertake greater levels of voluntary disclosure.  They find that firms issuing equity 

disclose an annual average of 6.49 disclosures, which provide ‘managerial 

quotes/emphasis’ or ‘significant detail’ on earnings announcements.  The higher level of 

qualitative disclosure reported here may be due to the more comprehensive disclosure 

data utilised in this thesis.  Consistent with this interpretation, Atmadja and Tarca (2004) 

report that Australian firms provide a relatively low level of voluntary disclosure relative to 

an “international benchmark’ list of possible disclosures, in their study of narrative 

disclosures in the annual report.  The mean (median) time-weighted number of strategy 

disclosures issued by sample firms is also high, ranging from between 26.7 (21) to 30.7 

(22.9) over the sample period.  In comparison, Frost (1997) finds that the mean (median) 

number of ‘positive steps’ disclosures issued by her sample of financially distressed firms 

is 0.96 (0).98  Lang and Lundholm (2000) report an annual average of 4.19 “non-financial 

(e.g. new products)” disclosures for their sample of firms raising equity capital.   

 

Panel B of Table 6.1 examines the total number of quantitative disclosures issued by 

sample firms for each year in their benchmark and earnings shock periods.99  Forecasts 

and preannouncements may be issued for any half-yearly period, and so there are 148 

firm-periods each financial year for which an (original) quantitative disclosure can be 

issued.  Sample firms release 31 earnings forecasts for their benchmark year, 57 for their 

first earnings shock year and 66 for their second earnings shock year.  Therefore, the 

percentage of sample firms issuing an earnings forecast per half-year climbs from 21% in 

the benchmark year to 45% in the second earnings shock year.  Choon and Taylor (2000) 

find that between 21.8% and 27.7% of their sample of Australian firms disclose an 

earnings forecast in their annual report.  A priori, a greater percentage of firms are 

                                                 
97 For comparison to prior studies, note that time-weighting understates the number of contemporaneous 
disclosures issued and overstates the number of prospective disclosures. 
98 Her sample consists of 81 firms receiving a first-time modified audit report, and includes 58 ‘stressed’ firms. 
99 Given the relatively infrequent use of quantitative disclosures, descriptive statistics on average time-weighted 
measures for firms are not informative.  Instead, we have chosen to report the total number of forecasts issued 
by sample firms per year over the sample period.    
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expected to provide at least one forecast in the U.S. market, since there are five possible 

periods for which an earnings forecast can be issued by U.S. firms compared to two half-

yearly periods for Australian firms.100  Kile, Pownall and Waymire (1998) report that on 

average 41% of their sample of U.S. firms issue at least one quarterly or annual earnings 

forecast during a financial year.  Similarly, Kasznik and Nelson (2001) find that 44% to 

50% of their sample of U.S high-technology firms disclose an earnings forecast in a 

financial year.   

 

The number of earnings preannouncements issued by sample firms varies from 6 in the 

benchmark year, to 17 in the first earnings shock year and 20 in the second earnings 

shock year. Therefore, earnings preannouncements are a relatively infrequent form of 

communication, with earnings being preannounced for only 4% of half-years in the 

benchmark year and between 11.5% and 13.5% of half-years in the earnings shock period.   

This is consistent with evidence presented by Kile, Pownall and Waymire (1998) that 

earnings preannouncements make up only 16% of their sample of prospective earnings 

disclosures.  In addition, managers do not frequently communicate with the capital market 

through disaggregated quantitative disclosures such as revenue and business segment 

forecasts.  A revenue or business segment forecast is issued for between 7% and 10% of 

half-years over the sample period. 

 

Apart from voluntary disclosures, firms communicate with the capital market through 

corporate finance signals such as dividend changes and share repurchases.  Panel C 

reports that 59.5% of sample firms increase annual dividends in their benchmark year of 

positive earnings performance, compared to 33.8% of firms in their first earnings shock 

year and 18.9% in the second earnings shock year.  In comparison, DeAngelo, DeAngelo 

and Skinner (1996) find that 68.3% of their firms increase dividends in the year they report 

a decline in earnings following nine or more consecutive years of growth.  Since 68% of 

these firms subsequently cut dividends, DeAngelo et al. attribute dividend increases by 

firms reporting an earnings decline to managerial overoptimism.  In contrast, our sample of 

Australian firms reporting negative or declining earnings does not appear to be reluctant to 

cut dividends when faced with sudden poor performance.  Roughly half of sample firms cut 

dividends each earnings shock year, compared to only 8.1% of firms in the benchmark 

year.  Sample firms do not repurchase shares in the benchmark period.  However, four 

sample firms (5.4%) announce share repurchase programs in each earnings shock year.  

                                                 
100 That is, quarterly reporting means that one forecast can be issued for each quarter as well as the full year 
(hence five periods).  Under a half-yearly reporting regime, a forecast of second half profits is equivalent to a 
forecast of annual profits (hence two periods).  
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Lamba and Ramsey (2000) provide evidence that only 100 listed Australian firms 

repurchased shares between 1996 and 1998.    

 

In addition to the investor communications examined in Table 6.1, sample firms make a 

total of eleven presentations to analyst societies during the sample period, and one 

conference call recorded with ASX.  Analyst presentations are not included in the formal 

analysis, because (apart from their infrequent use) the full text of all presentations is not 

always available on the Signal G database.  When the full text is available, it appears that 

managers often focus on general stock market trends, as well as on the history of their 

firms, providing relatively little information on the current or future financial performance of 

their firms.  The extremely infrequent use of conference calls can be explained by the fact 

that they have only recently become popular as an investor communications medium 

(Tasker, 1998).  A provision for ‘open briefings’ to the investment community was only   

made by the Australian Stock Exchange in September 1999, at the very end of our sample 

period.  Therefore, we expect that analyst presentations and conference calls convey little 

information beyond that contained in the commentary to financial reports, press releases, 

the Chairman’s address at the AGM and other disclosure venues surveyed in this thesis. 

 

Empirical research on voluntary disclosure by U.S. firms reveals that firms disclose bad 

news to minimise the expected cost of adverse stockholder litigation due to non-timely 

disclosure (Skinner, 1994, 1997).  These litigation avoidance incentives are highly 

attenuated in the Australian setting (Taylor and Taylor, 2003).  Other U.S. based studies 

have shown that managers are subject to private incentives to withhold bad news.  Miller 

(2002) studies voluntary disclosure activity by firms who experience sustained increases in 

quarterly earnings.  He finds that firms increase the volume of information disclosed during 

positive financial performance.  However, as firms approach the end of a sequence of 

earnings increases, they tilt their disclosures toward short-term earnings news.  Miller 

interprets this finding as evidence that managers emphasise positive earnings 

performance in voluntary disclosures and distract from an impending decline in financial 

performance. 
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Table 6.2       Investor Communications: Changes 
 

This table presents data on median changes in investor communications variables for 74 firms in 
their benchmark year and the two earnings shock years, in which they experience negative or 
declining earnings.  Differences in median values are tested using Wilcoxon signed-ranks tests.  
Variables are defined in Table 6.1. 
 

Yr 1 Change Yr 2 Change Yr 2 Change 
from Benchmark Yr from Benchmark Yr from Yr 1

Panel A.     Qualitative Disclosures (median- time-weighted)

QUAL 5.5 *** 4.7 *** -0.8

STRATEGY -1.9 -1.9 0.0

Panel B.      Quantitative Disclosures (median-count)

EFOR 26 *** 35 *** 9

EPRE 11 *** 14 * 3

DISQNT 0 0 0

Panel C.     Dividend Changes and Share Repurchases (%)

DIV_INCR -25.7% *** -40.5% *** -14.9% **

DIV_CUT 37.8% *** 43.2% *** 5.4% **

SREP 5.4% ** 5.4% ** 0.0%
 

 
            *,**,*** indicates statistical significance at the 10%, 5%, and 1% level (two-tailed tests). 
 
Summary of Variables:   
 

QUAL is the time-weighted number of qualitative disclosures made by a firm about the period. 
STRATEGY is the time-weighted number of strategy disclosures made by a firm about the period. 
EFOR  is the total number of original earnings forecasts issued by sample firms for the period. 
EPRE is the total number of earnings preannouncements issue by sample firms for the period. 
DISQNT is the total number of quantitative disclosures other than earnings forecasts for the 
consolidated entity and earnings preannouncements issued by sample firms for the period. 
DIV_INCR (DIV_CUT) equals the percentage of sample firms increasing (cutting) grossed-up 
dividends in period t. 
SREP = equals the percentage of sample firms announcing an on-market share repurchase during 
the disclosure period. 
 

 

Table 6.2 formally analyses changes in investor communications activity over the sample 

period.  Contrary to the conventional view that poorly performing firms scale down 

communication with the capital market, we find that our sample of firms actually step up 

voluntary disclosure when faced with sudden poor financial performance.   There is a 

significant increase in qualitative disclosures, earnings forecasts and earnings 

preannouncements in both earnings shock years, relative to the benchmark year.  The 

median firm provides 5.5 (4.7) more time-weighted qualitative financial disclosures for the 

first (second) earnings shock year.  Sample firms disclose a total of 26 (35) more earnings 

forecasts and 11 (14) more earnings preannouncements for the first (second) earnings 
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shock year.  Managers do not significantly reduce the level of strategy disclosure or 

disaggregated quantitative disclosure they provide during the earnings shock period.  The 

conclusions are not altered for any category of disclosure when switching between time-

weighted disclosure measures and disclosure counts.  The only difference when analysing 

time-weighted disclosures is that the median number of firms preannouncing earnings in 

the second earnings shock year is significantly higher than in the benchmark period at the 

5% rather than the 10% significance level.   

 

In addition, managers are significantly less likely to increase dividends and more likely to 

cut dividends in the earnings shocks period.   This will be due partly to the requirement that 

dividends are paid out of retained earnings (Corporations Act, section 254T).  Rather than 

representing a decline in communication, reduced dividends signal a decrease in 

sustainable earnings to the capital market, consistent with the persistently poor earnings 

performance of sample firms in the two years following their earnings shock period (see 

Table 5.5).  The increased cost of raising dividends during an adverse earnings shock 

could mean that the 33.8% (18.9%) of firms that increase dividends in the first (second) 

earnings shock period send an even stronger signal to the capital market of a turnaround in 

financial performance.  Finally, firms are more likely to conduct share repurchases in their 

earnings shock period, consistent with share repurchases being used to eliminate stock 

undervaluation and signal that poor earnings performance is transitory (Jagannathan, 

Stephens and Wesibach, 2000; Guay and Harford, 2000).        

 

Therefore, firms step up communications with the capital market when faced with sudden 

poor financial performance.  In the low-litigation Australian setting, firms might respond to 

an adverse earnings shock by increasing investor communications in order to reduce 

information asymmetry or signal a turnaround in financial performance.  Managers face a 

severe communications challenge around adverse earnings shocks.  They must convince 

the board of directors, shareholders, analysts, professional investors, brokers, credit rating 

agencies, suppliers, customers and employees that they have identified the causes of their 

firms’ adverse earnings shock and selected response strategies that will turn their firms’ 

financial performance around.  In order to avoid the loss of corporate control, managers 

must also emphasise their firm-specific knowledge and convey that the assets of the firm 

cannot be put to a more productive use elsewhere.  However, an increase in investor 

communications around adverse earnings shocks might still reflect managerial 

opportunism.   Managers may step up investor communications around adverse earnings 

shocks to ‘hype’ their stock by issuing positively biased forecasts and qualitative 
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projections aimed at delaying stock price declines and avoiding corporate control contests.  

These hypotheses are investigated in Chapters 7 and 8 of this thesis. 

 

6.3 A Closer Look at Investor Communications Activity 

 

In the subsequent chapters we model why managers communicate with the capital market 

around adverse earnings shocks, how they choose between alternative modes of investor 

communications, why managers are forthcoming with bad earnings news, and what 

motivates them to positively bias their forward-looking disclosures.  The extensive set of 

investor communications surveyed in section 6.1 is utilised in these analyses.  Prior to 

embarking on the empirical tests, it is useful to take a closer look at each mode of investor 

communications.  This aids in the interpretation of the empirical results presented in 

subsequent chapters. 

 

 
Table 6.3       Qualitative Financial Disclosure: Contemporaneous and Prospective 
 

This table presents descriptive statistics on the two categories of qualitative financial disclosure 
made by 74 sample firms who experience two contiguous years of negative or declining earnings.  
Qualitative disclosures may be contemporaneous or prospective, where a prospective disclosure 
refers to future financial performance.  Panel A presents data on the median number of time-
weighted contemporaneous and prospective qualitative disclosures across firms.  Time-weighting 
involves weighting each disclosure by a measure of its timeliness (see section 4.6 (viii) for details).  
Panel B presents data on median changes in qualitative financial disclosure by firms over the 
sample period.  Differences in median values across periods are tested using Wilcoxon signed-
ranks tests.   

Panel A.   Time-Weighted Number of Disclosures (Median)

Contemporaneous Prospective Overall

Benchmark Yr 0 16.7 8.8 24.8

Earnings Shock Yr 1 17.9 13.1 30.2

Earnings Shock Yr 2 15.6 15.0 29.5
 

 
Panel B.   Changes in Disclosure (median)

Yr 1 Change Yr 2 Change Yr 2 Change 
from Benchmark Yr from Benchmark Yr from Yr 1

Contemporaneous 1.2 -1.0 -2.2 ***

Prospective 4.3 *** 6.1 *** 1.8

 
            *,**,*** indicates statistical significance at the 10%, 5%, and 1% level (two-tailed tests). 

 



 

 150

6.3.1    Qualitative Financial Disclosure 
 

Qualitative financial disclosures are either contemporaneous disclosures that provide 

details on current financial performance or prospective disclosures that project and explain 

future financial performance.  Table 6.3 presents evidence on the time-weighted number of 

contemporaneous and prospective qualitative financial disclosures.  Panel A reports that 

the median number of time-weighted contemporaneous qualitative disclosures varies 

between 15.6 and 17.9 over the sample period.  The median time-weighted number of 

prospective qualitative disclosures increases from 8.8 in the benchmark year to 13.1 in the 

first and 15 in the second earnings shock year.  An inspection of count data on disclosures 

reveals that 39% of qualitative financial disclosures released in the earnings shock period 

are prospective, compared to 27% in the benchmark year.101  In contrast, Atmadja and 

Tarca (2004) report that only 15% of narrative disclosures by Australian firms in their 

annual reports are prospective.  Panel B reveals that the significant increase in qualitative 

financial disclosure for the earnings shock period is due entirely to firms expanding their 

use of prospective qualitative disclosures.  Lang and Lundholm (2000) present evidence 

for their sample of firms engaged in stock offerings that such an expansion of prospective 

disclosures represents management ‘hype’. 

 

Table 6.4 examines the disclosure venues used to convey qualitative financial information.  

A total of 5992 (2272) contemporaneous (prospective) qualitative disclosures are issued 

over the sample period, of which 32% (32%) are released in the half-yearly report, 27% 

(25%) in the preliminary final statement, 23% (31%) in the Chairman’s address at the 

annual general meeting [AGM] and 11% (10%) in press releases.  A closer inspection of 

Panel B reveals that the increase in prospective qualitative disclosures for the earnings 

shock period is channelled through the Chairman’s address at the AGM, as well as through 

press releases. 

                                                 
101 Count data on qualitative financial disclosures is presented in Table 6.5 and 6.6 below. 
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Table 6.4                   Qualitative Disclosure Venues 
 
This table presents data on the choice of venue for qualitative financial disclosure.  Panel A (B) reports the 
number of contemporaneous (prospective) qualitative financial disclosures made in each disclosure venue.  
 

Panel A.   Contemporaneous Qualitative Disclosures 

Benchmark Yr 0 E Shock Yr 1 E Shock Yr 2 Total

Half-yearly Report 573 656 677 1906

Preliminary Final Statement 571 542 526 1639

Other Financial Report 101 74 56 231

Chairman's Address at AGM 504 482 366 1352

Press Release 181 273 194 648

Earnings Preannouncement 43 86 84 213

Analyst Presentation 3 0 0 3

          Total 1976 2113 1903 5992

Panel B.   Prospective Qualitative Disclosures 

Benchmark Yr 0 E Shock Yr 1 E Shock Yr 2 Total

Half-yearly Report 233 271 218 722

Preliminary Final Statement 176 192 188 556

Other Financial Report 1 9 10 20

Chairman's Address at AGM 198 256 260 714

Press Release 24 82 118 224

Earnings Preannouncement 3 14 19 36

Analyst Presentation 0 0 0 0

          Total 635 824 813 2272  
 

Table 6.5 presents evidence on the tone of qualitative financial disclosures and the 

performance attributions made in these disclosures.  Of all contemporaneous (prospective) 

qualitative disclosures, 52% (63%) are positive in tone and 34.5% (18%) are negative in 

tone.  This contrasts with evidence presented by Frost (1997), who reports that 93% of 

prospective disclosures released by managers of financially distressed firms have a 

positive tone. Attributions of performance to internal factors are made in 25% (26%) of 

contemporaneous (prospective) qualitative disclosures, while external attributions are 

made in 43.5% (34.5%) of cases.  Of all performance attributions made by managers in 

contemporaneous (prospective) qualitative disclosures, bad news is attributed to factors 

beyond the control of management in 96% (98%) of cases, while 70% (66%) of good news 

is attributed to internal factors.  This is consistent with evidence presented by Baginski, 

Hassell and Hillison (2000) that managers use qualitative disclosures to make excuses for 

poor performance.  In addition, managers are not reluctant to take credit for good news.    
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Table 6.5       Qualitative Disclosure: Performance Attributions and Tone 
 
This table presents descriptive evidence on the relationship between the tone of qualitative financial 
disclosures made by 74 firms experiencing two years of negative or declining earnings and the 
nature of performance attributions made in these disclosures.  Financial performance can be 
attributed to internal or external factors, where an external attribution is defined as an attribution of 
performance to any factor beyond the control of management.  Qualitative disclosures such as 
statements on the business climate faced by the firm and the firm’s overall liquidity position can be 
made without an attribution (see section 4.7.1 for details).  Panel A (B) reports the number of 
contemporaneous (prospective) qualitative financial disclosures, by tone and type of attribution.  
 
Panel A.   Contemporaneous Qualitative Disclosures 

Negative Tone Neutral Tone Positive Tone Total

Internal Attribution
Benchmark Yr 0 12 12 563 587
Earnings Shock Yr 1 29 16 450 495
Earnings Shock Yr 2 32 12 392 436

1518

External Attribution 
Benchmark Yr 0 408 81 273 762
Earnings Shock Yr 1 689 94 178 961
Earnings Shock Yr 2 646 100 138 884

2607

No Attribution
Benchmark Yr 0 46 163 418 627
Earnings Shock Yr 1 108 178 372 658
Earnings Shock Yr 2 98 173 311 582

1867

          Total 2068 829 3095 5992

Panel B.   Prospective Qualitative Disclosures 

Negative Tone Neutral Tone Positive Tone Total

Internal Attribution
Benchmark Yr 0 0 0 157 157
Earnings Shock Yr 1 6 7 182 195
Earnings Shock Yr 2 1 2 229 232

584

External Attribution 
Benchmark Yr 0 52 50 108 210
Earnings Shock Yr 1 132 66 98 296
Earnings Shock Yr 2 151 41 87 279

785

No Attribution
Benchmark Yr 0 15 45 208 268
Earnings Shock Yr 1 20 64 249 333
Earnings Shock Yr 2 38 53 211 302

903

          Total 415 328 1529 2272  
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6.3.2     Strategy Disclosure 
 

Strategy disclosures come in two forms.  Long-form strategy disclosures are 

announcements regarding new projects, corporate restructuring or shifts in overall strategy 

that are assigned a separate document or distinct section or paragraph in a periodic 

financial report.  The individual disclosures in these announcements are summed to 

provide a measure of long-form strategy disclosure.  Concise strategy disclosures are 

typically one-sentence statements that are not obviously differentiated from surrounding 

text.  Table 6.6 examines the use of these two forms of strategy disclosure.  There appears 

to be no major difference in managers’ use of long-form and concise strategy disclosures 

over the sample period.  There is also little evidence of a change in the number of long-

form and concise strategy disclosures issued in the earnings shock period.102  

 

Table 6.6         Strategy Disclosure: Concise and Long-Form  
 
This table presents descriptive statistics on the two forms of strategy disclosure made by 74 sample 
firms who experience two contiguous years of negative or declining earnings.  Strategy disclosures 
may be concise or long-form.  Long-form strategy disclosures are announcements regarding new 
projects, corporate restructuring or shifts in overall strategy that are assigned a separate document 
or distinct section or paragraph in a periodic financial report. Concise disclosures are typically one-
sentence statements on general aspects of corporate strategy that are not obviously differentiated 
from the surrounding text (see section 4.7.2 for details).  Panel A presents data on the median 
number of time-weighted concise and long-form strategy disclosures across firms for each event 
year.  Time-weighting involves weighting each disclosure by a measure of its timeliness (see 
section 4.6 (viii) for details).  Panel B presents data on median changes in strategy disclosure over 
the sample period.  Differences in median values across periods are tested using Wilcoxon signed-
ranks tests.   

 

Panel A.   Time-Weighted Number of Disclosures (median)

Concise Long-Form Overall

Benchmark Yr 0 10 11.4 22.9

Earnings Shock Yr 1 12 8.7 21.0

Earnings Shock Yr 2 10 9.0 21.0
 

          

Panel B.   Changes in Disclosure (median)

Yr 1 Change Yr 2 Change Yr 2 Change 
from Benchmark Yr from Benchmark Yr from Yr 1

Concise 2.0 0.0 -2.0

Long-form -2.7 * -2.4 0.3
 

 
 *,**,*** indicates statistical significance at the 10%, 5%, and 1% level (two-tailed tests). 

                                                 
102 There is marginal evidence of a decline in long-form strategy disclosures for the first earnings shock year 
(significant at the 8% level). 
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Table 6.7         Earnings Forecasts: Frequency, Timeliness and Tone  
 
This table presents descriptive evidence on how the frequency and timeliness of earnings forecasts 
varies with the tone of the earnings forecast, for a sample of 74 firms experiencing two years of 
negative or declining earnings.  Panel A reports the number of negative, neutral and positive tone 
earnings forecasts.  Panel B describes how the timing of earnings forecasts varies with forecast 
tone.  Reported values are medians taken across all sample firms for each event year.  Timing is 
measured as the number of days between the issuance of a forecast and the end of the reporting 
period for which the forecast is issued. 
 
Panel A.  Number of Earnings Forecasts

Negative Tone Neutral Tone Positive Tone Total

Benchmark Yr 0 7 2 22 31

Earnings Shock Yr 1 35 8 14 57

Earnings Shock Yr 2 40 11 15 66

          Total 82 21 51 154

Panel B.  Median Timing of Earnings Forecasts

Negative Tone Neutral Tone Positive Tone ALL

Benchmark Yr 0 117 70 142 133.5

Earnings Shock Yr 1 74 203 232 118

Earnings Shock Yr 2 54 221 225 127.5
 

 

 
6.3.3      Earnings Forecasts 
 

We further examine the use of management earnings forecasts over the sample period.  

Specifically we investigate whether earnings forecasts are used to convey good or bad 

news, as well as how early earnings forecasts are issued in the relevant reporting period.   

Table 6.7 presents statistics on the frequency, tone and timeliness of earnings forecasts.  

Only 13.6% of all earnings forecasts issued over the sample period are neutral in tone, 

confirming prior evidence that earnings forecasts are used to communicate extreme 

financial performance (Lees, 1981).  Panel A reveals that 71% of earnings forecasts are 

positive in tone for the benchmark year.  In comparison, Choon and Taylor (2000) find that 

85% of management earnings forecasts issued by their sample of Australian firms convey 

good news.  For the earnings shock period, only 24% of earnings forecasts are positive in 

tone.  This suggests that managers increase earnings forecast activity in the earnings 

shock period to warn investors of impending earnings disappointments.  Managers’ use of 

profit warnings is formally analysed in section 7.3.  Panel B reveals that the median 

earnings forecast is issued between 118 and 133.5 days before the end of the reporting 
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period.  Negative tone earnings forecasts are issued later in the period than positive tone 

forecasts.  This confirms prior evidence that good news earnings forecasts are released 

early in the period, while bad news forecasts are issued late in the period (e.g. Penman, 

1980; Lev and Penman, 1990; Skinner, 1994; Soffer, Thiagarajan and Walter, 2000).  The 

low-litigation Australian setting, suggests that the asymmetric timing of good and bad news 

earnings forecasts may not be entirely attributable to litigation avoidance incentives driving 

disclosure of bad news.    

  

 

6.3.4     Earnings Preannouncements 
 

Earnings preannouncements are disclosures of earnings made subsequent to the reporting 

period end, but prior to the release of the financial report for the period.  We investigate 

whether earnings preannouncements are used to convey bad news.  Table 6.8 presents 

evidence on the tone of earnings preannouncements.  As expected, earnings 

preannouncements are primarily negative tone disclosures, with 65% of 

preannouncements made in the earnings shock period conveying bad news and only 22% 

conveying good news.  This corroborates evidence in prior studies of voluntary disclosure 

(e.g. Skinner, 1994; Soffer, Thiagarajan and Lev, 2000).  The evidence suggests that 

managers increase their earnings preannouncement activity in the earnings shock period 

to alert investors to impending earnings disappointments. 

 
 
Table 6.8         Earnings Preannouncements: Tone  
 
This table presents data on the tone of earnings preannouncements for a sample of 74 firms 
experiencing two years of negative or declining earnings.  An earnings preannouncement is 
estimate of earnings disclosed subsequent to the end of the relevant reporting period, but prior to 
the release of the financial report for the period. 
 

Negative Tone Neutral Tone Positive Tone Total

Benchmark Yr 0 1 3 2 6

Earnings Shock Yr 1 10 3 4 17

Earnings Shock Yr 2 14 2 4 20

          Total 25 8 10 43
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6.3.5      Disaggregated Quantitative Disclosure  
 

Disaggregated quantitative disclosures are forecasts of financial statement numbers other 

than consolidated earnings.  Table 6.9 presents evidence on the tone of disaggregated 

quantitative disclosures.  Even for the earnings shock period these disclosures are 

predominantly good news disclosures, with 84% of all disaggregated quantitative 

disclosures having a positive tone. 

 

Table 6.9         Disaggregated Quantitative Disclosures: Tone  
 
This table presents count data on the tone of disaggregated quantitative disclosures for a sample of 74 
firms experiencing two years of negative or declining earnings.  Disaggregated quantitative disclosures 
are business segment forecasts, and forecasts of consolidated total revenue, sales revenue and sales 
volume. 
 

Negative Tone Neutral Tone Positive Tone Total

Benchmark Yr 0 0 7 5 12

Earnings Shock Yr 1 2 0 13 15

Earnings Shock Yr 2 1 1 8 10

          Total 3 8 26 37  
 

Specifically, we are able to identify two types of disaggregated quantitative disclosure: 

forecasts of sales for the consolidated entity as well as all business segment forecasts.  

Table 6.10 presents evidence on the relative frequency of the two types of disaggregated 

quantitative disclosure.  Overall, 54% of all such disclosures are sales forecasts for the 

consolidated entity.  This type of communication is used infrequently by our sample of 

firms experiencing adverse earnings shocks, relative to earnings forecasts.         

 

Table 6.10         Revenue and Business Segment Forecasts 
 
This table presents data on the number of revenue and business segment forecasts issued by 74 firms 
experiencing two contiguous years of negative or declining earnings.  Revenue forecasts refer to total 
revenue, sales revenue or sales volume for the consolidated reporting entity.  Business segment 
forecasts are forecasts of any financial performance measure for an individual industry or geographical 
business segment. 

Revenue Business Segment Total

Benchmark Yr 0 6 6 12

Earnings Shock Yr 1 7 8 15

Earnings Shock Yr 2 7 3 10

          Total 20 17 37  
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6.3.6      Dividend Changes 
 

While there is considerable disagreement in the literature over the signalling properties of 

dividend increases, studies show that extreme changes in dividend policy such as dividend 

initiations and omissions (Healy and Palepu, 1988; Benartzi, Michaely and Thaler, 1997) 

and special dividends (Brickley, 1983) are informative to investors.  Table 6.11 examines 

the number of firms initiating and omitting regular dividends and paying a special dividend 

over the sample period.  These forms of communication are used relatively infrequently by 

managers.  Only 3 firms initiate dividend payments during the sample period.  While 

between 46% and 51% of firms cut dividends in an earnings shock year, only 4% to 8% of 

firms omit regular dividends altogether.  Special dividends are more common in the 

benchmark year of positive performance than in the earnings shock period, though they 

are only paid seven times over the entire benchmark and earnings shock period.  

DeAngelo, DeAngelo and Skinner (2000) interpret evidence of a secular decline in the use 

of special dividends in the U.S. as evidence that special dividends were phased out 

because they were close substitutes for regular dividends.  Our evidence concurs with this 

explanation, since more than two thirds of sample firms either increase or cut regular 

dividends in a given year (see Table 6.1, Panel C).   

 
 
Table 6.11         Dividend Initiations, Omissions and Special Dividends 
 
This table presents count data on dividend initiation, omissions and special dividends for a sample 
of 74 firms experiencing two contiguous years of negative or declining earnings.  Due to 
unavailability of the full dividend series for all sample firms, a firm is classified as initiating dividends 
if it does not pay a dividend in any year from event year -1 up until the year of initiation.  Similarly, a 
firm is classified as omitting dividends if it pays a dividend in every year from event year -1 until the 
year of omission.  

Initiation Ommission Special Dividend

Benchmark Yr 0 0 0 4

Earnings Shock Yr 1 1 3 2

Earnings Shock Yr 2 2 6 1

          Total 3 9 7  

 

 

6.3.7      Share Repurchases 
 

Firms can communicate with the capital market by conducting share repurchases. We 

restrict attention in the primary analysis in this thesis to on-market share repurchases.  



 

 158

Survey evidence presented by Mitchell and Robinson (1999) and capital markets evidence 

presented by Lamba and Ramsey (2000) reveals that Australian firms do not use other 

types of share repurchases for investor communications purposes.  Before proceeding with 

the empirical tests in subsequent chapters, we examine the use of other types of share 

repurchase programs, including selective, employee and equal-access repurchases.  

Panel A of Table 6.12 indicates that other types of share repurchases are also used 

infrequently, with only 10 conducted over the benchmark and earnings shock periods.  

Panel B examines the timing and scale of on-market share repurchases.  On average, 

share repurchases are announced only 23 (18.5) days before the end of the financial year 

in the first (second) earnings shock period.  This suggests that share repurchases are 

timed around earnings announcements, possibly to address investor overreaction to 

reporting of a loss or earnings decline (e.g. Lakonishok, Shliefer and Vishny, 1994).    

 
Table 6.12         Share Repurchases: Type, Timing and Scale  
 
This table presents data on the type, timing and scale of share repurchases made by 74 firms that 
experience two contiguous years of negative or declining earnings.  Panel A presents count data on 
the number of on-market and off-market share repurchases.  Panel B takes a closer look at the 
timing of on-market share repurchases, as well as the percentage of outstanding equity targeted in 
these repurchases.  Mean values of timing and percentage of shares repurchased are taken over all 
sample firms for each event year.  Timing is measured as the number of days between the 
announcement of a share repurchase and the end of the firm’s financial year. 

Panel A.  Total Number of Share Repurchases

On-Market Other Total

Benchmark Yr 0 0 4 4

Earnings Shock Yr 1 4 1 5

Earnings Shock Yr 2 4 5 9

          Total 8 10 18

Panel B.   On-Market Repurchases: 

Average Timing and Percentage Repurchased

Timing % Repurchased

Earnings Shock Yr 1 23 4.3

Earnings Shock Yr 2 18.5 7.5

All Yrs 20.8 5.9  
 

6.4  Relationship between Alternative Modes of Investor Communications 

 

This section presents descriptive evidence on the relationship between the alternative 

modes of investor communications studied in this thesis.  Table 6.13 reports Spearman 
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correlations between investor communications variables.  In all, 65% of the cross-

correlations are statistically significant at the 5% level.  Dividend increases and share 

repurchases are not correlated with other modes of investor communications.  However, 

the alternative modes of voluntary disclosure are related.  Qualitative financial disclosures 

and strategy disclosures are significantly positively correlated with all other types of 

disclosure in the earnings shock period.  This suggests that an investigation of managers’ 

investor communications strategies should model the choice between alternative modes of 

investor communications simultaneously.  We take this up in Chapter 7. 

 

6.5  Conclusion 

 

The conventional view expressed in the financial press is that firms scale down 

communications with the capital market during poor financial performance.  On the 

contrary, we find that managers faced with a sudden decline in financial performance step 

up their investor communications activity in important areas, such as qualitative disclosure, 

earnings forecasts, preannouncements and corporate finance signals.  Overall, the 

investor communications activity of our sample is high relative to findings in prior studies.  

This is due at least in part to the more comprehensive disclosure data utilised in this thesis.  

In addition, sample firms do not appear reluctant to cut dividends when faced with an 

adverse earnings shock.  This contrasts with evidence presented by DeAngelo, DeAngelo 

and Skinner (1996) that managers tend to increase dividends in response to sudden poor 

financial performance.   

 

Taking a closer look at managers’ communications with the capital market, we find that the 

significant increase in qualitative financial disclosure for the earnings shock period is due 

entirely to firms expanding their use of prospective qualitative disclosures.   The increase 

in prospective qualitative disclosures is channelled through the Chairman’s address at the 

AGM, as well as through press releases.  While qualitative disclosures by our sample firms 

are not highly optimistic, we present evidence that managers use qualitative disclosures to 

make excuses for poor performance and claim credit for good news.  The increase in 

earnings forecast and preannouncement activity for the earnings shock period appears to 

be due to managers warning investors of impending earnings disappointments.  Finally, 

share repurchases are timed around earnings announcements, suggesting that they are 

motivated by investor overreaction to an earnings disappointment. 
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Table 6.13  Correlation between Modes of Investor Communications  
 

This table presents Spearman correlations between investor communications variables for 74 firms that experience two contiguous years of negative or 
declining earnings.  Variables are defined in section 4.7.  Here, the subscripts “0” and “es” mean that the observation is from the benchmark and earnings 
shock period, respectively. There are 148 firm-year observations available for each variable, one for each firm in each of the two earnings shock years, 
and two for each firm in the benchmark year (i.e. the single benchmark period firm-year observation   is duplicated for comparison with the observations in 
both the first and second earnings shock years). Correlations that are significantly different from zero at the 5% level (two-tailed test) are underlined.      

 QUAL0 QUALes STRATEGY0 STRATEGYes EFOR0 EFORes DISQNT0 DISQNTes EPRE0 EPREes DIV_INCR0 DIV_INCRes SREP0

QUALes 0.80

STRATEGY0 0.64 0.65

STRATEGYes 0.58 0.70 0.67

EFOR0 0.27 0.16 0.08 0.07

EFORes 0.28 0.27 0.21 0.08 0.33

DISQNT0 0.18 0.22 0.30 0.28 0.07 0.11

DISQNTes 0.24 0.29 0.24 0.21 -0.04 0.13 0.46

EPRE0 0.23 0.15 0.26 0.22 0.24 0.20 -0.08 -0.05

EPREes 0.11 0.16 0.18 0.19 0.15 0.11 0.00 -0.10 0.29

DIV_INCR0 -0.02 0.07 0.02 -0.05 -0.08 -0.05 -0.01 0.09 -0.09 -0.02

DIV_INCRes 0.04 0.05 0.11 0.09 -0.14 -0.14 0.11 0.12 -0.13 -0.15 0.39

SREP0 0.10 0.02 -0.04 0.01 0.07 -0.01 -0.08 0.03 0.12 0.08 -0.02 -0.11

SREPes 0.10 0.11 -0.02 0.03 0.03 -0.04 -0.04 -0.12 -0.02 0.08 -0.07 -0.02 0.27  
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Chapter 7 

Investor Communications Choice 
around Adverse Earnings Shocks 
 

 

[B]y implementing good investor relations practices, a company can  
increase its visibility among potential investors and can set itself apart from its competitors.  

Should a turnaround take place in investor confidence, companies with strong investor 
relations will be the first to reap the benefits. 

 
Investor Communications, December 2001 

 

7.1     Introduction 

 

This chapter analyses why firms experiencing an adverse earnings shock voluntarily 

communicate with the capital market.  The conventional view is that firms ‘shut down’ 

investor communications during periods of poor financial performance.  Contrary to this 

view, we found in Chapter 6 that firms experiencing an adverse earnings shock escalate 

their investor communications activity in important areas, such as qualitative disclosure, 

earnings forecasts, preannouncements and corporate finance signals.  Clearly managers 

have incentives to communicate with the capital market, even when faced with sudden 

poor financial performance.  We inquire into the nature of these incentives by investigating 

the factors associated with managers’ choice between alternative modes of investor 

communications.  In particular, we are interested in whether managers are motivated by a 

desire to mitigate information asymmetry, including whether they signal their ability to turn 

around financial performance, when communicating with the capital market around 

adverse earnings shocks.   

 

Whereas prior studies have examined a single mode of investor communications in 

isolation, firms in practice choose from a range of investor communications options in order 

to explain reported earnings, project future financial performance and communicate 

strategies designed to turn their financial performance around.  Firms can communicate 

with capital markets through qualitative statements regarding current and future earnings, 

strategy disclosures, earnings forecasts and preannouncements, sales and business 

segment forecasts, dividend changes and share repurchases.  Therefore, we investigate 
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the influences on managers’ investor communications strategies by simultaneously 

modelling their choice between alternative modes of investor communications. 

 

The communication objectives of poorly performing firms vary with, inter alia, the level of 

information intermediation and institutional ownership in a firm’s stock, the degree of 

investor uncertainty over future earnings, the proprietary costs they incur from voluntary 

disclosure, and the frequency with which they access capital markets.  Firms tailor their 

investor communications packages according to their individual needs.  This chapter tests 

several hypotheses which inform on whether managers communicate with the capital 

market around the adverse earnings shocks to reduce information asymmetry.  We also 

investigate the other costs and benefits from investor communications considered by 

managers when designing their investor communications strategies.  In addition, we test a 

theory developed by Trueman (1986), which implies that managers signal better future 

financial performance by disclosing greater levels of information about their impending 

earnings shock.  The analysis of whether managers faced with sudden poor performance 

use investor communications to ‘hype’ their firms’ future financial performance is left to 

Chapter 8.   

 

This study builds on work by Mohanram (2001) by expanding the set of disclosures used to 

model the choice between alternative modes of investor communications.  In addition, a 

cluster analysis is conducted to classify firms’ overall disclosure strategies and investigate 

how managers choose between detailed disclosures and ‘hard’ communications, such as 

quantitative forecasts and corporate finance signals.  The remainder of the chapter 

proceeds as follows: Section 7.2 sets out a framework for analysing voluntary investor 

communications choice and generates the hypotheses tested in this chapter.  Section 7.3 

defines the empirical variables employed in the analysis.  Section 7.4 investigates how 

managers choose between alternative modes of investor communications.  Rather than 

examining the choice between individual modes of communication, section 7.5 employs a 

cluster analysis to classify firms’ overall investor communications strategies.  The factors 

influencing managers’ choice of overall investor communications strategy are then 

investigated.  Section 7.7 ties together the evidence and concludes. 
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7.2  Voluntary Investor Communications around Adverse Earnings Shocks 

 

This section identifies the influences on managers’ choice between alternative modes of 

investor communications around adverse earnings shocks.  The inquiry builds upon the 

framework for voluntary investor communications choice introduced by Healy and Palepu 

(1993) and further developed by Mohanram (2001).  A broader set of voluntary disclosures 

is examined and new hypotheses are developed.  An introduction to the nature and 

purpose of each communication mode is first provided.  Hypotheses are then developed to 

explain the exogenous influences on investor communications choice, by matching the 

nature and purpose of each mode of communication with the specific information needs of 

firms.  Empirical proxies for the theoretical variables considered in hypothesis development 

are defined in section 7.3.  The hypotheses stated in this section, in alternative form, are 

tested in section 7.4 by simultaneously modelling the choice between the seven modes of 

investor communications examined in this thesis.103    

 

7.2.1   Qualitative Financial Disclosures  
 

Qualitative financial disclosures are narrative disclosures that explain, attribute or project 

financial performance.  Studies suggest that qualitative disclosure is an important mode of 

communicating with capital markets for firms experiencing an adverse earnings shock.  For 

example, Clarkson, Kao and Richardson (1999) find that firms experiencing a ‘major event’ 

have higher analyst-rated Management Discussion & Analysis [MD&A] scores, while 

Tennyson, Ingram and Dugan (1990) and Holder-Webb (2003) find that MD&A disclosures 

aid in bankruptcy prediction.   

 

Earnings Uncertainty 

 

There are a number of reasons why managers might release qualitative financial 

disclosures around adverse earnings shocks.  The Securities and Exchange Commission 

[SEC] argues that “a numerical representation and brief accompanying footnotes alone 

may be insufficient for an investor to judge the quality of earnings and the likelihood that 

past performance is indicative of future performance” (SEC, 1987).  Under this view, 

                                                 
103 We do not model special dividends in this study due to their paucity (section 5.6).  Dividend cuts are not 
considered since there are a number of likely motivations for dividend cuts around adverse earnings shocks 
other than investor communications.  Costly increases in dividend on the other hand are expected to be 
primarily aimed at communicating with investors.   Earnings forecasts and preannouncements that warn of an 
impending earnings decline are also not separately modelled in this chapter.  Instead, a dedicated study of 
profit warnings is conducted in section 8.3 on the timeliness of voluntary disclosure around adverse earnings 
shocks. 
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qualitative financial disclosures assist investors in abstracting ‘sustainable earnings’ from 

value-relevant transitory components and value-irrelevant noise (see also Tasker, 1998).   

 

Firms experiencing an adverse earnings shock face heightened investor uncertainty over 

future earnings and firm value (see section 5.6), due to the low information content of 

losses and earnings declines (Hayn, 1995; Basu, 1997; Collins, Maydew and Weiss, 

1997).  Investor uncertainty over earnings is exacerbated for firms with transitory abnormal 

and extraordinary items (Hoskins, Hughes and Ricks, 1986; Elliot and Hanna, 1996; 

Collins, Maydew and Weiss, 1997).  Qualitative financial disclosures help resolve investor 

uncertainty over the sustainable component of earnings by explaining the causes of an 

adverse earnings shock and projecting future financial performance.  Earnings uncertainty 

might also be pronounced for firms with large intangible assets (e.g. see Barth and 

Kasznik, 1999; Lev and Zarowin, 1999).  Qualitative disclosures allow managers to fill in 

the gaps in the information environment for intangible-intensive firms left by deficient 

financial reporting (Tasker, 1998; Frankel, Johnson and Skinner,1999).  Therefore, it is 

expected that firms with greater earnings uncertainty provide greater levels of qualitative 

disclosure.   

 

Severity of Earnings Shock 

 

Firms experiencing an adverse earnings shock must convince stakeholders that their 

current earnings performance is transitory in order to avoid poorer stock performance and 

intermediation, corporate control contests, liquidation of the firm and the exit of customers, 

suppliers and employees.  Managers can communicate that earnings is transitory by 

explaining the causes of poor earnings performance through qualitative performance 

attributions.  Baginski, Hassell and Hillison (2000) find that managers are more likely to 

provide causal attributions for bad news forecasts, and that bad news forecasts are more 

likely to be attributed to factors beyond the control of management (See also section 

6.3.1).  They suggest that managers use qualitative disclosures to make excuses for poor 

performance.  Alternatively, managers might use qualitative performance attributions to 

ascribe an adverse earnings shock to external influences that are not expected to have a 

permanent impact on the firm’s earnings generating capacity.  This message that current 

earnings has large transitory components can be enhanced by making qualitative 

projections of future financial performance.  Managers will have greater incentive to 

engage in this type of strategic disclosure behaviour when their firms experience a more 

severe earnings shock, since the threat of corporate control contests, firm liquidation and 



 

 165

exit of customers, suppliers and employees is heightened following larger earnings 

disappointments.  Therefore, it is expected that firms experiencing more severe earnings 

shocks provide greater levels of qualitative disclosure.  

 

Information Intermediation 

 

A primary motivation for mandatory financial reporting is to provide relatively 

unsophisticated investors with financial information in a common, regulated format 

(Leftwich, 1980; Watts and Zimmerman, 1986).  However, it is unclear how well 

unsophisticated investors understand the increasingly complex notes accompanying 

financial statements, as well as the future implications of current earnings in increasingly 

dynamic business environments (Lev and Zarowin, 1999).  Courtis (1987) finds that only 

44% of the investor population and 8% of the overall adult population have sufficient 

knowledge to fully comprehend the content of annual reports.  The declining value-

relevance of financial reports creates an ‘information gap’ between sophisticated and 

unsophisticated investors, which widens around adverse earnings shocks.  Losses 

generally contain large non-recurring items (Elliot and Hanna, 1996; Maydew, 1997) and 

cannot persist indefinitely because of shareholders’ option to liquidate the firm (Hayn, 

1995).  Therefore, investors require general economic data and detailed financial 

knowledge to interpret footnote disclosures in order to forecast future earnings for firms 

experiencing an adverse earnings shock.  The resulting information asymmetry can further 

depress stock prices.  

 

Managers can reduce the information disadvantage of less sophisticated investors by 

providing qualitative financial disclosures.  For example, Jones (1988) reports that U.K. 

students with and without prior knowledge of accounting find the Chairman’s letter to 

stockholders the most readable section of the annual report.104  Qualitative financial 

disclosures not only reduce the cost to unsophisticated investors of processing existing 

information in financial statements (Merton, 1987; Fishman and Hagerty, 1989), but can 

also discourage private information acquisition around adverse earnings shocks by 

sophisticated investors (King, Pownall and Waymire, 1990).  The result is a lower cost of 

capital (e.g. Botosan, 1997; Healy, Hutton and Palepu, 1999).  Brown, Hillegeist and Lo 

(2004) find that holding one conference call each quarter corresponds to a 15 basis point 

reduction in the annual cost of equity capital.  This evidence suggests that while qualitative 

financial disclosures are informative to all investors, they are especially informative to less 

                                                 
104 However, Jones finds that even this section is difficult to read, in absolute terms. 
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sophisticated investors.  Therefore, managers may use qualitative financial disclosures to 

improve the relative information position of less sophisticated investors.      

  

Qualitative disclosures, however, come with their own set of problems for unsophisticated 

investors, including concerns over their free-style format and reliability (Pava and Epstein, 

1993; Frost, 1997).   Managers might be discouraged from making qualitative financial 

disclosures by the possibility that these disclosures exacerbate information asymmetry 

between investors.  This concern is allayed for firms with greater information intermediation 

in the market for their securities. Baker and Haslem (1973) report that 62.4% of individual 

investors regard brokers and other professional advisers as their most important source of 

information.  Unsophisticated investors will be able to more cheaply “reduce the 

information gap by investing in financial knowledge or hiring the services of sophisticated 

intermediaries” [Healy and Palepu, 2001, p. 412] in markets where media and analyst 

coverage are high.105  Therefore, it is expected that large firms, firms with larger analyst 

followings and greater information intermediation, in general, provide greater levels of 

qualitative disclosure. 

 

External Financing 

 

Firms are especially sensitive to costly information asymmetry when raising capital.   The 

cost of low stock liquidity and the adverse selection component of the bid-ask spread can 

represent a significant part of the funds raised in an equity or debt issue (Welker, 1995; 

Botosan, 1997; Healy et al., 1999).  Empirical evidence suggests that firms attempt to 

resolve costly information asymmetry around public issues of debt and equity by stepping 

up qualitative financial disclosure (Clarkson et al., 1999), and voluntary disclosure in 

general (Ruland, Tung and George, 1990; Lang and Lundholm, 1993).  Around adverse 

earnings shocks, managers may need to disclose large amounts of proprietary information 

on the factors influencing their firms’ current and future financial performance in order to 

attract investment in public issues of equity or debt.  Therefore, firms accessing capital 

markets are expected to provide greater levels of qualitative disclosure.   

 

 

 

 

                                                 
105 This is consistent with Brennan and Subrahmanyam’s (1995) finding that greater analyst following is 
associated with lower adverse selection costs.  Also see Atiase (1985) for evidence that large firms have richer 
information environments.  
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Post-Shock Performance 

 

Studies find that firms with greater levels of MD&A disclosure have a lower probability of 

bankruptcy and experience better future financial performance (Frazier et al., 1984; 

Tennyson et al., 1990; Holder-Webb, 2003).  This suggests that managers may signal their 

ability to turnaround their firms’ post-shock financial performance by stepping up qualitative 

disclosure about their adverse earnings shock.  One sample constituent claims that “the 

test which separates out the good companies is that they recognise issues well in advance 

and move quickly to adjust for the future” (Email Ltd, 7 August 1998).  Qualitative financial 

disclosures explain the nature and causes of firms’ adverse earnings shocks, and provide 

timely information on financial performance during the earnings shock period.  By stepping 

up qualitative disclosure managers may signal that they are aware of the causes and 

consequences of their adverse earnings shock, and that they are in a position to more 

quickly implement strategies to turn their firms’ financial performance around.  Therefore, 

firms that perform better in the post-shock period are expected to provide greater levels of 

qualitative disclosure. 

 

Proprietary Costs 

 

While managers have incentives to provide qualitative financial disclosures around 

adverse earnings shocks, they are not expected to divulge all of their proprietary 

information.  Voluntary disclosure informs not only a firm’s investors, customers, suppliers 

and employees, but also its competitors.  Competitors can use voluntary disclosures to 

pre-empt, imitate or counteract the firm’s strategies.  Therefore, voluntary disclosure can 

place the disclosing firm at a competitive disadvantage.  This disclosure cost, referred to in 

the literature as a proprietary cost of disclosure, rules out the (trivial) corner solution of full-

disclosure (e.g. Verrecchia, 1983).  Theoretical disclosure models predict that firms facing 

larger proprietary costs from disclosure make less frequent disclosures to the capital 

market (Verrecchia, 1990b; Darrough and Stoughton, 1990).  Hayes and Lundholm (1996) 

predict that firms will be reluctant to disclose detailed, disaggregated data because of the 

potential damage this may cause to their competitive position.  Piotroski (2001) provides 

evidence supporting this hypothesis.  Firms may be particularly vulnerable to competitive 

pressures around adverse earnings shocks.  Competitors could act on details provided by 

the firm in its qualitative disclosures to lure customers, suppliers and employees from the 

firm, increase production or engage in price discounting to drive the firm from the market.  

As such, firms facing large proprietary costs from disclosure are expected to provide less 



 

 168

detailed qualitative disclosure around adverse earnings shocks.  

 

Institutional Ownership 

 

For firms with high levels of institutional ownership, managers can avoid the proprietary 

costs of public disclosure by privately communicating with institutional investors.  As such, 

we expect firms with a higher level of institutional ownership to provide lower levels of 

disclosure.  On the other hand, firms might provide more public disclosure in order to allow 

them to reveal more information in private meetings with large investors and not 

contravene stock exchange listing rules.  However, we maintain the former hypothesis 

throughout this thesis, for several reasons.  Firstly, the effect of institutional ownership 

depends on the regulation of private disclosure, as well as on the enforcement of the 

regulation.  Regulation FD in the United States explicitly prohibits selective disclosure to 

institutional investors.  However, Australian regulations are more ambiguous.106  Soon and 

Fels (2001) claim that “while ASIC has tried to discourage selective disclosure, it is widely 

believed that it will only prosecute selective disclosure when there is clear insider trading”.  

By privately communicating qualitative information to institutional investors, firms can 

inform an important segment of their shareholder base about their adverse earnings shock 

while avoiding informing their competitors at this sensitive time in their operations.  Koh 

(2003) provides evidence that Australian firms with high levels of overall institutional 

ownership also have a higher proportion of ownership by long-term institutional investors 

relative to short-term institutional traders.  Long-term institutional investors specialise in the 

building of relationships with corporate management and invest in establishing private 

information communication channels with the firm.  Managers benefit from retaining 

interest from long-term institutional investors by minimising trading in their stock by short-

term traders who fixate on current earnings performance (e.g. Porter, 1992; Bushee, 2001) 

and destabilise stock prices (Potter, 1992; Sias, 1996; Bushee and Noe, 2000).  This is a 

particular concern for managers around adverse earnings shocks.  These destabilising 

institutional traders are attracted by increases in public disclosure by corporations (Bushee 

and Noe, 2000).  Therefore, we expect that firms with a higher level of institutional 

ownership prefer to communicate privately with long-term institutional shareholders and 

release fewer qualitative financial disclosures into the public domain. 

 

 

                                                 
106 Selective disclosure guidelines are generally inferred from ASX continuous disclosure regulations, which 
require the immediate public disclosure of ‘price sensitive’ information.  
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Table 7.1.1    Summary of Hypotheses- Qualitative Financial Disclosure  
 

This table summarises the hypotheses relating the level of qualitative financial disclosure made by 
firms during an adverse earnings shock to several theoretical variables.  Empirical proxies for these 
theoretical variables are defined in section 7.3. 
 

Explanatory Variables 
 

Expected Sign 

Severity of Earnings Shock 
 

+ 

Information Intermediation 
 

+ 

Earnings Uncertainty 
 

+ 

Institutional Ownership 
 

- 

External Financing 
 

+ 

Proprietary Costs 
 

- 

Post-Shock Performance 
 

+ 

 

 

7.2.2     Strategy Disclosures 
 

Earnings Uncertainty  

 

Whereas qualitative financial disclosures refer to expectations/realisations of states or 

outcomes, strategy disclosures refer to state-contingent objectives, plans and actions on 

the part of managers.  Managers may issue strategy disclosures instead of prospective 

financial disclosures, when financial performance is highly variable.  Strategy disclosures 

enable managers to inform investors without bearing the risk that a financial disclosure 

turns out to be inaccurate, ex post.  Leung (2002) finds that managers make strategy 

disclosures rather than issuing earnings forecasts when earnings is difficult to predict.  The 

low information content of losses and earnings declines means that uncertainty regarding 

future financial performance is heightened for firms experiencing an adverse earnings 

shock.  This problem is exacerbated for firms with large intangible assets and special 

earnings items.  Current earnings is less useful for forecasting future earnings for these 

firms due to their transitory earnings components, greater potential for earnings 

management and the fact that accounting earnings generally does a poor job of capturing 

the value-drivers for intangible-intensive firms (Amir and Lev, 1996; Lev and Zarowin, 

1999).  Faced with deficiencies in financial disclosure, managers can disclose more 

information on their objectives, investment plans and overall corporate strategy in order to 
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assist investors in forecasting future earnings.  Intangible-intensive firms also typically 

have more complex strategy sets to disclose.  As such, firms experiencing greater 

earnings uncertainty around adverse earnings shocks are expected to provide greater 

levels of strategy-related disclosure.  

 

Information Intermediation 

 

Another reason for issuing strategy-related disclosures arises when capital market 

participants have superior information to corporate managers.  This could be the case 

during an adverse earnings shock, since “firms experiencing financial crises also are 

experiencing information crises” (Fredenberger, DeThomas and Ray, 1993, p. 327).  

Managers may then use decision-relevant information impounded in stock prices to direct 

their strategies (Dow and Gorton, 1997; Dye and Sridhar, 2002).  Dye and Sridhar (2002) 

demonstrate that managers can extract the capital market’s private information by 

announcing a new strategy and then deciding whether to implement the strategy based 

upon the stock price reaction to disclosure.  Firms with richer information environments will 

have higher quality information embedded in their stock prices.  Managers will be more 

likely to divulge information on corporate strategy that may be valuable to competitors 

when they receive higher quality feedback from capital markets.  As such, the level of 

strategy disclosure provided by managers is expected to be higher for firms with richer 

information environments.  

 

CEO Dismissal  

 

Firms often respond to poor financial performance by replacing top management (e.g. 

Coughlan and Schmidt, 1985; Weisbach, 1988).  Bens (2001) finds that firms with recent 

non-routine turnover of their Chief Executive Officer [CEO] disclose more detailed 

information regarding restructuring activities.  The level of strategy disclosure is expected 

to be higher for firms that undergo a forced CEO dismissal, as new CEOs with less 

attachment to past policies articulate their vision for the company.  Consider for example 

the following disclosure by a sample firm: “Their intention was that once a new Managing 

Director was selected and appointed he would be in a position to move swiftly on 

reshaping the company… there have been no desires to cling to the past and the new 

Managing Director is not constrained from moving forward - with urgency. Already, he has 

raised plans for major changes not envisaged by directors prior to his appointment” Email 

Ltd, Chairman’s address (7/8/98). 
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Voluntary Restructuring and Number of Business Segments 

 

Firms experiencing an adverse earnings shock can turn around their financial performance 

by voluntarily restructuring operations (Jensen, 1989; Wruck, 1990; John, Lang and Netter, 

1992; Ofek, 1993).  Like the appointment of a new CEO, a voluntary restructuring reduces 

managers’ attachment to past policies and creates a venue in which to articulate their 

vision for the company.  A voluntary restructuring also heightens information asymmetry 

regarding corporate strategy.  For instance, ‘what does the restructure entail?’, ‘why was 

the restructure undertaken?’, ‘how will it be implemented?’, ‘what are the expected future 

benefits?’ are all questions that arise when a restructuring is undertaken.  This information 

asymmetry can be mitigated by accompanying the announcement of a voluntary 

restructuring with strategy disclosures explaining the motivation for the restructure, the 

method of implementation, the expected benefits and future direction of the company.  

Similarly, firms with a larger number of business segments have available to them a larger 

number of options in terms of new products, projects and opportunities for reorganization 

in response to an adverse earnings shock.  These firms can also mitigate the resulting 

information asymmetry by disclosing greater levels of strategy-related information to the 

capital market. 

 

External Financing 

 

Firms raising capital around adverse earnings shocks face a severe challenge in 

convincing markets that funds will be invested in positive net present value [NPV] projects.  

This is because poor financial performance raises doubts over management’s ability to 

select and execute profitable projects, as well as concerns over whether managers will 

invest in highly risky negative NPV projects akin to out-of-the money options (Smith and 

Warner, 1979).  Hutton (2001) claims that “in business there is almost never any long-term 

benefit to concealing a strategy, and a competitive advantage that cannot be openly 

defended is unlikely to be sustainable” [p. 132].  Managers can resolve information 

asymmetry regarding their future plans and hence the value of future projects by disclosing 

information on their firms’ overall strategic direction, the criteria for future investment and 

the mode of execution (e.g. use of a joint venture partner).  As such, firms accessing 

capital markets around adverse earnings shocks are expected to disclose more 

information on corporate strategy.   
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Post-shock Performance  

 

There are several links between the level of strategy disclosure by managers and future 

financial performance.  A theoretical paper by Ferreira and Rezende (2003) suggests that 

managers make strategy disclosures to reveal the precision of their decision-relevant 

information.  As such, managers with more precise information regarding the causes and 

consequences of their adverse earnings may provide greater levels of strategy disclosure.  

Presumably, these managers are better positioned to turn around their firms’ financial 

performance.  The commitment made by public disclosure of corporate strategies also 

encourages workers to exert greater effort in ensuring the success of new strategies.  In 

addition, managers can use strategy disclosures to signal the quality of their strategic 

decision-making processes.  Frederickson (1985) claims that “many management scholars 

believe that the process used to make strategic decisions affects the quality of those 

decisions” [p.821].  Managers provide investors with a window into the strategic decision 

making process, by disclosing strategies in a timely fashion, explaining the reasoning 

behind strategies and their plans for implementation.  In a laboratory experiment, 

Frederickson shows that less experienced managers (as proxied by MBA students) 

respond differently to experienced executives when faced with problems and opportunities.  

This suggests that managers might disclose information on corporate strategies to expose 

their strategic decision making processes to investors, and to thereby distinguish 

themselves from poorer decision-makers.  Therefore, firms that perform better in the post-

shock period are expected to provide greater levels of strategy disclosure.   

 

Proprietary Costs 

 

Voluntary disclosures regarding expectations/realizations of states or outcomes may 

compromise the competitive position of a firm by allowing its competitors to infer its 

strategy (Darrough and Stoughton, 1990; Wagenhofer, 1990).  Such inferences will be 

more accurate when management discloses the strategy itself, rather than a noisy signal 

which is correlated with corporate strategy.  Therefore, the competitive disadvantage costs 

from disclosure may be especially severe in the case of strategy disclosures.   

 

Institutional Ownership 

 

Firms with high levels of institutional ownership can avoid incurring the proprietary costs of 

public disclosure by privately communicating their strategy for stemming losses and 
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turning around their financial performance.  Again, managers will benefit from private 

communication with institutional investors by avoiding informing competitors of their 

corporate strategy.  Managers may also privately communicate with long-term institutional 

investors which have large voting power in order to win support for their programs to 

reorganise the firm in response to an adverse earnings shock.   Long-term institutional 

investors are more concerned with forward-looking corporate strategy than short-term 

traders who fixate on current earnings (Bushee, 1998).  As such, managers may engage 

long-term institutional investors in private communication in an attempt to implement 

turnaround strategies and avoid myopic responses to their adverse earnings shocks, which 

are preferred by transient institutions.  Therefore, firms with a higher level of institutional 

ownership are expected to provide less public disclosure of corporate strategy. 

 

Table 7.1.2    Summary of Hypotheses- Strategy Disclosure   
 

This table summarises the hypotheses relating the level of strategy disclosure made by firms during 
an adverse earnings shock to several theoretical variables.   
 
Explanatory Variables 
 

Expected Sign 

Information Intermediation 
 

+ 

Earnings Uncertainty 
 

+ 

Institutional Ownership 
 

- 

External Financing 
 

+ 

Proprietary Costs 
 

- 

No. of Business Segments 
 

+ 

Restructure  
 

+ 

Forced CEO Dismissal 
 

+ 

Post-Shock Performance 
 

+ 

 

7.2.3     Earnings Forecasts 
 

Earnings Shocks and Uncertainty 

 

Earnings forecasts help resolve investor uncertainty over future earnings by advancing the 

time at which managers’ private information on future earnings becomes publicly available.  

Earnings forecasts are an important input into accounting-based valuation models (e.g. 
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Ohlson, 1995; Feltham and Ohlson, 1995; Penman, 2002).   Information on future earnings 

is particularly important to investors around adverse earnings shocks, since it is generally 

unclear what earnings declines and losses imply about future earnings (e.g. Hayn, 1995).  

Hansen and Noe (1999) find that investors place greater emphasis on management 

forecasts when the beliefs of managers and financial analysts diverge most.  Therefore, 

investors may find managers’ earnings forecasts to be especially useful around adverse 

earnings shocks, when there is greater uncertainty over future earnings.   

 

Managers make earnings forecasts primarily to communicate extreme financial 

performance.  Early studies show that managers favour issuing earnings forecasts during 

positive earnings and stock price performance (Patell, 1976; Penman, 1980; Waymire, 

1984; and Lev and Penman, 1990).  According to these studies, managers have little 

incentive to issue earnings forecasts around adverse earnings shocks.  Later research 

reveals that poorly performing U.S. firms are more likely to issue an earnings forecast (e.g. 

Skinner, 1994; Kasznik and Lev, 1995).  In the highly litigious U.S. setting, forecasts of bad 

news are attributed primarily to litigation avoidance incentives (Skinner, 1994, 1997).   

 

Managers of Australian corporations may release forecasts around adverse earnings 

shocks to comply with continuous disclosure regulations, which were developed to bring 

bad news promptly into the public domain.  In the low-litigation Australian setting, 

managers’ earnings forecast decisions will also be influenced heavily by private incentives 

for disclosure.  Managers have private incentives to adjust market expectations around 

adverse earnings shocks in order to establish a reputation for high-quality disclosure 

(Healy and Palepu, 2001) and lower the cost of capital by resolving investor uncertainty 

(Ajinkya and Gift, 1984).  Coller and Yohn (1997) show that management earnings 

forecasts reduce information asymmetry between different classes of investors as 

evidenced by a narrowing in bid-ask spreads.  The costs of non-disclosure in terms of 

increased regulatory attention, a higher cost of capital and poorer stock intermediation are 

expected to be higher for firms experiencing more severe earnings shocks and greater 

earnings uncertainty.   

 

Institutional Ownership 

 

Forecasts of an adverse earnings shock, however, may attract interest from transient 

institutions, which destabilise stock prices and excessively discount the stock price of firms 

experiencing poor current earnings performance.  As such, firms with high levels of 
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institutional ownership might privately communicate forecasts of earnings to institutional 

shareholders with a long-term focus.  This allows long-term institutional investors to 

recover the costs of amassing large shareholdings, and ensures that corporate managers 

can focus appropriately on long-term turnaround strategies, rather than on short-term 

earnings performance.  Therefore, it is expected that firms with higher levels of institutional 

ownership are more likely to provide an earnings forecast.   

 

Post-Shock Performance 

 

Trueman’s (1986) original management talent hypothesis is that the act of issuing an 

earnings forecast signals superior management talent for anticipating economic conditions 

and generating future earnings.  The intuition behind this theory of disclosure is that 

managers who are informed earlier can take more timely action in adjusting their firms’ 

policies and processes to innovations in economic conditions.  This results in a greater 

contribution to future earnings.  Therefore, managers can signal better future financial 

performance by issuing an earnings forecast as soon as they become informed.  In the 

context of an adverse earnings shock, managers that warn of an impending earnings 

decline earlier, signal that they are positioned to more quickly implement loss-stemming 

and turnaround strategies.  Therefore, firms that perform better in the post-shock period 

are expected to be more likely to provide an earnings forecast.   

 

Proprietary Costs 

 

Unlike qualitative financial and strategy disclosures, earnings forecasts do not by 

themselves reveal the causes of firms’ adverse earnings shocks or their turnaround 

strategies.  The aggregated nature of earnings forecasts means that they attract lower 

proprietary costs (Hayes and Lundholm, 1996), and are a more suitable mode of 

communication for firms that are sensitive to proprietary costs (Mohanram, 2001).  

Therefore, it is expected that firms facing larger proprietary costs are more likely to issue 

an earnings forecast.    
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Table 7.1.3    Summary of Hypotheses- Earnings Forecasts   
 

This table summarises the hypotheses relating the likelihood that firms issue an earnings forecast 
during an adverse earnings shock to several theoretical variables.   
 
Explanatory Variables 
 

Expected Sign 

Severity of Earnings Shock 
 

+ 

Earnings Uncertainty 
 

+ 

Institutional Ownership 
 

- 

Proprietary Costs 
 

+ 

Post-Shock Performance 
 

+ 

 

 

7.2.4     Earnings Preannouncements 
 

Earnings Shocks and Uncertainty 

 

Earnings preannouncements are made subsequent to the end of the reporting period, but 

before the release of the financial statements for that period.  Extant empirical evidence 

indicates that earnings preannouncements are used primarily to convey bad news.107  

Skinner (1994) finds that 67% of early quarterly earnings announcements for his sample 

are bad news disclosures.  We reported in Chapter 6 (Table 6.8) that sample firms issue 

three times more negative tone earnings preannouncements than positive tone 

preannouncements in the earnings shock period.  Accordingly, Baginski, Hassell and 

Waymire (1994) document significant negative abnormal returns in the three days 

surrounding earnings preannouncements.  Therefore, earnings preannouncements are 

expected to be an important mode of communicating with investors around adverse 

earnings shocks. 

 

Skinner (1994, 1997) presents evidence that U.S. firms preannounce bad news in order to 

minimise expected litigation costs, by reducing the magnitude of the stock price reaction at 

                                                 
107 Given that earnings preannouncements are issued after the end of the reporting period and therefore do not 
(unlike earnings forecasts) signal managers’ anticipation of future earnings, we expect that preannouncements 
are used primarily to resolve information asymmetry rather than to signal management talent for anticipating 
economic conditions.  Including the performance measure from the analysis of earnings preannouncements 
does not qualitatively affect the results.  See section 7.4.3 for a discussion.    
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the earnings announcement and restricting the class of investors that trade at the inflated 

stock price.  Australian corporations may preannounce earnings to comply with continuous 

disclosure regulations.  A breach of continuous disclosure regulations may be deemed 

more severe when firms experience larger earnings shocks and investor uncertainty is 

high.108  Managers may also wish to resolve investor uncertainty and lower the cost of 

capital by updating investor expectations prior to the earnings announcement date.  

Management disclosures play a greater role in resolving information asymmetry when 

firms experience a large earnings surprise (Verrecchia, 1983; Ajinkya and Gift, 1984) and 

when investor uncertainty is high (e.g. Verrecchia, 1990a).  Therefore, it is expected that 

firms experiencing more severe earnings shocks and earnings uncertainty are more likely 

to preannounce earnings.   

 

Corporate Control Contests  

 

Soffer, Thiagarajan and Walther (2000) study firms’ earnings preannouncement strategies.  

They find that firms preannouncing good news typically disclose about half of the news, 

leaving a positive surprise for the earnings announcement date.  On the other hand, firms 

with bad news to disclose release almost all of their bad news on the preannouncement 

date.  In an experimental setting, Libby and Tan (1999) show that analysts’ earnings 

forecasts are lower when managers preannounce bad news in two parts, rather than 

releasing all of their bad news at the earnings preannouncement.  Soffer et al. corroborate 

this finding with stock price evidence that investors underweight the information in earnings 

preannouncements relative to regular earnings announcements.  Therefore, managers 

strategically preannounce bad earnings news to avoid investor overreaction to large 

earnings disappointments (Skinner and Sloan, 2002).  Since a depressed stock price can 

trigger hostile takeovers and proxy contests, managers are especially sensitive to investor 

overreaction to an earnings disappointment when the threat of a corporate control contest 

is heightened.  Therefore, it is expected that firms facing the threat of a corporate control 

contest are more likely to preannounce earnings. 

 

 

 

 

                                                 
108 For example, the Australian Stock Exchange generally issues stock price queries to firms following unusual 
stock price volatility.  The ASX-listed firm is then required to reply to questions regarding prior disclosures, 
future performance, unusual trading activity, etc., which are raised by the ASX in its query.  See section 7.3.1 
for more information on ASX queries.    
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Information Intermediation and Institutional Ownership 

 

While Libby and Tan (1999) present experimental evidence that earnings 

preannouncements are motivated by a behavioural ‘framing’ bias on the part of investors, 

the stock price benefits from preannouncing earnings may reflect the value of information 

intermediation, in terms of a lower cost of capital.  Financial analysts and institutional 

investors pressure managers to avoid surprises on the official earnings announcement 

date (Kasznik and Lev, 1995; Holland, 1997b).  By preannouncing earnings during an 

adverse earnings shock, managers avoid embarrassing financial analysts and other 

information intermediaries, who play a vital role in processing public disclosures (e.g. Lang 

and Lundholm, 1996; Francis, Schipper and Vincent, 2002), uncovering private information 

(e.g. Barth, McNichols and Kasznik, 2001) and disseminating information to individual 

investors.  Therefore, it is expected that firms with greater information intermediation are 

more likely to preannounce earnings.   

 

On the other hand, the preannouncement of an earnings disappointment might promote 

destabilising trading by transient institutions and thereby increase a firm’s cost of capital at 

a time in which the firm is more likely to seek external finance.109  Therefore, we expect 

that firms with higher levels of institutional ownership engage in private communication 

with institutional investors regarding an impending earnings disappointment, rather than 

publicly preannouncing earnings. 

 

Table 7.1.4    Summary of Hypotheses- Earnings Preannouncements 
 

This table summarises the hypotheses relating the likelihood that firms issue an earnings 
preannouncement during an adverse earnings shock to several theoretical variables. 
   
Explanatory Variables 
 

Expected Sign 

Severity of Earnings Shock 
 

+ 

Information Intermediation 
 

+ 

Earnings Uncertainty 
 

+ 

Institutional Ownership 
 

- 

Threat 
 

+ 

 
 

                                                 
109 Table 5.10 provides evidence that managers access capital markets more frequently during an adverse 
earnings shock. 
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7.2.5     Disaggregated Quantitative Disclosures 
 

Earnings Uncertainty 

 

In addition to earnings forecasts and preannouncements, managers provide disaggregated 

financial information via revenue and business segment forecasts.  Disaggregated 

disclosures are particularly informative to investors when firms report losses.  For example, 

studies on Internet stocks, which typically report negative earnings, model stock prices in 

terms of sales and non-financial performance measures (e.g. Hand, 2000; Keating, Lys 

and Magee, 2003; Trueman, Wong and Zhang, 2000).  Sales forecasts in particular are 

expected to be more informative for firms with greater expenditure on intangible assets and 

firms reporting large transitory expenses.  The greater earnings uncertainty for these firms 

means that signals that are correlated with earnings have greater information content. 

Therefore, it is expected that firms experiencing greater earnings uncertainty disclose 

higher levels of disaggregated quantitative information.       

 

Credibility Concerns 

 

Recent research by Hutton, Miller and Skinner (2003) suggests that quantitative 

disclosures are used to supplement qualitative statements and earnings forecasts.  They 

find that bad news earnings forecasts are usually bundled with qualitative disclosures, and 

are viewed by the market as credible.  On the other hand, good news earnings forecasts 

are only viewed as credible when they are accompanied by other verifiable (quantitative) 

disclosures.  Credibility is a particular problem for financially distressed firms, which have 

large incentives to optimistically bias information released to capital markets (e.g. Frost, 

1997; Lennox, 2000).  As such, it is expected that firms releasing more positive tone 

qualitative disclosures provide greater levels of disaggregated quantitative disclosure. 

 

Number of Business Segments 

 

Managers of multi-segment firms can communicate more detailed information on the 

causes and consequences of an adverse earnings shock by disclosing financial 

information on their firms’ individual business segments, rather than through aggregated 

financial data.  Piotroski (2001) finds that firms are more likely to increase segment 

disclosure when they experience declining profitability.  Therefore, managers are likely to 

provide greater levels of segment disclosure around adverse earnings shocks.  It is 
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expected that firms with a larger number of business segments provide greater levels of 

disaggregated quantitative disclosure.    

 

Information Intermediation 

 

Botosan and Harris (2000) provide evidence that an increase in segment disclosure 

produces significant capital market benefits.  They find that firms initiating quarterly 

segment disclosure are more likely to have experienced a decline in stock liquidity, as 

measured by trading volume, and information asymmetry, as measured by analysts’ 

forecast consensus, in the lead up to initiation.  Botosan and Harris also find that initiating 

firms experience a significant increase in analyst following subsequent to the initiation of 

quarterly disclosure, which should in turn translate into a lower cost of capital.  While it may 

not be possible to attract additional analyst coverage during an adverse earnings shocks 

(McNichols and O’Brien, 1997; Francis and Willis, 2001), firms that enter an earning shock 

with high levels of information intermediation will be unwilling to relinquish the significant 

benefits they enjoy from information intermediation, in terms of a lower cost of capital.  

Therefore, firms with greater information intermediation are expected to provide greater 

levels of disaggregated quantitative disclosure in order to retain interest from the analyst 

community.  

 

Institutional Ownership 

 

As previously argued, firms with higher levels of institutional ownership might prefer to 

disclose more detailed information such as sales and business segment forecasts in 

private communications with institutional investors, in order to avoid the competitive 

disadvantage costs of public disclosure and the capital market costs of promoting 

destabilising trading by short-term institutional investors.   

 

Post-Shock Performance 

 

Disaggregated quantitative disclosures such as sales forecasts and segment forecasts 

might convey a more detailed knowledge of financial performance than prospective 

earnings disclosures.  Managers may issue such disclosures to signal that they are 

sufficiently informed of the causes and consequences of their firms’ adverse earnings 

shocks to select appropriate strategies aimed at turning their firms’ financial performance 
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around.  Therefore, firms that perform better in the post-shock period are expected to 

provide a greater level of disaggregated quantitative disclosure. 

 

Proprietary Costs 

 

While segment disclosures may hold significant capital market benefits, disclosure costs 

again mean that managers do not divulge all of their private information on their firms’ 

business segments.  Hayes and Lundholm (1996) demonstrate that proprietary costs can 

deter disclosure of such disaggregated financial information.  As such, firms facing large 

proprietary costs from disclosure are expected to provide less disaggregated financial 

information, such as segment disclosures.   

 

Table 7.1.5    Summary of Hypotheses- Disaggregated Quantitative Disclosure  
 

This table summarises the hypotheses relating the level of disaggregated qualitative financial 
disclosure made by firms during an adverse earnings shock to several theoretical variables.   
 
Explanatory Variables 
 

Expected Sign 

Information Intermediation 
 

+ 

Earnings Uncertainty 
 

+ 

Institutional Ownership 
 

- 

Proprietary Costs 
 

- 

Pos. Tone Qualitative Disclosures 
 

+ 

No. of Business Segments 
 

+ 

Post-Shock Performance 
 

+ 

 
 
7.2.6      Dividend Increases 
 

Post-Shock Performance 

 

Theoretical studies demonstrate that dividend increases communicate positive news 

regarding future financial performance (e.g. Bhattacharya, 1979; Miller and Rock, 1985; 

John and Williams, 1985; Williams, 1988; Brennan and Thakor, 1990; Bernheim, 1991; 

Chowdhry and Nanda, 1994; Lucas and McDonald, 1990).  Lintner (1956) finds that firms 

tend to increase dividends in response to permanent earnings increases, suggesting that 

dividend increases are used to communicate better future financial performance.  A large 
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body of evidence supports this view, including Healy and Palepu (1988) and Easton and 

Sinclair (1989) who show that dividend increases are associated with significant stock 

price increases in the U.S. and Australian markets, respectively.  However, a number of 

studies also raise doubts over whether dividend increases signal higher future earnings 

(e.g. Watts, 1973; DeAngelo et al., 1996; Benartzi et al., 1997).  Motivated by the 

conflicting evidence in the literature, we examine the alterative hypothesis that dividend 

increases are associated with better post-shock financial performance.   

 

Severity of Earnings Shock 

 

Lintner (1956) provides an explanation for the good news conveyed by divided increases.  

His study indicates that managers are reluctant to cut dividends, and so dividend increases 

signal an increase in sustainable earnings.  If firms that experience larger earnings 

declines also suffer larger reductions in sustainable earnings, then it is expected that firms 

experiencing more severe adverse earnings shocks are less likely to increase dividends.  

 

Earnings Uncertainty and Idle Cash 

 

Firms reporting large abnormal and extraordinary items have more transitory earnings, 

while firms with large intangible assets are expected to have more volatile earnings 

streams.  These firms that experience greater earnings uncertainty face a greater risk of 

not being able to maintain higher dividend payments in the future.  If a dividend cut is 

costly to firms, as suggested by dividend signalling theory, firms facing greater earnings 

uncertainty will then be less likely to increase dividends.  Similarly firms with less idle cash 

from which to fund dividend payments will be less inclined to communicate with the capital 

market by increasing dividends.  Therefore, it is expected that firms experiencing greater 

earnings uncertainty and firms with less idle cash are less likely to increase dividends. 

 

Information Intermediation and Institutional Ownership 

 

There are several reasons why managers may choose to communicate information on 

future financial performance via an increase in dividends rather than through detailed 

voluntary disclosures.  Firstly, small firms, firms without analyst coverage and low levels of 

institutional investment may not have access to media coverage, analyst presentations and 

other venues to disseminate detailed information on their turnaround strategies.  A 

dividend increase is a visible and cost-effective way for these firms to communicate a 
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turnaround in financial performance.  Therefore, it is expected that firms with lower levels 

of information intermediation and institutional ownership are more likely to increase 

dividends. 

 

Proprietary Costs 

 

Dividend increases are also a cost-effective means of communication for firms subject to 

large proprietary costs from disclosure.  Firms increasing dividends signal better future 

financial performance without being required to provide either proprietary details on their 

financial condition or their loss-stemming and turnaround strategies.  Therefore, it is 

expected that firms facing larger proprietary costs from disclosure are more likely to 

increase dividends.  

 

Credibility Concerns 

 

Even when managers have access to media and analyst coverage and are not subject to 

prohibitive proprietary costs, their voluntary disclosures may be ineffective in 

communicating financial performance and corporate strategy (Healy and Palepu, 1995; 

Mohanram, 1998).  Firms experiencing adverse earnings shocks in particular face 

credibility concerns over their voluntary disclosures (Frost, 1997; Lennox, 2000).  Firms 

that are unable to resolve information asymmetry through their voluntary disclosures 

experience costly stock price uncertainty.  These firms can assuage investor uncertainty by 

undertaking credible corporate finance signals, including dividend changes (Healy and 

Palepu, 1995; Mohanram, 1998).  Positive tone qualitative disclosures are particularly 

susceptible to credibility problems for poorly performing firms (e.g. Frost, 1997).  

Therefore, managers might increase dividends to enhance the credibility of their positive 

tone qualitative disclosures. 

 

Debtholder Concerns 

 

Debtholders will be especially vigilant to wealth transfers to shareholders, given the high 

probability of default around adverse earnings shocks.  Dividend payments reduce the 

value of assets available to debtholders in the event of liquidation.  Therefore, debtholders 

may pressure managers to restrict dividend payments around adverse earnings shocks.  

Firms with greater financial leverage are expected to face greater pressure to limit dividend 

payments.  Therefore, it is expected that more highly levered firms are less likely to 
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communicate with capital markets by increasing dividends around adverse earnings 

shocks. 

 

Table 7.1.6    Summary of Hypotheses- Dividend Increases 
 

This table summarises the hypotheses relating the likelihood that firms increase dividends during an 
adverse earnings shock to several theoretical variables.   
 
Explanatory Variables 
 

Expected Sign 

Severity of Earnings Shock 
 

- 

Information Intermediation 
 

- 

Earnings Uncertainty 
 

- 

Institutional Ownership 
 

- 

Proprietary Costs 
 

+ 

Pos. Tone Qualitative Disclosures 
 

+ 

Idle Cash 
 

+ 

Financial Leverage 
 

- 

Post-Shock Performance 
 

+ 

 

 

7.2.7      Share Repurchases 
 

Post-Shock Performance 

 

Share repurchases, like dividends, are cash payouts used by managers to communicate 

their private information on firm value.  Share repurchases are linked to higher future 

earnings by theoretical and empirical research in finance (e.g. Vermaelen, 1984; Dann, 

Masulis and Mayers, 1991).   Share repurchases differ from dividend signals in that they 

are occasional events that require no ongoing commitment.  As such, share repurchases 

may be paid out of temporary increases in earnings, and reflect transitory earnings 

changes.  Jagannathan, Stephens and Weisbach (2000) show that firms repurchase 

shares after poor stock price performance and increase dividends after good market 

performance.  This suggests that while managers increase dividends to communicate that 

positive earnings performance will continue, they initiate share repurchases to 

communicate that their firms’ poor earnings performance is transitory.  Therefore, share 
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repurchase may be an especially important mode of communications for managers 

attempting to signal a turnaround in financial performance during an adverse earnings 

shock.  Mitchell and Robinson (1999) study the motivations reported by Australian firms 

conducting share repurchases.  They find that the primary motivation for on-market share 

repurchases is to signal future expectations.  Therefore, we expect that firms performing 

better in the post-shock period are more likely to conduct a share repurchase.  

 

Signalling Undervaluation 

 

Mitchell, Dharmawan, and Clarke (2001) present survey evidence that Australian 

corporations are primarily motivated by undervaluation concerns when initiating on-market 

share repurchases.  Otchere and Ross (2002) study a sample of Australian firms who 

identify stock undervaluation as the reason for their share repurchases.  They document 

significant abnormal stock returns of 1.25% on the announcing day and 4.3% for the three 

day period centred on the announcement date.110  In addition, Comment and Jarrell (1991) 

find that the stock price reaction to announcement of a share repurchase is more positive 

for firms that have experienced poor stock price performance leading up to the 

announcement.  Therefore, firms experiencing greater undervaluation are expected to be 

more likely to conduct a share repurchase.  

   

Earnings Uncertainty 

 

Healy and Palepu (1995) and Mohanram (1998) document a ‘pecking order’ of investor 

communications, whereby managers resort first to communicating through mandatory 

financial reports, then through voluntary disclosures, and finally through more costly but 

credible corporate finance signalling policies.  A pecking order of investor communications 

suggests that share repurchases will be more attractive to firms that find it difficult to 

communicate through cheaper modes of communications (See Mohanram, 1998).  

Therefore, firms that find it more difficult to resolve earnings uncertainty due to their less 

informative financial statements will have greater incentive to initiate a share repurchase.  

Financial reporting deficiencies are particularly severe for firms with large transitory 

earnings components and intangible-intensive firms (Amir and Lev, 1996; Lev and 

Zarowin, 1999).  Barth and Kasznik (1999) investigate whether share repurchases 

communicate managers’ private information about the value of intangible assets.  

                                                 
110 Further evidence is presented by Bartov (1992), Dann, Masulis and Mayers (1991), Hertzel and Jain (1992) 
and others. 
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Consistent with this proposition, they find that firms with larger intangible assets are more 

likely to initiate a share repurchase and experience more positive stock price reactions to 

share repurchase announcements.  Therefore, it is expected that firms subject to greater 

earnings uncertainty, including intangible-intensive firms, are more likely to conduct a 

share repurchase.  

 

Information Intermediation 

 

A pecking order of investor communications also suggests that managers are more likely 

to conduct share repurchases when it is more costly for them to disseminate their voluntary 

disclosures to individual investors, financial analysts and institutional investors and when 

their voluntary disclosures are not viewed as credible by investors.  Financial analysts and 

institutional investors play a vital role in capital markets by expending resources on private 

information production and the processing of public disclosures.  These information 

intermediaries then disseminate valuable information to individual investors (e.g. 

Szewczyk, Tsetsekos and Varma, 1992; Francis, Schipper and Vincent, 2002).  Firms that 

attract low levels of interest from the media, analysts and institutional investors are unlikely 

to have their voluntary disclosures heard by important sectors of the investment 

community.  These firms may choose instead to communicate through visible corporate 

finance policies, such as share repurchases (Mohanram, 2001).  Lower analyst following 

and institutional investment also means that there are fewer agents to independently 

investigate claims made by managers in voluntary disclosures.111  As such, credibility 

concerns over voluntary disclosures made by poorly performing firms are heightened for 

firms with lower levels of information intermediation in their securities.  Therefore, it is 

expected that firms with poorer information intermediation are more likely to initiate a share 

repurchase.   

 

Proprietary Costs 

 

Healy, Hutton and Palepu (1999) present evidence that managers can eliminate stock 

undervaluation through sustained increases in voluntary disclosure.  However, proprietary 

costs from disclosure may prohibit firms from releasing large amounts of information on the 
                                                 
111 Several authors express independence concerns regarding financial analysts (e.g. McNichols and O’Brien, 
1997; Coffee, 2002).  These concerns do not disturb the analysis as long as there is greater private information 
production and processing in the market for firms followed by financial analysts.  Brennan, Jegadeesh and 
Swaminathan (1993) show that stock prices react faster to public information for firms with high analyst 
following.  Frankel, Kothari and Weber (2002) find that analyst following is a reliable proxy for information 
gathering about a firm.  This is consistent with analyst following being an endogenous function of the costs and 
benefits to information processing and production (Bhushan, 1989a,b). 
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causes of their adverse earnings shocks, their turnaround strategies and projections of 

future financial performance.  These firms have incentives to retain proprietary information 

that can be used by competitors to capitalise on their weakened financial position, and 

instead address undervaluation problems by conducting a share repurchase.   Therefore, it 

is expected that firms facing larger proprietary costs from disclosure are more likely to 

conduct a share repurchase. 

 

Corporate Control Contests 

 

Firms may conduct share repurchases around adverse earning shocks to deter hostile 

takeovers.  A share repurchases lowers the number of outstanding shares available for 

purchase by an acquirer in a hostile takeover, reduces idle cash which may be attractive to 

an acquirer, and increases the cost of launching a hostile takeover by reducing stock 

liquidity.  Firms can conduct a share repurchase in order to address undervaluation 

problems around adverse earnings shocks, and at the same time deter hostile takeovers 

that may be triggered by undervaluation.  Therefore, it is expected that firms experiencing 

the threat of a corporate control contest are more likely to conduct a share repurchase.   

 

Leverage and Idle Cash 

 

Mitchell and Robinson (1999) report that Australian firms also conduct share repurchases 

to improve their financial position, while Bartov, Krinsky and Lee (1998) and Mohanram 

(1999) find that firms repurchase shares to distribute idle cash.  Idle cash can be used to 

fund a share repurchase in order to move to a more highly levered capital structure.  Firms 

with greater debt capacity and idle cash will have greater incentive to increase leverage 

through a share repurchase.  Firms with lower financial leverage will also face less 

pressure from debtholders to retain cash around adverse earnings shocks.  Therefore, it is 

expected that with firms with lower financial leverage and more idle cash are more likely to 

conduct share repurchases.  
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Table 7.1.7    Summary of Hypotheses- Share Repurchases 
 

This table summarises the hypotheses relating the likelihood that firms conduct a share repurchase 
during an adverse earnings shock to several theoretical variables.   
 
Explanatory Variables 
 

Expected Sign 

Information Intermediation 
 

- 

Earnings Uncertainty 
 

+ 

Undervaluation 
 

+ 

Proprietary Costs 
 

+ 

Idle Cash 
 

+ 

Financial Leverage 
 

- 

Threat 
 

+ 

Post-Shock Performance 
 

+ 

 

 

7.3   Empirical Variables 

 

This section develops empirical proxies for the theoretical variables considered in section 

7.2.  Extant theory and evidence is utilised to match proxies as closely as possible to their 

theoretical counterparts.112   

 

7.3.1   Information Environment 
 

The information environment in which a firm’s securities trade during an adverse earnings 

shock depends on the severity of its earnings shock, the degree of information 

intermediation in its stock, the level of uncertainty faced by investors regarding earnings, 

the institutional ownership in the firm, the proportion of positive tone qualitative 

disclosures issued and the degree to which the firm’s stock is undervalued.  The severity 

of a firm’s earnings shock, ESHOCKi,t, is measured by the decline in net income from its 

benchmark year, scaled by benchmark year total assets, i.e. (NIi,0 - NIi,t)/TAi,0, where NIi,t is 

net income in year t and TAi,0 is total assets at the end of the benchmark year.  Another 

factor shaping a firm’s information environment is the proportion of positive tone 

qualitative disclosures it issues.  A large number of positive tone disclosures issued by a 

                                                 
112 The degree of fit is constrained by data limitations and the intractability of certain theoretical constructs, 
such as stock undervaluation and proprietary costs. 
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firm experiencing an adverse earnings shock raises concerns over the reliability of its 

investor communications.  A firm’s use of positive tone qualitative disclosures is captured 

by, POSTONEi,t, which equals the number of positive tone qualitative disclosures issued 

by firm i for disclosure period t, scaled by the number of negative tone qualitative 

disclosures issued for the period.113  The remaining features of firms’ information 

environments are captured by generated variables.  

 

A factor analysis is conducted of thirteen variables that capture various features of firms’ 

information environments.  For parsimony the number of extracted factors is limited to 

three.  The correlations between the three information environment factors and the 

variables utilised in the factor analysis are reported in Table A7.1 in Appendix i to this 

chapter.114  The first factor, INFORM, is positively correlated with firm size, analyst 

following, stock liquidity, membership in the All Ordinaries Index, and negatively correlated 

with volatility in daily stock prices.   Extant evidence suggests that this factor captures the 

level of information intermediation in a firm’s stock.   

 

Studies find that earnings information is anticipated earlier for large firms (Atiase, 1985; 

Freeman, 1987), while stock prices react more quickly to public disclosures by firms 

followed by a greater number of analysts (Brennan, Jegadeesh and Swaminathan, 1993).  

Financial analysts fulfil their role in capital markets by producing private information (e.g. 

Barth, Kasznik and McNichols, 2001) and processing public disclosures by management 

(Lang and Lundholm, 1996; Francis, Schipper and Vincent, 2002).  Information processed 

and produced by analysts is conveyed to investors through company reports, earnings 

forecasts and trading recommendations.  Frankel, Kothari and Weber (2002) find that 

analyst following is a reliable proxy for information gathering about a firm.  This is 

consistent with analyst following being an endogenous function of the costs and benefits to 

information processing and production (Bhushan, 1989).  Greater stock liquidity also 

promotes private information acquisition and intermediation by reducing the information 

revealed by large trades.   This lowers the cost of a liquidity shock for large traders, making 

it easier for a firm to attract large investors (e.g. Diamond and Verrecchia, 1991), which 

increase the demand for analyst services.  Furthermore, inclusion in the All Ordinaries 

Index is expected to attract increased interest from large investors, analysts and the 

media.  This is consistent with evidence of “price-pressure” effects from inclusion in major 

indices in the U.S. (Beneish and Whaley, 1996, 1997), Germany (Deininger, Kaserer and 

                                                 
113 In four firm-years, no negative tone qualitative disclosures are issued.  We deal with the zero denominators 
by setting POSTONE to zero, in these cases.  The numerator is also zero in two of these cases. 
114 See Table A7.1 for definitions of the variables used in the factor analysis. 
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Roos, 2000) and New Zealand (Elayan, Li and Pinfold, 2000).  Finally, daily stock price 

volatility captures the divergence in beliefs among investors (e.g. Beaver, 1968; Black, 

1986), which should be lower in markets in which information intermediaries are active.  

Accordingly, Lang and Lundholm (1993) and Brown, Taylor and Walter (1999) use stock 

price volatility to proxy for information asymmetry.    

 

The second factor extracted,  earnings uncertainty (EUNCERT), is positively correlated 

with intra-day stock price volatility, the number of ASX stock price queries issued to a firm, 

intangible intensity, market to book value of equity and the magnitude of abnormal and 

extraordinary items reported by a firm.  This factor captures the level of earnings 

uncertainty faced by investors.  

 

Intra-day stock price-volatility is measured by the average difference between the highest 

and lowest stock price for each trading day in the disclosure period, scaled by the closing 

price for the day.  Again, stock price volatility captures a divergence in beliefs among 

investors, as well as fluctuating expectations over time (e.g. Beaver, 1968).  Therefore, 

intra-day stock price volatility is positively related to investor uncertainty regarding the 

value of a firm’s securities.  In addition, the ASX issues a stock price query when “trading 

may be taking place in a listed entity and the market is not fully informed”.115  As such, the 

number of ASX queries issued to a firm captures investor uncertainty.  Lev and Zarowin 

(1999) attribute the declining value-relevance of accounting information to the growing 

preponderance of intangible assets as drivers of firm value.  Intangible assets are not well 

captured by accounting information.  Barth, Kasznik and McNichols (2001) report that firms 

with greater intangible assets attract a larger analyst following, consistent with publicly 

available sources of information, such as financial statements, being less informative for 

intangible-intensive firms.  Barth and Kasznik (1999) proxy for intangible assets with 

expenditure on advertising and research and development.  They argue that the increased 

frequency of share repurchases for firms with large intangible assets reflects greater 

information asymmetry, because these firms have less informative financial statements.  

                                                 
115 The following letter sent to Reinsurance Australia Ltd on 9/12/99 is an example of a typical ASX query:  
 

“The Australian Stock Exchange Limited ("ASX") has noted a change in the price of the Company's securities 
from 74 cents on 9 December 1999 to 59 cents today.  We regard timely disclosure of relevant information as 
of prime importance in the operation of an efficient market. Listing rule 3.1 is a particularly important listing rule. 
It is part of ASX's continuous disclosure regime and is based on the following principle:  'Timely disclosure 
must be made of information which may affect security values or influence investment decisions, and 
information in which security holders, investors and ASX have a legitimate interest.' In the absence of any 
information which explains the price change referred to above, we wish to make the following enquiries”. 
   

The ASX-listed firm is then required to reply to questions regarding prior disclosures, future performance, 
unusual trading activity, etc., which are raised by the ASX in its query.   
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Therefore, we expect greater intangible intensity to be associated with greater earnings 

uncertainty.  While intangible assets are typically expensed under U.S. GAAP or 

International Accounting Standards, Australian companies are permitted greater discretion 

over the capitalisation of intangible assets.  Wyatt and Wong (2002) report that intangible 

assets are capitalised in 69% of firm years for their sample of Australian firms, between 

1990 and 1997.  Therefore, we proxy for intangible intensity by the book value of intangible 

assets, scaled by end of period book value of equity.  The absolute value of abnormal and 

extraordinary items is also expected to be associated with greater earnings uncertainty.  A 

number of studies show that the market discounts transitory earnings components, such as 

abnormal and extraordinary items (Hoskins, Hughes and Ricks, 1986; Hayn, 1995; Elliot 

and Hanna, 1996; Collins, Maydew and Weiss, 1997). 

 

The third factor extracted, institutional ownership (INSTITOWN), is positively correlated 

with daily stock price volatility and ownership concentration.  Ownership concentration is 

measured by the percentage of outstanding shares owned by the top 20 shareholders at 

the end of the year, which is the measure reported by firms in their periodic financial 

reports.116  Choon and Taylor (2000) focus on the top 20 shareholders to capture the 

overall ownership concentration of Australian stocks.  The top 20 shareholders in 

Australian companies are mostly institutional investors.  An examination of 10 randomly 

selected sample firms indicates that around 80% of the shares owned by top 20 

shareholders are owned by financial institutions.117  Therefore, the ownership 

concentration variable measures the level of institutional ownership in a stock.  In addition, 

studies show that firms with greater institutional ownership exhibit greater stock price 

volatility.  In markets where ownership by long-term institutional investors is high, thin 

trading may give rise to greater stock price volatility.  During periods of poor stock 

performance, long-term investors may also create stock price volatility by dumping their 

shares on the market (Attari, Banerjee and Noe, 2005).  This makes way for activist 

institutions and short-term institutional traders who fixate on short-term earnings 

performance (e.g. Porter, 1992; Bushee, 2001) and destabilise stock prices (Potter, 1992; 

Sias, 1996; Bushee and Noe, 2000). 

   

Finally, a proxy is constructed to capture the degree to which a firm’s stock is undervalued.  

The sample of firms studied in this thesis is comprised of a high proportion of young firms 

                                                 
116 In a few cases, data on top 20 ownership are missing for a firm-year in the earnings shock period.  Where 
data are missing for year t, we apply a linear interpolation based on data from year t-1 and t+1. 
117 Around 87% of the ownership of 20 shareholders is held by financial institutions, public institutions and other 
companies.  The analysis is not reported here, but is available upon request. 
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and firms with little or no analyst coverage (see Table 4.3).  Therefore, proxies for 

undervaluation such as earnings response coefficients and measures involving long-term 

analyst earnings forecasts cannot be employed in this setting.  Instead, a measure of the 

degree to which a firm’s stock is undervalued is generated by estimating a residual income 

valuation model.  This is similar to the approach taken by Mohanram (2001).  The 

undervaluation proxy, UVALNi,t, is the negative of the fitted residual for firm i, from 

estimating the residual income valuation model for period t-1.118 A negative residual is 

interpreted as a firm being undervalued relative to its poorly performing peers in the 

sample.  The procedure is detailed in Appendix ii to this chapter, along with descriptive 

statistics on the undervaluation variable. 

 

7.3.2   Corporate Governance 
 

There are two corporate control initiatives that are expected to influence investor 

communications choice around adverse earnings shocks.  Firstly, the threat to 

management of an external corporate control contest is proxied by THREATi,t, which 

equals one if firm i is the subject of a takeover bid, shareholder initiative to oust a board 

member, unsolicited offer for purchase of shares by an outside party, or had an outside 

party increase its equity stake by over 10% during the earnings shock disclosure period, 

and zero otherwise.  Secondly, the forced dismissal of an incumbent CEO is captured by 

CEODISMISSi,t, which equals one if firm i forced the dismissal of its CEO during disclosure 

period t, and zero otherwise.  A change in CEO is classified as a forced dismissal when it 

is announced as such by the firm, or when the incumbent CEO under 65 years of age 

leaves the firm.119  The issuance of employee stock or stock options by firm i in disclosure 

period t is captured by the binary variable EMPi,t. 

 

7.3.3   Operating and Financing Decisions 

 

Firms experiencing adverse earnings shocks must choose whether to voluntarily 

restructure their operations and access capital markets to raise additional finance.  These 

strategic decisions are captured by the binary variables RESTRUCTUREi,t, which equals 

                                                 
118 Specifically, the undervaluation measure for the first (second) earnings shock year is the fitted residual for 
firm i from estimating equation (A7.1) for the benchmark year (first earnings shock year).    
119 Denis and Denis (1995) employ a similar definition in their study of executive turnover, except that a 
departing CEO must also be replaced by an outsider.  This requirement was dropped from the present study 
because the employment history of newly appointed CEOs was not always provided.   
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one if the firm announced a restructure120 during disclosure period t, and ISSUEi,t, which 

equals one if firm i issued equity or debt in disclosure period t, and zero otherwise.   

 

7.3.4      Firm and Industry Characteristics 
 

There are three firm/industry characteristics that are expected to influence managers’ 

choice of investor communications.  Firstly, a proxy is developed for the proprietary costs 

incurred by firms making voluntary disclosures.  Disclosure-related proprietary costs are 

expected to be a function of product market competition.  There is conflicting theory and 

little evidence on the relationship between disclosure costs and product market 

competition.   This study follows Verrecchia (1983) who argues that post-entry product 

market competition deters disclosure.  Conclusions in the literature do change when 

competition is characterised as an entry game (e.g. Darrough and Stoughton, 1990).  

However, the product market for sample firms is expected to be characterised primarily by 

post-entry competition, given the adverse earnings shock experienced by these firms.  

Therefore, the proprietary cost variable, PROPCOSTi,t, captures the degree of post-entry 

competition a firms faces.  PROPCOSTi,t  is measured by the negative of the Herfindahl-

Hirschman industry concentration index for firm i in year t, calculated as: 
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where firm i is in industry j, industry j has n firms, and SALESj,t is the sum of sales revenue 

in year t for all n firms in industry j.  The higher the industry concentration, the lower the 

competition in the industry.  Therefore, firms operating in less concentrated industries are 

expected to face larger proprietary costs. 

 

The remaining three explanatory variables capture the number of business segments firms 

operate, their stocks of idle cash and their financial leverage.  The number of business 

segments a firm operates in year t, SEGMENTSi,t, is measured as the sum of the number 

of industry and geographic segments disclosed in its preliminary financial statement for 

year t.  A firm’s stock of idle cash is proxied by CASHi,t, which equals cash from operations 

plus cash from investing in year t, minus cash from financing activities other than dividends 

and share repurchases, scaled by total assets at the end of year t. This is the measure 

utilised by Barth and Kasznik (1999) in their study of share repurchases.  Finally, a firm’s 

                                                 
120 A voluntary restructuring is the announcement by a firm of plans to restructure its core operations (not only  
a single division) identified from management disclosures on the Signal G database. 
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financial leverage in year t is proxied by LEVERAGEi,t, which is the ratio of total assets to 

total liabilities at the end of year t.  

 

7.3.5  Post-Shock Financial Performance 
 

The measure of post-shock financial performance employed in the analysis, PSPERFi, is 

based on the change in return on assets for firm i from its earnings shock to post-earnings 

shock period.  For firms that survive the entire post-shock period (event years 3 and 4) and 

satisfy a further condition, PSPERF equals their average return on assets over the two-

year post shock period minus their average return on assets over the two-year earnings 

shock period (event years 1 and 2).  There are 59 firms that survive the post-shock period.  

For non-survivors, PSPERF is set to zero.  The further condition that firms must satisfy is 

that they exhibit an increase in average return on assets in the post-shock period.  

Otherwise, PSPERF is also set to zero.  Firms that experience a further decline in return 

on assets in the post-shock period, but nevertheless survive the period, should not be 

assigned a lower performance rating than firms that fail to survive the post-shock period.  

The equal treatment of these firms by the post-shock performance measure (i.e. PSPERF 

is zero for both failed firms and firms that experience a decline in return on assets), is 

consistent with the special treatment of firms that fail to produce positive, increasing 

earnings in this study and in the literature in general (for e.g. John, Lang and Netter, 1992; 

DeAngelo, DeAngelo and Skinner, 1996; Burgstahler and Dichev, 1997).121   

 

7.3.6 Correlations between Explanatory Variables 
 

The empirical variables employed to explain investor communications choice are selected 

based on their relevance to managers faced with sudden poor financial performance.  As 

such, these variables might be correlated during an adverse earnings shock.  Table 7.2 

reports Spearman correlations between explanatory variables.  In all, 21 of the 78 cross-

correlations are significantly different from zero at the 5% level. 

                                                 
121 Here firms that fail to meet simple earnings benchmarks, in this case prior period’s return on assets, are 
treated differently from firms that beat these benchmarks. 
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Table 7.2    Correlations between Explanatory Variables  
 

This table presents Spearman correlations between explanatory variables used to explain investor communications choice by 74 firms that experience 
two contiguous years of negative or declining earnings.  There are 148 firm-year observations available for each variable, one for each firm in each of the 
two earnings shock years.  Variables are defined in section 7.3.  Correlations that are significantly different from zero at the 5% level (two-tailed test) are 
underlined.      

 ESHOCK INFORM EUNCERT INSTITOWN POSTONE LEVERAGE CASH PROPCOST ISSUE THREAT CEODISMISS SEGMENT
INFORM 0.20

EUNCERT -0.45 -0.27

INSTITOWN 0.00 -0.39 -0.04

POSTONE 0.08 0.19 0.15 -0.24

LEVERAGE 0.04 0.31 0.15 -0.06 0.19

CASH 0.24 0.11 -0.21 -0.01 0.05 0.07

PROPCOST 0.31 0.73 -0.46 -0.21 0.13 0.30 0.30

ISSUE 0.05 0.10 0.12 -0.04 0.11 0.15 -0.04 0.01

THREAT -0.01 0.06 0.25 0.04 0.16 0.08 0.04 0.04 -0.03

CEODISMISS -0.17 -0.07 0.24 0.01 0.05 -0.09 -0.11 -0.08 0.01 0.13

SEGMENT 0.10 0.37 -0.17 -0.07 0.16 0.08 0.09 0.42 0.01 -0.03 -0.08

RESTRUCTURE -0.06 0.02 0.03 -0.03 -0.04 -0.01 0.05 0.02 0.05 -0.06 0.07 0.11
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7.4   How do Firms Choose between Modes of Investor Communications?  

 

This section provides evidence on the motives for managers to communicate with the 

capital market around adverse earnings shocks, and the factors influencing their choice 

between alternative modes of investor communications.  Tests of the primary hypotheses 

developed earlier in the chapter are specified in section 7.4.1.  Results of the tests are 

presented in section 7.4.2.  Section 7.4.3 presents an analysis of the factors motivating 

changes in voluntary disclosure around adverse earnings shocks, as well as auxiliary tests.     

 

7.4.1    The Empirical Method 
 

The factors influencing investor communications choice around adverse earnings shocks 

are investigated by regressing each of the seven investor communications variables on the 

set of proxies for its theoretical determinants.  The choice between modes of investor 

communications is modelled simultaneously.  A priori, managers simultaneously select 

their investor communications strategy from a menu of communication modes, based on 

the nature and purpose of each communication mode and the complementarities between 

different modes of investor communications.  For example, the Australia and New Zealand 

Banking Corporation advise that “many of the ‘market perception’ issues upon which 

dividend policy appears to be based can be addressed by a proper communication to 

investors as to the firm’s growth options and its underlying corporate strategy” (ANZ, 2004, 

p. 5).  In their study of CUC international, Healy and Palepu (1995) propose that managers 

face a pecking order when communicating with investors.  When managers’ voluntary 

disclosures are not viewed as credible by the capital market, communications via more 

costly corporate finance signals is initiated.  Mohanram (1998) provides evidence 

supporting this communications pecking order.  Working papers by Mohanram (2001) and 

Miller and Piotroski (2000) find that managers treat voluntary disclosure and corporate 

finance signals as substitutes.  These studies are rare exceptions in a literature which 

generally studies individual modes of investor communications in isolation.  The large 

number of significant correlations between different investor communications variables 

reported in Table 6.13 provides further support for the simultaneous analysis of managers’ 

investor communications choices. 

 

The choice between alternative modes of investor communications is modelled by 

estimating the following system of seven equations: 
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QUALi,t =           δ0 + δ1ESHOCKi,t + δ2INFORMi,t + δ3EUNCERTi,t + δ4INSTITOWNi,t 

                          + δ5ISSUEi,t + δ6PROPCOSTi,t + δ7PSPERFi,t + ξi,t                       (7.1)                   

 

STRATEGYi,t =  β0 + β1INFORMi,t + β2EUNCERTi,t + β3INSTITOWNi,t  

                          + β4ISSUEi,t +  β5PROPCOSTi,t  + β6RESTRUCTUREi,t  

                          + β7CEODISMISSi,t  + β8PSPERF i,t  + υi,t                        (7.2)   

 

EFORi,t =      κ0 + κ1ESHOCKi,t + κ2EUNCERTi,t + κ3INSTITOWNi,t  

  + κ4PROPCOSTi,t + κ5PSPERFi,t + πi,t                               (7.3) 

 

EPREi,t =       λ0 + λ1ESHOCKi,t + λ2INFORMi,t + λ3EUNCERTi,t  

  + λ4INSTITOWNi,t λ1THREATi,t + χi,t                  (7.4) 

 

DISQNTi,t =       φ0 + φ1INFORMi,t + φ2EUNCERTi,t+ φ3INSTITOWNi,t + φ4PROPCOSTi,t 

        + φ5POSTONEi,t + φ6SEGMENTSi,t + φ7PSEPERFi,t + νi,t               (7.5)               

         

DIV_Ii,t =             μ0 + μ1ESHOCKi,t + μ2INFORMi,t + μ3EUNCERTi,t  

                           + μ4INSTITOWNi,t + μ5PROPCOSTi,t + μ6POSTONEi,t  

                           + μ7CASHi,t + μ8LEVERAGEi,t + μ9PSPERFi,t + ψi,t                           (7.6) 

 

SREPi,t =            ϕ0 + ϕ1INFORMi,t + ϕ2EUNCERTi,t  

  + ϕ3UVALNi,t  + ϕ4PROPCOSTi,t + ϕ5CASHi,t  

  + ϕ7LEVERAGEi,t  + ϕ8THREATi,t + ϕ1PSPERFi,t + ϖi,t                (7.7)        

 

Where: QUALi,t = the time-weighted number of qualitative disclosures made by firm i about period t. 

STRATEGYi,t = the time-weighted number of strategy disclosures made by firm i about 

period t. 

EFORi,t =  the time-weighted number of original half-yearly and annual earnings forecasts 

made by firm i about period t. 

EPREi,t = the time-weighted number of earnings preannouncements made by firm i about 

period t. 

DISQNTi,t = the time-weighted number of quantitative disclosures other than earnings 

forecasts and preannouncements made by firm i about period t. 

DIV_Ii,t =  one if firm i increases (grossed-up) dividends in period t, and zero otherwise.  

SREPi,t = one if firm i announces an on-market share repurchase in disclosure period t, and 

zero otherwise. 
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Equations 7.1-7.7 are estimated for investor communications data pooled over the 

earnings shock years.  To control for simultaneity between the different modes of investor 

communications each equation is estimated using two-stage least-squares (2SLS).122    

This procedure yields consistent estimates of the structural parameters when equations 

are simultaneously determined.  However, full information procedures such as three-stage 

least-squares generally yield more efficient estimates, by taking into account the cross-

correlation in errors from each regression.  Holthausen, Larcker and Sloan (1995) discuss 

why 2SLS is preferred to full information procedures when sample size is small, and when 

model misspecification is an issue.  First, Monte Carlo simulations by Challen and Hagger 

(1983) indicate that 2SLS has more desirable small sample properties and is less sensitive 

to multicollinearity.  Second, the 2SLS parameter estimates are less sensitive to model 

misspecification, because misspecification in one regression equation does not 

contaminate the estimation of any other equation in the system.  Given the exploratory 

nature of this study, model misspecification is an important consideration.   

 

7.4.2    Results 
 

The result of two-stage least squares estimation of equations 7.1-7.7 is reported in Table 

7.3.  Reported significance values are based on heteroskedasticity consistent standard 

errors (White, 1980).   

 

 

                                                 
122 Greene (1983) demonstrates the validity of using OLS for limited dependent variable models. 
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Table 7.3   Investor Communications Choice around Adverse Earnings Shocks 
 

This table presents results from two-stage least squares regressions, which model the factors influencing managers’ simultaneous choice between 
alternative modes of investor communications.  The analysis is conducted for 74 firms that experience two contiguous years of negative or declining 
earnings.  Data is pooled over this earnings shock period, i.e. 148 observations are utilised, one for each firm-year in the two year earnings shock period.  
t-statistics are based on White’s (1980) heteroskedasticity consistent standard errors.  Investor communications variables are defined in section 7.4.1.  
Explanatory variables are defined in section 7.3. 

Investor Commmunications Mode

Indep Variable QUAL t-stat STRATEGY t-stat EFOR t-stat EPRE t-stat DISQNT t-stat DIV_INCR t-stat SREP t-stat

Intercept 35.81 11.50 14.51 4.29 0.98 5.98 0.13 2.85 -0.10 -0.36 0.37 2.91 0.16 1.91

ESHOCK 12.01 0.99 0.88 0.78 1.20 2.94 -0.29 -1.19 -0.12 -1.02

INFORM 16.33 5.82 9.33 5.42 0.04 0.24 0.10 2.31 -0.06 -0.42 0.12 2.79 -0.03 -1.13

EUNCERT -3.59 -1.30 1.53 1.01 0.07 0.53 -0.03 -0.77 0.15 1.03 -0.10 -2.37 0.01 0.68

INSTITOWN -5.99 -3.37 -2.28 -2.14 -0.27 -2.18 -0.05 -1.30 -0.06 -1.84 -0.02 -1.55

PROPCOST -35.71 -3.58 -1.48 -1.39 0.46 0.38 0.36 1.89 -0.36 -2.11

UVALN 1.31 2.16

POSTONE -7.93 -0.91 -0.07 -0.89 0.00 -0.05

ISSUE 1.74 0.45 -4.20 -1.46

CASH 0.00 -0.76 0.00 0.33

LEVERAGE -0.09 -0.43 -0.27 -2.04

SEGMENTS 2.69 3.24 0.22 2.39

THREAT 0.09 0.87 0.08 0.82 0.05 1.07

CEODISMISS 0.27 0.07

RESTRUCTURE 6.88 1.96

POSTPERF -27.61 -1.33 1.10 0.06 -1.84 -1.14 -2.50 -2.21 -0.08 -0.26 -0.24 -2.27

Adj R-squared 0.51 0.41 0.06 0.09 0.03 0.07 0.08
F-Stat 22.45 12.55 2.53 3.90 1.87 2.16 2.21
N 148 148 148 148 148 148 148  

 
Coefficients that are significant at the 5% level are in bold. 



 

 200

Firm with greater information intermediation in their stock provide more detailed guidance 

to investors, in the form qualitative financial disclosures.  This is consistent with U.S. 

evidence that firms releasing qualitative information through conference calls have larger 

analyst followings (Frankel et al., 1999).  Brown et al. (2004) provide evidence that holding 

one conference call each quarter corresponds to a 15 basis point reduction in the annual 

cost of equity capital, consistent with qualitative financial disclosures being especially 

informative to less sophisticated investors.  Our evidence indicates that information 

intermediaries play an important role in processing and disseminating qualitative 

information disclosed by managers, and thereby reducing the information gap between 

sophisticated and unsophisticated investors (Healy and Palepu, 2001).  Qualitative 

disclosures also reveal valuable information to a firm’s competitors.  As expected, firms 

incurring larger proprietary costs from public disclosure provide fewer qualitative 

disclosures.  Firms with higher levels of institutional ownership also disclose fewer 

qualitative disclosures.  This is consistent with managers building long-term relationships 

with large institutional investors, which involve the private communication of detailed 

qualitative information for monitoring purposes.  Firms gain from relationships with long-

term institutional investors by avoiding proprietary costs from public disclosure and 

destabilising trading by transient institutions who are attracted by increases in public 

disclosure activity (Bushee and Noe, 2000). 

 

Firms with greater information intermediation provide investors with a greater volume of 

information on corporate strategy.  This finding strengthens our conclusion that information 

intermediaries play an important role in processing detailed management disclosures for 

dissemination to unsophisticated investors.  Determining the valuation implications of 

managers’ loss-stemming and turnaround strategies around adverse earnings shocks is a 

complex task.  In the absence of information intermediation services provided by analysts, 

brokers and ratings agencies, unsophisticated investors might otherwise be disadvantaged 

by the release of detailed information on corporate strategy.  Information intermediaries 

also provide managers with valuable feedback on corporate strategy.  Managers can 

decide which strategies to implement based on reactions to proposed corporate strategies 

by financial analysts (e.g. Dye and Sridhar, 2002).  Therefore, managers might be more 

willing to disclose strategy-related information in markets with a higher level of information 

intermediation.  Firms that restructure their operations provide greater levels of strategy 

disclosure.  A voluntary restructuring is a significant and highly visible response to an 

adverse earnings shock.  The evidence suggests that managers increase strategy 

disclosure to explain the motivation, design and future financial consequences of a 
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voluntary restructuring to the capital market.  More information on corporate strategy is 

also disclosed by firms with a larger number of business segments.  These firms can 

undertake a larger number of new projects and have a larger set of potential strategic 

responses to an adverse earnings shock available to them.  In addition, managers of firms 

with greater institutional ownership provide fewer strategy disclosures, consistent with the 

private communication of detailed information on corporate strategy with institutional 

shareholders during an adverse earnings shock. 

 

Firms with higher levels of institutional ownership also provide less earnings guidance in 

the form of earnings forecasts.  Managers might privately alert large institutional 

shareholders to an impending earnings disappointment.  In this private setting, managers 

can provide detailed qualitative and strategy-related disclosure in order to gain support 

from large institutional shareholders for their turnaround strategies and restructuring plans.  

The public release of an earnings forecast in the lead up to an adverse earnings shock 

might negatively impact on the reputation of institutional shareholders among retail clients, 

leading them to dump their shares.  This may in turn attract interest from short-term traders 

who destabilise stock prices (Bushee and Noe, 2000; Attari, Banerjee and Noe, 2005).  

Managers will be particularly sensitive to the capital market costs of destabilising trading 

around adverse earnings shocks.   

 

Firms that experience more severe earnings shocks provide more earnings guidance in the 

form of earnings preannouncements.  This is consistent with the use of earnings 

preannouncements to convey bad news regarding earnings (Skinner, 1994), possibly to 

avoid overreaction by investors to bad news released on the earnings announcement date 

(Libby and Tan, 1999; Soffer et al., 2000).  Firms with greater levels of information 

intermediation are also more likely to preannounce earnings.  Managers have incentives to 

avoid embarrassing analysts and other information intermediaries with a negative earnings 

surprise on the reporting date (e.g. Kasznik and Lev, 1995).  Information intermediaries 

play a vital role in processing and disseminating qualitative financial and strategy-related 

information disclosed by managers. Managers of firms with greater information 

intermediation might also preannounce earnings to pre-empt private information gathering 

by sophisticated investors and thereby ameliorate heightened information asymmetry 

between investors around adverse earnings shocks.  

 

As expected, firms with a larger number of business segments disclose more 

disaggregated quantitative disclosures, including business segment forecasts.  However, 



 

 202

firms that disclose more disaggregated quantitative disclosures perform more poorly in 

their post-shock period.  One possible interpretation of this finding is that sales and 

business segment forecasts are used by firms with severe financial problems to hype their 

stock.  This issue is pursued in Chapter 8.  No other variables are significantly associated 

with the release of disaggregated quantitative disclosures.  Of the seven investor 

communications regressions reported in Table 7.3, this regression does the poorest job of 

explaining managers’ communications choices.  The regression F-statistic is 1.86, 

significant at the 9% level, whereas regressions for the six alternative modes of investor 

communications are all significant at the conventional 5% level. 

 

Firms with greater levels of information intermediation are more likely to increase 

dividends.  Our expectation was that managers resort to costly corporate finance signals, 

such as dividend increases, when they do not have access to information intermediaries 

who process and disseminate their detailed disclosures.  It should be noted here that there 

is no relation between dividend increases and POSTPERF, and so dividend increases do 

not appear to signal better financial performance in the post-shock period.  As such, 

dividend increases during adverse earnings shocks are on average overoptimistic.  

Supposedly, information intermediaries provide a check on overoptimistic investor 

communications.  However, there is a large body of literature expressing concerns over the 

independence of financial analysts and other information intermediaries (e.g. McNichols 

and O’Brien, 1997; Coffee, 2002).  Our finding that firms with greater information 

intermediation are more likely to make an overoptimistic dividend increase points to the 

possibility that information intermediaries are not only used by managers to process and 

disseminate detailed qualitative disclosures to investors.  Financial analysts and brokers 

may also be used by managers to ‘hype’ their firms’ stock.123  We explore this possibility 

further in section 8.4.2 on overoptimistic management forecasts.  On the other hand, firms 

experiencing greater earnings uncertainty are less likely to increase dividends, as 

expected.  Dividend reductions are costly and so firms increasing dividends must have a 

high degree of confidence that dividend payments can be sustained by future earnings 

(Lintner, 1956).  In addition, there is marginal evidence that firms with greater institutional 

ownership are less likely to increase dividends and firms with larger proprietary costs are 

more likely to increase dividends (significant at the 7% and 6% levels, respectively).  The 

first result is consistent with the presence of privately informed institutions that build close 

relationships with management constraining managers’ ability to make overoptimistic 

                                                 
123  Such concerns peaked following the Internet stock crash in April 2000.  For instance, Vickers and Weiss 
(2000) write in BusinessWeek of “a revolution in the role of the analyst, who is fast becoming less of a 
researcher than a celebrity pitchman--for both his employer and the stocks he or she follows.”  
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dividend increases.  Similarly, Schipper (1989) argues that sophisticated investors with 

large equity stakes are ideal candidates to unravel earnings manipulations by managers.  

Section 8.4.2 provides further evidence on the role of institutional investors in checking 

overoptimistic management communications.  Also, dividend increases convey less 

information to competitors than detailed qualitative and strategy-related disclosures, and 

so will be a preferred mode of investor communications for firms incurring large proprietary 

costs from public disclosure. 

 

Firms experiencing greater stock undervaluation are more likely to conduct share 

repurchases, as expected.  Stock undervaluation is a particular concern for firms 

experiencing adverse earnings shocks, since there is an increased risk of investor 

overreaction to earnings disappointments (e.g. Lakonishok, Shliefer and Vishny, 1994).  

Share repurchases are more frequently conducted by firms with low gearing, consistent 

with findings by Mitchell and Robinson (1999) in their survey of the motivations for share 

repurchases reported by Australian firms.  However, firms that face larger proprietary costs 

from disclosure are less likely to conduct a share repurchase, contrary to expectations.  It 

is unclear what proprietary information is revealed by a share repurchase.  The only 

explanation we can offer is that firms in more competitive industries (i.e. firms with larger 

values of PROPCOST), must conserve more cash during an adverse earnings shock in 

order to withstand the joint effects of intense competition and a weakened financial 

condition.  In addition, we find that firms conducting share repurchases perform relatively 

poorly in their post-shock period.  Therefore, share repurchases might be used to falsely 

signal future financial performance.   

 

7.4.3    Auxiliary Tests 
 

This section presents auxiliary analyses of the factors influencing changes in voluntary 

disclosure around adverse earnings shocks, as well as addressing several issues 

regarding the analysis of investor communications levels. 

 

The analysis of the level of communication in section 7.4.2 informs on the factors 

motivating managers to communicate with the capital market around an adverse earnings 

shock.  However, not only is the level of communication important, but also the change in 

managers’ investor communications activity over the earnings shock period.  It was found 

in Chapter 6 that managers provide more qualitative disclosure for the earnings shock 

period, as well as greater earnings guidance in the form of earnings forecasts and 

preannouncements.  To investigate the factors motivating managers to step up 



 

 204

communications around adverse earnings shocks, we estimate the regression equations 

for qualitative disclosure, earnings forecasts and earnings preannouncements (equations 

7.1, 7.3 and 7.4) with changes in the respective disclosure measures in the earnings shock 

period (relative to the benchmark year) as dependant variables.124    Again, endogeneity 

between alternative modes of disclosure is controlled for via 2SLS estimation.125  The 

results are presented in table 7.4. 

 

Table 7.4    Factors Motivating Increases in Disclosure around Adverse Earnings Shocks 
 

This table presents results from two-stage least squares (2SLS) regressions, which model the 
factors influencing managers’ decision to increase their use of qualitative disclosures, earnings 
forecasts and earnings preannouncements around adverse earnings shocks.  The dependent 
variables are changes in the respective disclosure measures in the earnings shock period relative to 
the benchmark year.  In the first stage regression, the disclosure change measures are regressed 
upon the full set of instruments used in the 2SLS regressions specified in section 7.4.1.  The fitted 
value form the first stage regression is then modelled in the second stage.  The analysis is 
conducted for 74 firms that experience two contiguous years of negative or declining earnings.  Data 
is pooled over this earnings shock period, i.e. 148 observations are utilised, one for each firm-year 
in the two year earnings shock period.  t-statistics are based on White’s (1980) heteroskedasticity 
consistent standard errors.  Investor communications variables are defined in section 7.4.1.  
Explanatory variables are defined in section 7.3. 

Indep Variable QUAL t-stat EFOR t-stat EPRE t-stat

Intercept 4.73 *** 2.12 0.37 *** 2.16 0.00 0.03

ESHOCK 2.01 0.20 1.41 1.02 1.51 *** 3.19

INFORM -5.15 ** -2.02 0.01 0.07 0.08 ** 2.09

EUNCERT 3.27 ** 2.06 -0.02 -0.15 -0.09 -1.46

INSTITOWN -6.16 *** -4.02 -0.07 -0.53 -0.01 -0.37

PROPCOST 7.32 0.62 -1.26 -1.27

ISSUE 1.13 0.27

THREAT 0.16 1.60

POSTPERF -12.20 -0.75 -1.53 -0.94

Adj R-squared 0.18 0.00 0.09
F-Stat 5.59 *** 1.08 3.91 ***
N 148 148 148  

                       ***,**,* denote statistical significance at the 1%, 5% and 10% level, respectively. 
                                                 
124 Since managers do not significantly change their level of strategy disclosure or disaggregated quantitative 
disclosure for the earnings shock period (see Table 6.2), we originally ran changes regressions for qualitative 
financial disclosures, earnings forecasts and earnings preannouncements only.  Subsequently, we also ran 
regressions for changes in strategy and disaggregated quantitative disclosure, for completeness.  As expected, 
the regression models do not significantly explain changes in these disclosure measures.  
125 To control for endogeneity, the first stage regression involves the full set of instruments used in the 2SLS 
regressions specified in section 7.4.1.   



 

 205

Table 7.4 reveals that the empirical models significantly explain the increase in qualitative 

financial disclosure and earnings preannouncements, but not the increase in earnings 

forecasts for the earnings shock period.  The expansion in qualitative financial disclosure 

for the earnings shock period is partly attributable to firms experiencing a high degree of 

earnings uncertainty.  This is consistent with the use of qualitative financial disclosures to 

enhance the informativeness of earnings around adverse earnings shocks by providing 

explanations and elaborations on the financial numbers, and enabling investors “to judge 

the quality of earnings and the likelihood that past performance is indicative of future 

performance” (SEC, 1987).  The finding is also consistent with the use of qualitative 

disclosures by high-growth, intangible-intensive firms to fill gaps in their information 

environment left by deficient financial reporting (e.g. Tasker, 1998).  Firms with greater 

information intermediation and institutional ownership do not expand qualitative financial 

disclosure to the same degree as other firms.  Firms with greater information 

intermediation already provide a higher level of qualitative disclosure to the capital market 

(see Table 7.3), and so may not be able to expand qualitative financial disclosure further 

for the earnings shock period.  With regard to institutional ownership, the evidence 

provides further support for the view that firms with greater levels of institutional ownership 

utilise private communication channels to build long-term relationships with large 

institutional investors.  There is a systematic portion of the increase in qualitative financial 

disclosures for the earnings shock period that remains unexplained by the model. 

 

The decision to increase the frequency of earnings preannouncements in the earnings 

shock period appears to be explained entirely by the severity of firms’ earnings shocks and 

the degree of information intermediation in their stock.  The first result is consistent with 

evidence that earnings preannouncements are used primarily to convey bad news (see 

Table 6.8), while the second supports the view that managers are reluctant to surprise 

financial analysts and other information intermediaries on the earnings announcement date 

(Kasznik and Lev, 1995; Holland, 1997a).  The evidence presented above suggests that 

information intermediaries play an important role in processing and disseminating 

managers’ qualitative disclosures, and that qualitative disclosures are used by managers 

to resolve earnings uncertainty around adverse earnings shocks.  Therefore, managers will 

want to retain interest from financial analysts and other information intermediaries around 

adverse earnings shocks by alerting them to an impending earnings disappointment prior 

to the earnings announcement date.  
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We now examine several issues regarding the analysis of investor communications levels 

in section 7.4.2.  The regression for earnings preannouncements does not include the 

post-earnings shock performance measure, PSPERF, unlike the other regressions.  Given 

that earnings preannouncements are issued after the end of the reporting period and 

therefore do not (unlike earnings forecasts) signal managers’ anticipation of future 

earnings, we expect that preannouncements are used primarily to resolve information 

asymmetry rather than to signal management talent for anticipating economic conditions.  

Including PSPERF in the regression does not qualitatively affect the results.  All 

coefficients that were significant at the 5% level continue to be significant and retain their 

original sign.  As expected, the coefficient on PSPERF is not significant.126   

 

In fact, we find no evidence of a link between managers’ investor communications activity 

and their firms’ future financial performance.  On the contrary, Holder-Webb finds that 

financially distressed firms providing greater levels of MD&A disclosure have a lower 

probability of failure.  Instead of this binary performance measure, we utilise a censored 

measure that captures the incidence of a turnaround in earnings, as well as firms’ financial 

performance in the event of an earnings turnaround.   To investigate the robustness of our 

findings and allow for comparison with Holder-Webb’s results, we reestimate equations 

7.1-7.7 after replacing PSPERF with a binary performance measure indicating whether the 

firm survives the two-year post-shock period.  The coefficient on the survival indicator is 

not significant in any of the regressions, except in the earnings preannouncement 

regression, in which it is -0.26 (significant at the 1% level).  This negative association is 

consistent with firms preannouncing earnings when they experience more severe earnings 

shocks.127     

 

In addition, auxiliary analyses are conducted for managers’ dividend increase and share 

repurchases choices.  Mohanram (2001) models managers’ choice between alternative 

modes of investor communications, including binary corporate finance signals, using a 

two-stage least squares regression methodology.  The justification for this treatment of the 

binary dividend increase and share repurchase variables, which is equivalent to fitting a 

linear probability model, is based on Greene (1983), who generalises the validity of OLS to 

certain classes of limited dependent variables.  While OLS point estimates are unbiased 

estimates of the true parameter values, the linear probability model has several problems 

                                                 
126 The results of the analysis are not reported here, but are available upon request. 
127 The results of the analysis are available upon request. 
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associated with it, including heteroskedasticity.128  Also, correlations between investor 

communications variables presented in Table 6.13 indicate that dividend increases and 

share repurchases are not significantly correlated with any of the voluntary disclosure 

variables, suggesting that perhaps these variables should be modelled independently.  To 

address both of these concerns we independently estimate the regression equations for 

dividend increases and share repurchases (i.e. equations 7.6 and 7.7) using binary logit 

regressions.   

 

The results are presented in Table A7.3 in Appendix iii to this chapter.  The results are 

similar when modelling dividend increases and share repurchases using binary logit 

regression.  The only changes for dividend increases are that the coefficient on 

PROPCOST, which was significant at the 6% level in the 2SLS regression, is only 

significant at the 12% level in the logit regression.  The coefficient on INSTITOWN which 

was only significant at the 7% level is now significant at the conventional 5% level.  For 

share repurchases, the coefficients on UVALN and POSTPERF are no longer significant.  

Otherwise, all coefficients that were significant at the 5% level in the 2SLS regressions 

continue to be, and all significant coefficients have the same sign as in the original 2SLS 

regressions. 

 

7.5      How do Firms select their Overall Investor Communications Strategy? 

 

This section analyses how firms select their overall investor communications strategy, 

rather than examining the choice between individual modes of communication.  To classify 

firms according to their overall communications strategy, we employ a two-step cluster 

analysis using data on all investor communications modes in the benchmark and earnings 

shock periods.  In addition to the investor communications variables modelled above, the 

incidence of a dividend cut and continuous variables capturing the percentage change in 

dividends and the percentage of outstanding equity repurchased in a given disclosure 

period are included in the analysis.  The qualitative disclosure measure is disaggregated 

into contemporaneous and prospective qualitative disclosures, and the strategy disclosure 

measure is disaggregated into long-form and concise strategy disclosures (formal 

definitions are provided in section 4.7).  Finally, binary variables are included, which 

capture the issuance of an earnings shock and earnings preannouncement, rather than the 

corresponding (continuous) time-weighted measures.  When analysing the membership of 

                                                 
128 We deal with heteroskedasticity by utilising White’s (1980) heteroskedasticity consistent standard errors in 
hypothesis testing.     
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clusters, it is more useful to observe how they vary according to the percentage of cluster 

members issuing earnings forecasts and preannouncements.  

 

The cluster analysis automatically generates two clusters: cluster 1 comprised of 14 firms 

and cluster 2 comprised of 60 firms.  Table 7.5 profiles the clusters.  Firms in cluster 1 

make relatively more qualitative disclosures, strategy disclosures and disaggregated 

quantitative disclosures, such as revenue and business segment forecasts.  There is no 

major difference between the use of earnings forecasts and earnings preannouncements 

between the clusters.  On the other hand, firms in cluster 2 make large absolute changes in 

dividends and repurchase a greater proportion of their outstanding equity.  In addition, 

48.3% (40%) of firms in cluster 2 cut dividends in the first (second) earnings shock year, 

compared to 0% (7.1%) of firms in cluster 1.  Therefore, firms in cluster 1 appear to favour 

more detailed disclosure, while firms in cluster 2 rely more heavily on ‘hard’ 

communications, such as earnings forecasts and preannouncements, dividend changes 

and share repurchases.129  Clearly, this is a descriptive analysis and caution must be 

exercised in interpreting the results.  Nevertheless, the exploratory dimension to the study 

means that a descriptive analysis might be informative.   

 

The factors determining membership in the respective clusters are analysed by estimating 

the following binomial logit model using 148 firm-year observations for the earnings shock 

period: 

 

INVCOMk,i = γ0 + γ5ESHOCKi + γ1INTERMEDi  

 + γ2FSINFORMi + γ3SPUNCERTi+ γ4UVALNi  

 +   γ7PROPCOSTi + γ8ISSUEi +   γ6SEGMENTSi  

 + γ9RESTRUCTUREi + γ10CASHi + γ11LEVERAGEi  

 + γ12CEODISMISSi + γ13THREATi + ηi                    (7.9) 

 

Where: INVCOMi equals one if firm i favours ‘hard’ communications (i.e. is a member of cluster 2), 
and zero if firm i favours detailed disclosures (cluster 1). 

                                                 
129 The fact that firms in cluster 1 also utilise earnings forecasts and preannouncements relatively frequently is 
consistent with findings by Hutton, Miller and Skinner (2003) that firms use ‘hard’ quantitative disclosures to 
improve the credibility of their communications.  In the case of cluster 1 firms, earnings forecasts and 
preannouncements might improve the credibility of their detailed disclosures, which include ‘soft’ qualitative 
discussion and strategy disclosures.  In any case, cluster 1 firms rely far more heavily than cluster 2 firms on 
detailed disclosures vis-à-vis earnings forecasts and preannouncements.   
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Table 7.5           Classification of Investor Communications Strategy: 

Cluster Profiles 
 
This table profiles the outcome of a two-step cluster analysis used to classify overall investor communications 
choice by 74 firms experiencing two years of negative or declining earnings.  The cluster analysis is conducted 
using data on all investor communications modes in the benchmark and earnings shock periods.  Continuous 
investor communications variables employed are the number of contemporaneous qualitative disclosures, 
CQUAL; prospective qualitative disclosures, PQUAL; concise strategy disclosures, STRATEGY_C; long-form 
strategy disclosures, STRATEGY_L; disaggregated quantitative disclosures, such as sales and business 
segment forecasts, DISQNT; change in the grossed-up annual dividend scaled by the previous year’s grossed-
up dividend, DIV_CH; the percentage of outstanding equity repurchased, SREP_%.  In addition, the two-step 
cluster analysis permits the use of binary variables, which capture the issuance of an earnings forecast, EFOR; 
an earnings preannouncement, EPRE; an increase in grossed-up annual dividends, DIV_INCR; a cut in 
grossed-up annual dividends, DIV_CUT; and a share repurchase, SREP.  Formal definitions are provided in 
section 4.7. 
Two clusters are automatically generated.  Cluster 1 is comprised of 14 firms and cluster 2 of 60 firms.  The 
methodology is outlined in section 7.4.2.  Panel A profiles the mean of the continuous investor communications 
variables across the two clusters.  Panel B profiles the frequency of the use of the binary communications 
modes across clusters. 
 
Panel A.        Mean Values:  

Continuous Variables 

1 2
CQUAL
Benchmark Yr 0 56.2 15.5
Earnings Shock Yr 1 49.5 19.0
Earnings Shock Yr 2 49.9 15.4

PQUAL
Benchmark Yr 0 37.6 8.8
Earnings Shock Yr 1 35.5 13.7
Earnings Shock Yr 2 33.5 14.3

STRATEGY_C
Benchmark Yr 0 25.8 10.6
Earnings Shock Yr 1 25.9 10.7
Earnings Shock Yr 2 23.9 11.2

STRATEGY_L
Benchmark Yr 0 39.8 11.9
Earnings Shock Yr 1 29.8 9.7
Earnings Shock Yr 2 28.4 9.6

DISQNT
Benchmark Yr 0 1.38 0.23
Earnings Shock Yr 1 2.31 0.32
Earnings Shock Yr 2 2.06 0.16

DIV_CH
Benchmark Yr 0 0.32 0.50
Earnings Shock Yr 1 0.06 2.24
Earnings Shock Yr 2 0.19 -0.25

SREP_%
Benchmark Yr 0 0.00 0.00
Earnings Shock Yr 1 0.00 0.28
Earnings Shock Yr 2 0.00 0.50

CLUSTER

  

Panel B.    Frequency of Communication:
          Binary Variables

1 2
EFOR
Benchmark Yr 0 35.71 36.67
Earnings Shock Yr 1 42.86 51.67
Earnings Shock Yr 2 71.43 56.67

EPRE
Benchmark Yr 0 14.29 8.33
Earnings Shock Yr 1 28.57 20.00
Earnings Shock Yr 2 28.57 16.67

DIV_INCR
Benchmark Yr 0 71.43 56.67
Earnings Shock Yr 1 35.71 11.67
Earnings Shock Yr 2 28.57 8.33

DIV_CUT
Benchmark Yr 0 0.00 10.00
Earnings Shock Yr 1 0.00 48.33
Earnings Shock Yr 2 7.14 40.00

SREP
Benchmark Yr 0 0.00 0.00
Earnings Shock Yr 1 7.14 6.67
Earnings Shock Yr 2 0.00 6.67

CLUSTER
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Table 7.6          Choice of Overall Investor Communications Strategy 
 
This table presents results of a binary logit analysis of the factors influencing the (binary) classification of 
overall communications strategy for 74 firms that experience negative or declining earnings.  Firms’ investor 
communications choices are classified employing a two-step cluster analysis using data on all investor 
communications modes in the benchmark and earnings shock periods (See section 7.4.2 for details).  Two 
clusters are formed, which classify firms’ investor communication strategies as either favouring detailed 
disclosures such as qualitative discussion of results, strategy disclosures and sales and business segment 
forecasts, or “hard” communications, such as earnings forecasts, preannouncements, dividend changes and 
share repurchases.  INVCOMi = one if firm i favours ‘hard’ communications (cluster 2) over detailed disclosures 
(cluster 1).  The logistic regression utilizes 148 firm-year observations, one for each firm in each of the two 
earnings shock years.  The methodology is outlined in 7.4.2.  Independent variables are defined in section 7.3.   

 

Indep Variable Coefficient z-Statistic

Intercept 6.54 *** 2.90

ESHOCK -2.94 -0.62

INFORM -1.81 ** -2.29

EUNCERT 0.12 0.23

INSTITOWN -0.52 -0.77

LEVERAGE 2.02 0.62

CASH -0.65 -0.29

PROPCOST 3.60 ** 1.95

ISSUE -0.31 -0.32

THREAT 0.10 0.08

CEODISMISS 0.02 0.02

RESTRUCTURE -2.26 ** -2.18

SEGMENT -0.95 *** -3.65

McFadden R-squared 0.65

N 148
 

 

 

***,**,* denote statistical significance at the 1%, 5% and 10% level, respectively 

 

 

The results of the empirical tests are presented in Table 7.6.  Positive coefficient values 

indicate that the variable is associated with a preference toward ‘hard’ communication over 

detailed disclosure.  Table 7.6 reveals that firms with greater information intermediation, a 

greater number of business segments and firms restructuring their operations prefer to 



 

 211

communicate through detailed disclosures.  This further support for the role of financial 

analysts and other intermediaries processing and disseminating information contained in 

detailed management disclosures to relatively unsophisticated investors.  Firms 

undergoing a voluntary restructuring and firms with a larger number of business segments 

have more complex operations and strategy profiles, and therefore face more severe 

information asymmetry problems around adverse earnings shocks.  The evidence 

indicates that these firms attempt to resolve information asymmetry between investors by 

providing more detailed, disaggregated information on financial performance and corporate 

strategy around adverse earnings shocks.  Finally, firms that incur larger proprietary costs 

from public disclosure prefer to communicate with the capital market through ‘hard’, 

aggregated communications, such as earnings forecasts and preannouncements, dividend 

changes, and share repurchases, than to make detailed disclosures.  In section 7.4.2, we 

found that firms facing large proprietary costs are less likely to issue an earnings forecast 

or conduct a share repurchase.  The evidence presented here suggests that when faced 

with the choice between detailed qualitative financial and strategy disclosures, on the one 

hand, and ‘hard’ disaggregated communications on the other, managers prefer to 

communicate with the capital market through ‘hard’ earnings guidance and corporate 

finance signals.      

 
 
7.6        Conclusion  

 
 
This chapter analyses why managers voluntarily communicate with the capital market, and 

how managers choose between alternative modes of investor communications around 

adverse earnings shocks.  We present evidence that financial analysts and other 

information intermediaries play an important role in processing and disseminating 

managers’ detailed qualitative financial and strategy disclosures to the capital market.  

Possibly due to the capital market benefits of greater information intermediation, managers 

are reluctant to surprise intermediaries on the earnings announcement date with an 

earnings disappointment.  Instead, firms with greater information intermediation more 

frequently preannounce disappointing earnings during their earnings shock period.  

However, we also find evidence that information intermediaries play a role in hyping firms’ 

stock.  Specifically, we find that firms with greater information intermediation are more 

likely to increase dividends around adverse earnings shocks, even though dividends 

increases are on average overoptimistic.   
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The presence of large institutional investors plays a significant role in shaping firms’ 

investor communications policies.  Firms with greater institutional ownership provide fewer 

detailed qualitative financial disclosures, strategy disclosures and earnings forecasts.  This 

is consistent with close long-term relationships between managers and large institutional 

investors, which emphasise the private communication of information to institutional 

shareholders for monitoring of the firm.  We present further evidence that institutional 

investors utilise their private information to check overoptimistic dividend increases by 

managers around adverse earnings shocks.   

 

In addition, firms are deterred from issuing qualitative financial disclosures and earnings 

forecasts by the proprietary costs of public disclosure.  Firms that have a large number of 

business segments and engage in voluntary restructurings issue strategy disclosures.  

There is also some evidence that firms experiencing undervaluation problems and firms 

with low gearing conduct share repurchases. 

 

We characterise managers’ overall investor communications strategies by conducting a 

cluster analysis of investor communications variables.  In an analysis of cluster 

membership, we find that firms with greater information intermediation, a greater number of 

business segments and firms restructuring their operations prefer to communicate through 

detailed disclosures.  On the other hand, firms that incur larger proprietary costs from 

public disclosure prefer to communicate with the capital market through ‘hard’, aggregated 

communications, such as earnings forecasts and preannouncements, dividend changes, 

and share repurchases. 

 

The evidence presented in this chapter is broadly consistent with managers using investor 

communications to deal with information asymmetry in the capital market around adverse 

earnings shocks, after considering the costs and benefits of investor communications.  We 

find no evidence that investor communications are used to signal management talent for 

anticipating and responding to economic conditions.  The finding that dividend increases 

do not signal better future financial performance raises concerns over the reliability of 

managers’ communications with the capital market around adverse earnings shocks.  This 

issue is taken up in the following chapter. 

 



 

 213

Appendix: Chapter 7 
 
 

Generated Explanatory Variables and Auxiliary Tests 
 
 
 
i.   Factor Analysis of Information Environment Variables 

 

A large set of information is available on various features of firms’ information 

environments.  For parsimony we conduct a factor analysis of thirteen variables, setting the 

number of factors for extraction to three.  The three factors extracted are: INFORM, which 

captures the level of information intermediation in a firm’s stock; EUNCERT, which 

captures the degree of uncertainty over earnings faced by investors; and INSTITOWN, 

which captures the institutional ownership in a firm’s stock.  The reasoning behind this 

interpretation of the extracted factors is provided in section 7.3.1.  The univariate 

correlations between the extracted factors and the underlying variables is presented in 

Table A7.1.   
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Table A7.1           Correlations: Information Environment Factors 
 
This table presents univariate correlations between information intermediation (INFORM), earnings 
uncertainty (EUNCERT) and institutional ownership (INSTOWN) factors and the thirteen 
‘information environment’ variables employed in the factor analysis (see section 7.3.1).  Correlations 
above |0.5| are in bold.  
 

Factor 1 Factor 2 Factor 3
Variable INFORM EUNCERT INSTOWN

Firm Size 0.764 -0.132 0.014

Analyst Following 0.686 -0.239 -0.248

Stock Liquidity 0.801 -0.164 0.394

All Ordinaries Index M'ship 0.514 -0.308 -0.101

Stock P Volatility (daily) -0.539 0.201 0.550

Stock P Volatility (intra-day) 0.187 0.537 -0.430

ASX Stock P Queries 0.479 0.631 0.201

Intangible Intensity 0.289 0.713 0.114

Market to Book Value 0.321 0.572 -0.077

ABEXT -0.119 0.639 0.035

AGE 0.257 -0.338 0.014

Big Six Auditor 0.382 0.085 -0.257

Ownership Concentration -0.116 -0.006 0.676
 

 
Summary of Variables: 
 
Firm size is measured by end of period total assets  
Analyst following is measured as the maximum number of analysts registering earnings forecasts on the IBES 
database, during year 0, for any single forecast horizon. 
Stock liquidity is measured by the daily average dollar value of shares traded over disclosure period t. 
All Ordinaries Index M’ship represents the percentage of firms that are constituents of the All Ordinaries Index.   
Stock P Volatility (Daily) is the mean residual for each firm from a market model regression estimated for 
disclosure period t. 
Stock P Volatility (Intra-day) is the mean difference for each firm between the highest and lowest trading price 
for day d, scaled by closing price for day d-1. 
ASX Stock P Queries represents the number of stock price queries issued to firms by the ASX. 
Intangible Intensity is the book value of intangible assets scaled by end of period book value of equity. 
Market to book value is market value of equity divided by end of period book value of equity.   
Market value of equity is measured on the nearest calendar month end following the firm’s annual general 
meeting for year 0, measured in millions of Australian dollars.   
ABEXT is the sum of the absolute values of abnormal and extraordinary items for year t. 
Age is the number of year of operation measured at the beginning of the benchmark year.   
Big six auditor represents the percentage of firms hiring a big six auditor.  
Ownership concentration is measured by the proportion of outstanding shares owned by the top 20 
shareholders at the end of year t. 
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ii.  A Measure of Stock Undervaluation  

 

Many common proxies for undervaluation cannot be utilised in the current setting (see for 

example Mohanram, 2001, p. 45).  The sample of firms studied in this thesis is comprised 

of a high proportion of young firms and firms with little or no analyst coverage.  Therefore, 

proxies for undervaluation such as earnings response coefficients and measures involving 

long-term analyst earnings forecasts cannot be constructed.  Instead, we estimate a 

residual income valuation model, and use the fitted residual from this regression to proxy 

for stock undervaluation, as discussed in section 7.3.1.   

 

The following cross-sectional OLS regression is estimated: 

 

MVEi  =   α0 + α1BVEi  + α2RES_INCOMEi + α3SALESi + α4SALES_GROWTHi 

 + α5INTANGIBLESi + α6CAPEXPi + α7AGEi  + εi                        (A7.1) 

 
Where:   MVE = market value on the nearest calendar month end following the end of the 

disclosure period130. 

BVE = End of period book value of equity. 

RES_INCOMEi = Net income – BVE*estimated cost of capital, where the 

Estimated Cost of Capital= rfi,t + Betai,t*(Rmt-rfi,t), and 

Betai,t=estimate for firm i using daily returns over disclosure period t. 

Rmi,t = return on equal-weighted market index over disclosure period t,  

rfi,t= 3-month T-bill rate on the nearest calendar month end following the end of 

disclosure period t. 

SALES_GROWTH = change in total revenue, scaled by total revenue in the 

previous year.  

INTANGIBLES = recognised intangible assets, scaled by end of period book value 

of equity.  

CAP_EXP = capital expenditure divided by annual sales.  

AGE = the number of years of operation measured at the beginning of the 
benchmark year, proxied by the number of years of accounts available on the 
Company Analysis database prior to the benchmark year.   
 

 

The undervaluation proxy, UVALNi,t, is the negative of the fitted residual for firm i, from 

estimating equation (A7.1) for period t-1, multiplied by the scaling factor 10-10.  The scaling 

                                                 
130 Market value data is only available on the SPPR database at a monthly frequency.  Therefore, the calendar 
month end nearest to the end of disclosure period t is chosen to ensure that all financial information on 
reporting period t is impounded in stock price.  This is typically five months after the reporting period end. 
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factor is employed for expositional purposes, i.e. so that the coefficient on UVALN is 

roughly of the same order of magnitude as the other coefficients in the model.  A negative 

residual is interpreted as a firm being undervalued relative to its poorly performing peers in 

the sample.  Given that UVALN for year t is obtained from the regression for year t-1, data 

for the benchmark year and first earnings shock year are utilised in order to model investor 

communications in earnings shock years 1 and 2, respectively.  The regression is 

estimated separately for each year, due to expected changes in the coefficients on the 

explanatory variables between the benchmark and earnings shock periods.   

 

Table A7.2          Proxy for Stock Undervaluation  

 

This table presents details of the generation of a proxy for stock undervaluation.  Panel A presents 
the results of estimating the residual income valuation model defined by equation (A7.1). t-statistics 
are based on White’s (1980) heteroskedasticity consistent standard errors.  The undervaluation 
proxy, UVALNi,t, is the negative of the fitted residual for firm i, from estimating equation (A7.1) for 
period t-1.  As such, UVALN is generated using end of year data for the benchmark year and first 
earnings shock year in order to model investor communications in earnings shock years 1 and 2.  
Panel B presents descriptive statistics on the undervaluation proxy.  Q1 and Q3 are the first and 
third quartiles of the distribution, respectively.   
 

Panel A.

Benchmark Year t-stat E Shock Yr 1 t-stat

BVE 1.67 *** 10.23 1.48 *** 8.42

RES_INCOME 0.18 0.47 0.55 0.50

SALES -0.03 -0.79 0.05 0.73

SALES_GROWTH 0.75 *** 5.91 0.05 0.17

INTANGIBLES -0.74 *** -5.26 -0.82 *** -3.16

CAPEXP -0.25 -1.51 0.45 0.94

AGE 1,651,626 1.01 2,537,349 0.99

Adj R-squared 0.98 0.97
N 74 74

*,**,*** indicates statistical significance at the 10%, 5%, and 1% level (two-tailed tests).  
 
Panel B.

Mean Median Min Max Q1 Q3 Std dev

UVALN ($m)

Benchmark Year 4.16 12.24 -1094.74 761.27 -1094.74 52.07 227.45

E Shock Yr 1 -23.19 23.45 -1507.73 1148.41 0.04 72.37 349.18
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The results of the regressions are presented in Panel A of Table A7.2.  Book value of 

equity plays a significant role in determining market value in both periods.  Residual 

income, however, is not associated with market values of sample firms.  This is consistent 

with theoretical evidence by Ohlson (1995) and empirical evidence presented by Collins, 

Maydew and Weiss (1997) that investors place greater weight on book values when 

valuing firms experiencing transitory earnings and losses.  Sales growth is positively 

associated with market values in the benchmark year but not in the first earnings shock 

year.  The value of recognised intangible assets is negatively related to market values in 

both periods.  The value of recognised intangible assets might be a poor proxy for overall 

intangible assets.  However, this result can be explained by the heightened risk of failure 

for firms around adverse earnings shocks.  Intangible assets are generally firms-specific 

and as such have no liquidation value.  Therefore, intangible incentive firms may be valued 

at a discount around adverse earnings shocks.    

 

Panel B of Table A7.2 presents descriptive statistics on the undervaluation measure.  

Mean (median) undervaluation is $4.16m ($12.24m) at the end of the benchmark year and 

-$23.9m ($23.45m) at the end of the first earnings shock year.  There is also extremely 

large cross-sectional variation in stock undervaluation as proxied by UVALN.   

 
 
iii.   Auxiliary Dividend and Share Repurchase Tests  

 

To address concerns over the modelling of dividend and share repurchase decisions using 

two-stage least squares, as well as the possible independence of these corporate finance 

signals from other modes of investor communications,  the regression equations for 

dividend increases and share repurchases (i.e. equations 7.6 and 7.7) are independently 

estimated using binary logit regressions.  The results are presented in Table A7.3 and 

discussed in section 7.4.3. 
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Table A7.3          Logistic Regressions for Dividends and Share Repurchases 
 

This table presents results from (independently) estimating the regression equations for dividend 
increases and share repurchases (equations 7.6 and 7.7, specified in section 7.4.1) using binary 
logistic regression.  The analysis is conducted for 74 firms that experience two contiguous years of 
negative or declining earnings.  Data is pooled over this earnings shock period, i.e. 148 
observations are utilised, one for each firm-year in the two year earnings shock period.  Investor 
communications variables are defined in section 7.4.1.  Explanatory variables are defined in section 
7.3. 

Indep Variable DIV_I t-stat SREP t-stat

Intercept -0.54 -0.66 0.12 0.07

ESHOCK -7.27 -1.55 -5.62 -0.41

INFORM 0.61 ** 2.16 -0.20 -0.31

EUNCERT -1.11 ** -2.25 -0.25 -0.23

INSTITOWN -0.47 ** -1.94 -0.66 -1.09

PROPCOST 2.08 1.56 -5.68 *** -2.67

UVALN 14.03 0.91

POSTONE 0.04 0.21

CASH 0.08 0.13 3.99 1.40

LEVERAGE -0.65 -0.45 -8.71 ** -2.24

THREAT 0.38 0.67 0.55 0.47

POSTPERF -2.30 -0.27 -96.20 -0.75

Mc Fadden R-squared 0.17 0.35
Prob (LR stat) 0.00 *** 0.01 ***
N 148 148

 
                     ***,**,* denote statistical significance at the 1%, 5% and 10% level, respectively. 



 

 219

Chapter 8 

The Quality of Management Disclosures 
 around Adverse Earnings Shocks 
 

 

Quality information is the lifeblood of strong, vibrant markets.  
Without it, investor confidence erodes. Liquidity dries up. Fair and efficient markets simply 
cease to exist. As the quantity of information increases exponentially through the Internet 

and other technologies, the quality of that information must be our single priority. 
   

Arthur Levitt, then Chairman of the Securities and Exchange Commission 

18 October 1999 

 

8.1    Introduction 

 

A spate of recent high-profile corporate collapses has elevated concerns over the quality of 

corporate disclosure.  Investors received little warning in the lead up to corporate failures 

such as Enron, WorldCom and Tyco in the United States; Parmalat in Italy; and One.tel, 

HIH, and Ansett in Australia.131  In Australia, deficient corporate disclosure has led Jillian 

Segal, Deputy Chair of the Australian Securities and Investment Commission [ASIC], to 

announce that the capital market regulator is “still fighting a war on disclosure” (Segal, 

2001).  Allen (1997) claims that “many Australian companies believe investors and 

analysts don’t want to hear bad news”.  He cites irregular communication and dishonesty 

as two hallmarks of deficient disclosure by Australian corporations.  This chapter 

investigates these two concerns over the quality of corporate disclosure by examining the 

degree to which managers are forthcoming with bad news and issue overoptimistic 

disclosures in the lead up to an adverse earnings shock.  This analysis provides further 

evidence on the factors motivating managers to communicate with the capital market when 

they are faced with sudden poor financial performance.  In particular, the evidence informs 

on whether managers of poorly performing firms use investor communications to ‘hype’ 

their firms’ future financial prospects, rather than resolving information asymmetry in the 

capital market.     

                                                 
131 While this study examines the quality of corporate disclosure in a slightly earlier time period (1994-1999), a 
report commissioned by the International Federation of Accountants on Rebuilding Public Confidence in 
Financial Reporting describes “a lengthy history of corporate failure linked to governance and reporting failure.  
The recent high profile corporate failures may have involved larger numbers, but many of the issues highlighted 
are similar to those raised by cases in past periods” [IFA, 2003].   
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Firms have particularly large incentives to ‘manage’ information released to capital markets 

around adverse earnings shocks.  In an attempt to stave off reductions in pay and 

corporate control contests, managers may delay the disclosure of bad news or issue 

overoptimistic disclosures.  In Chapter 7, the alternative ways in which managers of poorly 

performing firms communicate with the capital market were studied.  In this chapter, we 

investigate how forthcoming managers are with bad news by honing on profit warnings.132  

We further examine the degree to which forward-looking management disclosures are 

overoptimistic.  Financial distress not only amplifies incentives to withhold and bias 

information released to capital markets, but also nullifies the standard penalties for non-

timely and untruthful disclosure, such as non-payment of bonuses and dismissal of top 

management.  Since capital markets are aware of these adverse disclosure incentives, 

managers face a severe communications challenge during poor financial performance.  

Therefore, the stock price reaction to different types of management disclosures is also 

examined, in order to investigate whether capital markets perceive voluntary disclosure 

around adverse earnings shocks to be relevant and reliable.  

 

A profit warning is the clearest message that can be sent by managers wishing to be 

forthcoming with bad news.  These disclosures warn explicitly of an impending earnings 

disappointment, either through qualitative forward-looking statements, quantitative 

earnings forecasts or earnings preannouncements.  Profit warnings have major valuation 

implications, producing negative abnormal returns in the order of 20% (Jackson and 

Madura, 2003; Helbok and Walker, 2003).  This chapter features the first dedicated study 

of profit warnings by Australian firms.133  Australian corporations issue financial reports on 

a semi-annual basis and rely more heavily on continuous disclosure than firms operating 

under the quarterly reporting regime in the United States (Taylor and Taylor, 2003).  

Therefore, investors might rely more heavily on profit warnings by Australian firms.  The 

analysis of profit warnings by firms experiencing adverse earnings shocks informs on the 

effectiveness of Australian continuous disclosure regulation in promoting timely 

management disclosure when it matters most.134  This is especially important in light of the 

policy shift by the Securities and Exchange Commission in August 2002 toward mandating 

more continuous disclosure by U.S. corporations,135 as well as the establishment of a 

                                                 
132 Whereas the timeliness of earnings forecasts and preannouncements was modelled in the previous chapter, 
this chapter studies the subset of these disclosures that warn of an impending earnings disappointment.   
133 This is to the best of the author’s knowledge. 
134Helbok and Walker (2003) examine the effectiveness of similar continuous disclosure regulation in the UK.   
135 SEC Release No. 34-46427, August 29, 2002. 
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National Continuous Disclosure Surveillance Program in February 2001 by ASIC and the 

Australian Stock exchange [ASX] to monitor the timeliness of disclosure by Australian 

companies.   

 

Firstly, the frequency and timeliness of profit warnings is examined.  Secondly, the factors 

influencing managers’ choice of whether to warn investors of an impending earnings 

disappointment are investigated.  The low litigation Australian environment is ideal for this 

analysis, because factors other than litigation risk are expected to play a large role in 

influencing managers’ profit warning strategies.  Finally, the study expands on past work 

by examining how managers choose the timeliness of their profit warnings, and whether 

they follow up their initial profit warning for the period with additional earnings guidance.   

 

Managers can also avoid corporate control contests and reductions in pay by issuing 

overoptimistic disclosures around adverse earnings shocks.  The reliability of managers’ 

forward-looking disclosures is first investigated by examining the extent of bias in 

management earnings and revenue forecasts and prospective qualitative disclosures.  The 

factors motivating managers to issue overoptimistic forward-looking disclosures around 

adverse earnings shocks are then examined. 

 

Finally, stock price reactions to management disclosures are examined in order to 

investigate investor perceptions of the relevance and reliability of management disclosures 

around adverse earnings shocks.  Investor perceptions of relevance and reliability are 

critical to the efficient operation of capital markets.   A recent report commissioned by the 

International Federation of Accountants claims that “reduced confidence in financial 

information and corporate disclosure produces an investor retreat and results in an 

increased cost of capital.  This reduces the economy’s productivity” [IFA, 2003, p. 5].  The 

comprehensive database of announcements utilised in this study means that stock price 

reactions to a broad set of announcements can be examined.  In addition, the stock price 

reaction to different types of announcements can be isolated, after controlling for 

concurrent management disclosures, and announcements of financing, strategic and 

operating decisions.  The announcements examined include the half yearly report and 

preliminary financial statement; press releases; dividend changes; announcements of 

share repurchase programs; voluntary restructurings; and top management and board 

changes.  Changes to stock price reactions from the benchmark year to earnings shock 

period are investigated.  This informs on whether investors perceive management 

disclosures to be less relevant and reliable around adverse earnings shocks.   
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The remainder of the chapter is organised as follows.  Section 8.2 develops hypotheses 

regarding the factors influencing the quality of management disclosure around adverse 

earnings shocks.  Section 8.3 studies how forthcoming managers are with bad news by 

examining the frequency and timeliness of management profit warnings.  Section 8.4 

examines the degree to which managers positively bias forward-looking disclosures 

around adverse earnings shocks.  Investor perceptions of the relevance and reliability of 

management disclosures are investigated in section 8.5, and section 8.6 concludes. 

 

8.2 Cross-Sectional Determinants of Disclosure Quality 

 

The degree to which managers withhold bad news and positively bias forward-looking 

disclosures are the two aspects of disclosure quality examined in this chapter.   In the face 

of an adverse earnings shock, managers have large incentives to maximise stock price 

and avoid corporate control contests.  These incentives impact upon managers’ willingness 

to be forthcoming with bad news and issue reliable forward-looking disclosures.  This 

section develops hypotheses regarding the factors influencing these two important aspects 

of the quality of forward-looking disclosure.  Hypotheses are stated in alternative form and 

summarised in Table 8.1 at the end of the section.  The proxies for the theoretical variables 

considered are defined and hypotheses tested in the subsequent sections of this chapter.     

 

8.2.1      Information Environment 
 

There are a number of features of firms’ information environments that might influence 

managers’ willingness to provide timely and reliable forward-looking disclosures around 

adverse earnings shocks.  This sub-section investigates the influence of the severity of 

firms’ earnings shocks, as well as the level of information intermediation in their stock, 

earnings uncertainty and institutional ownership.   

 

Firms experiencing more severe earnings shocks face greater regulatory pressure to 

provide timely earnings guidance, since regulators incur fixed costs in pursuing breaches 

of continuous disclosure regulations when managers fail to warn investors of large 

earnings disappointments (see for e.g. Richardson, Tuna and Wu, 2003, p. 1).  A standard 

query issued by the Australian Stock Exchange to listed corporations is: “Does the 

company have any reason to believe that there will be a change in the operating profit/loss 

before abnormal items and tax such that the figure for the current year would vary from 

those of the previous corresponding year by more than 15%”.  Managers who aim to 
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establish a reputation for high-quality disclosure will also be more willing to warn investors 

in the lead up to a large earnings shock.  Investors will be particularly concerned with the 

timeliness of management disclosures around larger adverse earnings shocks.  Large 

earnings shocks trigger corporate control contests (e.g. Palepu, 1986; DeAngelo, 1988), 

the exit of customers, suppliers and employees, poorer information intermediation (Francis 

and Willis, 2001), managerial expropriation (Johnson, Boone, Breach and Friedman, 

2000), default on debt contracts, forced restructurings and liquidation of the firm by its 

creditors (Gilson, Kose and Lang, 1990).  In addition, Libby and Tan (1999) present 

experimental evidence that investors react more favourably to negative earnings news 

when it is preannounced.  Therefore, managers may disclose earnings prior to the official 

announcement date in order to avoid market overreaction to large earnings 

disappointments (e.g. Lakonishok, Shliefer and Vishny, 1994).  It is expected that firms 

experiencing more severe earnings shocks are more forthcoming with bad news. 

 

H1: Firms experiencing more severe adverse earnings shocks are more forthcoming 

with bad news. 

 

On the other hand, it is unclear whether managers of firms experiencing more severe 

earnings shocks issue less biased forward-looking disclosures.  DeAngelo, DeAngelo and 

Skinner (1996) find that firms increasing dividends when their annual earnings decline after 

nine or more consecutive years of earnings growth do not experience earnings increases 

in the subsequent three-year period.  They provide evidence that dividend increases 

around earnings declines are accompanied by overoptimistic management disclosures.  

This is consistent with Jensen’s (1993) hypothesis that corporate culture and managers’ 

behavioural biases makes them overly optimistic about future growth.  According to this 

hypothesis, managers will make overoptimistic forward-looking disclosures around adverse 

earnings shocks.136  However, managers may avoid positively biasing forward-looking 

disclosures, in order to minimise the negative information released on the earnings report 

date (Soffer, Lev and Thiagarajan, 2000), at which point investors overreact to bad news 

(Libby and Tan, 1999).  Therefore, it is ambiguous a priori whether firms experiencing 

more severe earnings shocks provide less biased disclosures. 

 

H2: The severity of firms’ adverse earnings shocks is related to the bias in their forward-

looking disclosures. 

 

                                                 
136 The terms ‘overoptimistic’ and ‘positively biased’ are used interchangeably in this chapter. 
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Financial analysts, brokers and other information intermediaries play a vital role in capital 

markets by processing and disseminating information to individual investors, attracting 

media attention, and by promoting stock liquidity and a lower cost of capital.  Information 

intermediaries exercise significant influence over managers’ voluntary disclosure 

strategies.  Hutton (2001) claims that “a company has to pay careful attention to its 

communications with [analysts].  As Lucent found, the price of losing the confidence of 

analysts can be high... The slide started in early 2000 when the company, with only a last 

minute warning, missed its quarterly estimates for the first time since its IPO” [p.132].  

Kasznik and Lev (1995) and Holland (1997b) report from interviews with senior executives 

that analysts and financial institutions pressure firms not to report large earnings surprises 

at the earnings announcement date.  In addition to processing public disclosures, analysts, 

brokers and other information intermediaries engage in private information production (e.g. 

Barth, McNichols and Kasznik, 2001).  Managers may make timely disclosures in the lead 

up to an earnings disappointment to pre-empt private information production by 

intermediaries, and to thereby enhance their reputation for high-quality disclosure by 

reducing costly information asymmetry between different classes of investors (King, 

Pownall and Waymire, 1990).  Therefore, firms with greater information intermediation are 

expected to be more forthcoming with bad news.      

 

H3:  Firms with greater information intermediation are more forthcoming with bad news.      

 

As part of their role in capital markets, information intermediaries check the veracity of 

claims made in management disclosures.  Concerns over the independence of financial 

analysts have peaked following the Internet stock crash and more recent corporate 

collapses (see McNichols and O’Brien, 1997; Coffee, 2002).  However, Jennings (1987) 

presents evidence that analysts play an important role in checking management 

disclosures.  He finds that the stock price reaction to good news management earnings 

forecasts is significantly lower for forecasts that are not confirmed by subsequent revisions 

in analysts’ earnings estimates.  In addition to checking disclosures, analysts and other 

information intermediaries provide investors with a rich set of information, which can be 

used to independently assess claims made in management disclosures (Merton, 1987; 

Fishman and Hagerty, 1989).  Therefore, firms with greater information intermediation are 

expected to provide less biased disclosures.      

 

H4:  Firms with greater information intermediation provide less positively biased 

forward-looking disclosures.      
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Uncertainty over future earnings leads to a higher cost of capital (e.g. Botosan, 1997; 

Healy, Hutton and Palepu, 1999), making it more costly to raise external finance and 

increasing the threat of a corporate control contest.  Since timely disclosure resolves 

investor uncertainty (Ajinkya and Gift, 1984) and reduces information asymmetry between 

different classes of investors (Coller and Yohn, 1997), managers can lower their firms’ cost 

of equity capital by being forthcoming with bad news in the lead up to an adverse earnings 

shock.  Hansen and Noe (1999) find that investors rely more heavily on managers’ 

earnings guidance vis-à-vis analyst forecasts when there is greater uncertainty over future 

earnings.  Therefore, firms experiencing greater earnings uncertainty might benefit more 

from providing timely disclosures in the lead up to an earnings disappointment.  Under a 

continuous disclosure regime, there is also the potential for capital market regulators to 

ascribe heightened earnings uncertainty to deficient management disclosure.  This means 

that managers can further benefit from making timely disclosures around adverse earnings 

shocks by mitigating the potential for adverse regulatory attention.137   

 

On the other hand, firms experiencing greater earnings uncertainty typically have less 

informative financial statements, often due to large intangible assets and transitory 

earnings components.  Pre-empting the earnings report will do little to resolve information 

asymmetry for firms reporting large transitory earnings components, since current period 

earnings is a poorer indicator of future earnings for these firms.  Accordingly, Kasznik and 

Lev (1995) find that firms with more permanent earnings surprises are more likely to warn 

investors.  However, the major factor behind the low information content of firms’ financial 

statements is the increasing intensity of intangible assets held by firms (Lev and Zarowin, 

1999).  Kasznik and Lev (1995) show that high-technology firms, which have large 

intangible assets and experience greater earnings uncertainty, are more likely to warn 

investors of an impending earnings decline.  This may reflect the need for high-technology 

firms to establish close relationships with analysts and other information intermediaries, in 

order to fill in gaps in their information environments left by deficient financial reporting 

(see Barth, McNichols and Kasznik, 2001).  Therefore, it is expected that firms 

experiencing greater earnings uncertainty are more forthcoming with bad news. 

 

H5: Firms experiencing greater earnings uncertainty are more forthcoming with bad 

news. 

                                                 
137 Accordingly, the ‘earnings uncertainty’ factor derived in section 7.3.1 is associated with the number of stock 
price queries issued to a firm by the ASX. 
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The relationship between earnings uncertainty and the bias in managers’ forward-looking 

disclosures is ambiguous, a priori.  Earnings uncertainty reflects the degree of difficulty in 

predicting future financial performance.  Therefore, greater earnings uncertainty reduces 

the legal and reputation costs of positively biasing forward-looking disclosures, by making 

it more difficult to distinguish between deliberate bias and random errors in disclosure.  

Managers may also derive greater benefit from deliberately biasing disclosures, since 

investors rely more heavily on the information they release during periods of elevated 

earnings uncertainty (Hansen and Noe, 1999).  However, earnings uncertainty is higher for 

firms reporting transitory earnings items and intangible-intensive firms.  Investors place 

less weight on financial statement information for such firms (e.g. Collins, Maydew and 

Weiss, 1997; Lev and Zarowin, 1999).  Therefore, there may be lower returns to biasing 

disclosure for firms experiencing high levels of earnings uncertainty.  In addition, the 

market tends to overreact to earnings disappointments by high growth firms (Lakonishok, 

Shliefer and Vishny, 1994; Skinner and Sloan, 2002), which experience greater earnings 

uncertainty due to large intangible assets and transitory earnings components.  To mitigate 

the potential for overreaction to an adverse earnings shock, managers may disclose bad 

news early in order to avoid disappointing analysts and investors on the official earnings 

announcement date (Libby and Tan, 1999; Soffer, Lev and Thiagarajan, 2000).  Therefore, 

it is ambiguous, a priori, whether firms experiencing greater earnings uncertainty provide 

more biased earnings disclosures. 

   

H6: Earnings uncertainty is related to the bias in forward-looking disclosures. 

 

Large institutional investors play an important role in shaping firms’ information 

environments.  While there are different types of institutions (e.g. Bushee, 1998), the major 

functions of institutional investors are to utilise their economies of scale and expertise to 

acquire private information and process public disclosures (Lev, 1988; Shiller and Pound, 

1989; Kim and Verrecchia, 1994), as well as to form close relationships with management 

in order to access inside information, influence corporate policy and utilise their voting 

power to monitor and discipline management (Bushee, 1998; Rajgopal and 

Venkatachalam, 1998).  Attari, Banerjee and Noe (2005) present a model in which 

uninformed institutional investors ‘dump’ shares in response to poor financial performance, 

making way for activist relationship investors who are privately informed to monitor and 

discipline management.  According to their theory, managers will be reluctant to 

foreshadow an earnings disappointment for firms with high institutional ownership.  By 
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withholding bad news, managers may retain existing institutional interest and minimise the 

time available for activist investors to amass shareholdings and launch corporate control 

contests.138  Since stock price volatility is already heightened around adverse earnings 

shocks, managers may also withhold bad news to avoid attracting interest from transient 

institutions that trade on public disclosures and destabilise stock prices (Potter, 1992; Sias, 

1996; Bushee and Noe, 2000).  In addition, managers may communicate privately with 

institutional investors who are willing to support their policies during an adverse earnings 

shock, rather than divulging adverse news in public disclosures.  Though there is the 

possibility that managers provide greater levels of public disclosure in order to be able to 

reveal more information to large shareholders during private meetings, we expect that the 

opposite is the case.  Whereas Regulation FD in the United States explicitly prohibits 

selective disclosure to institutional investors, Australian regulations are more 

ambiguous.139  Soon and Fels (2001) claim that “while ASIC has tried to discourage 

selective disclosure, it is widely believed that it will only prosecute selective disclosure 

when there is clear insider trading”.  So there is probably little incentive for Australian firms 

to accompany private disclosure to large investors with public disclosures, in order to avoid 

breaching stock exchange regulations.  Moreover, institutional investors will prefer that 

firms in which they hold an interest do not draw attention to adverse earnings news by 

issuing highly visible bad news disclosures, such as profit warnings, since these 

disclosures may lower their reputation among retail clients.  Therefore, it is expected that 

managers of firms with high institutional ownership are less forthcoming with bad news in 

public disclosures.   

 

H7: Firms with greater institutional ownership are less forthcoming with bad news. 

 

Institutional investors are usually characterised as sophisticated investors with a 

comparative advantage in the production of private information and the processing of 

public disclosures.  Their large equity stakes also mean that institutional investors have 

greater incentive to uncover private information on the firm and check the veracity of 

information released by managers.  Shiller and Pound (1989) find that institutional 

investors commit more time to investment analysis than other investors.  Schipper (1989) 

argues that sophisticated investors with large equity stakes are ideal candidates to unravel 

earnings manipulations by managers.  Accordingly, Rajgopal, Venkatachalam and 

                                                 
138 In the meantime, managers may discover some good news with which to balance the negative earnings 
information. 
139 Selective disclosure guidelines are generally inferred from ASX continuous disclosure regulations, which 
require the immediate public disclosure of ‘price sensitive’ information.  
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Jiambalvo (2002) present evidence that firms with greater institutional ownership are less 

likely to engage in earnings management.  Similarly, institutional investors are well placed 

to detect bias in managers’ forward-looking disclosures.  In addition to the expertise, 

economies of scale and large private benefits from monitoring enjoyed by institutional 

investors, their voting power means that they can request clarification and further 

information from managers following the release of public disclosures.  Therefore, it is 

expected that managers of firms with high institutional ownership provide less positively 

biased forward-looking disclosures.  

 

H8: Firms with greater institutional ownership provide less positively biased disclosures. 

 

  

8.2.2      Stock-Based Incentives 
 

Managers with large incentives to maximise short-term stock price may delay the 

disclosure of bad news and issue overoptimistic forward-looking disclosures in order to 

inflate investor expectations of future earnings.  Managers have large incentives to boost 

stock performance around capital raisings.  In settings where firms disclose mostly good 

news, studies find that managers increase disclosure around public offerings of securities 

(e.g. Ruland, Tung and George, 1990; Lang and Lundholm, 1993; Clarkson, Kao and 

Richardson, 1994).  Symmetrically, firms seeking additional funds around adverse 

earnings shocks will be reluctant to foreshadow an earnings disappointment in order to 

raise external finance on more favourable terms.  Therefore, it is expected that firms 

accessing capital markets are less forthcoming with bad news. 

 

H9:  Firms raising external finance are less forthcoming with bad news. 

 

Lang and Lundholm (2000) find that firms increasing disclosure prior to announcing a 

public stock issue experience significant negative abnormal returns subsequent to the 

announcement.  Firms that maintain a consistent level of disclosure experience only minor 

stock price declines.  They interpret this as evidence that managers ‘step up’ voluntary 

disclosure around public equity issues to ‘hype’ their stock.  Since investors have major 

concerns over future profitability around adverse earnings shocks, managers have even 

greater incentive to issue hype in order to attract investment in a public issue of securities.  

Therefore, it is expected that poorly performing firms raising external finance issue more 

positively biased forward-looking disclosures.   
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H10:  Firms raising external finance positively bias forward-looking disclosures. 

 

Firms that experience adverse earnings shocks can promote a turnaround in financial 

performance by providing managers and employees with stock-based performance 

incentives.   A report commissioned by the International Federation of Accountants on 

Rebuilding Public Confidence in Financial Reporting claims that “[t]he incentives provided 

to management through direct remuneration and share options, and their relationship to a 

company’s share price, can and have produced unacceptable behaviour.  Managers are 

seen as having to protect their jobs by meeting the market’s profitability expectations.  

Where their incomes are linked to the short-term or a point-in-time share price through 

bonus arrangements or the ability to exercise share options, pressures to manage the 

share price are intensified” [IFA, 2003, p.12].  As such, managers who have more of their 

wealth tied to stock price have greater incentive to defer the disclosure of bad news.  

Consistent with this view, Helbok and Walker (2003) find that firms with higher director 

shareholdings are less likely to issue profit warnings.  Therefore, it is expected that firms 

making employee stock or stock option issues are less likely to warn of an impending 

earnings disappointment.  

 

H11:  Firms issuing stock or stock options to employees are less forthcoming with bad 

news. 

 

At the same time, firms making employee stock or stock option issues have greater 

incentive to positively bias forward-looking disclosures in order to inflate expectations of 

future profitability.  Dechow, Sloan and Sweeney (1996) find that firms subject to 

enforcement actions by the Securities and Exchange Commission for breaches of U.S. 

GAAP have higher managerial stockholdings.  Richardson, Tuna and Wu (2003) provide 

further evidence that managers are motivated by stock-based incentives when adopting 

aggressive reporting policies to maximise the short-term value of their stockholdings.  

Therefore, it is expected that firms making employee stock or stock option issues provide 

more positively biased voluntary disclosures. 

 

H12:  Firms issuing stock or stock options to employees positively bias forward-looking 

disclosures. 

 

 

8.2.3      Corporate Governance  
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Corporate governance mechanisms and initiatives taken around adverse earnings shocks 

influence managers’ decisions to release timely and accurate information to capital 

markets.  High financial leverage is often viewed as a corporate governance mechanism 

(e.g. Jensen, 1986, 1989).  Cyert and March (1973) argue that financially healthy 

organisations suffer from inertia, and generally do not restructure their operations until they 

run out of ‘financial slack’.  Jensen (1989) argues that by committing large sums to the 

repayment of debt and thereby reducing financial slack, high financial leverage places 

pressure on managers to perform.  While this pressure results in managers taking 

personally costly value-creating actions, it might increase incentives for managers to paint 

a rosier picture regarding future financial performance, in order to convince investors not to 

exercise their option to liquidate the firm.  Therefore, it is expected that firms with higher 

financial leverage are less willing to warn investors of an impending earnings 

disappointment. 

 

H13:  Firms with greater financial leverage are less forthcoming with bad news. 

 

Financially distressed firms also have greater incentive to optimistically bias forward-

looking disclosures to avoid firm liquidation.  Rogers and Stocken (2003) find that when 

earnings is more difficult to predict, financially distressed U.S. firms issue more optimistic 

forecasts than healthy firms.  Accordingly, Frost (1997) finds that the market discounts 

positive tone disclosures by financially stressed U.K. firms, but not by non-stressed firms 

that also receive first-time modified audit opinions.  Therefore, it is expected that firms with 

higher financial leverage issue more positively biased forward-looking disclosures.    

 

H14:  Firms with greater financial leverage positively bias forward-looking disclosures. 

 

Just as financially distressed firms ‘manage’ information released to capital markets, 

managers facing the threat of a hostile takeover or proxy contest are expected to delay 

disclosure of bad news and positively bias forward-looking disclosures in an attempt to 

retain corporate control around adverse earnings shocks.  If investors have imperfect 

knowledge of managers’ objective functions, this type of disclosure activity can boost stock 

price (Fischer and Verrecchia, 2000).  A higher stock price deters corporate raiders as well 

as shareholder activists attempting to oust board members and top management.  

Therefore, it is expected that firms facing the threat of a corporate control contest are less 

likely to foreshadow an impending earnings shock and more likely to optimistically bias 

forward-looking disclosures. 
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H15:  Firms facing the threat of a corporate control contest are less forthcoming with bad 

news. 

 

H16:  Firms facing the threat of a corporate control contest positively bias forward-looking 

disclosures. 

 

On the other hand, a Chief Executive Officer [CEO] who is nominated following the forced 

dismissal of her predecessor has less attachment to past policies and is seen as less 

responsible for short-term financial performance.  Therefore, managers are expected to be 

more forthcoming with news of an impending earnings disappointment following a forced 

CEO dismissal.  

 

H17:  Firms are more forthcoming with bad news following a forced CEO dismissal. 

 

Managers also have less incentive to positively bias forward-looking disclosures following 

a forced CEO dismissal.  In practice, managers may negatively bias forward-looking 

disclosures following a forced CEO dismissal in order to establish low benchmarks for 

future financial performance and to gain board, shareholder, employee and community 

support for their turnaround strategies, which may include voluntary restructuring, plant 

closures and employee layoffs.  In terms of voluntary disclosure, this is analogous to taking 

an ‘earnings bath’. 

 

H18:  Firms negatively bias forward-looking disclosures following a forced CEO 

dismissal. 

  

 

8.2.4       Summary  
 

Hypotheses were developed in this section regarding the factors influencing the degree to 

which managers withhold bad news and positively bias forward-looking disclosures.  

These hypotheses are summarised in Table 8.1.  
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Table 8.1   Summary of Hypotheses 

 
This table summarises the hypotheses developed in section 8.2, which relate how forthcoming 
managers are with bad news and the degree to which they bias forward-looking disclosures around 
adverse earnings shocks to several theoretical variables.  Empirical proxies for these theoretical 
variables are defined in section 7.3. 
 

 Degree to which Managers are 
Forthcoming with Bad News 

Positive Bias in Forward-Looking 
Disclosures 

 

Earnings Shock 
 
 

+ ? 

Information Intermediation 
 
 

+ - 

Earnings Uncertainty 
 
 

+ ? 

Institutional Ownership 
 
 

- - 

External Financing 
 
 

- + 

Employee Stock or Stock 
Option Issue 
 
 

- + 

Financial Leverage 
 
 

- + 

Threat 
 
 

- + 

Forced CEO Dismissal 
 

+ - 

 

 

8.3    How Forthcoming are Managers with Bad News? 

         

The degree to which managers are forthcoming with bad news is examined through the 

release of profit warnings around adverse earnings shocks.  Profit warnings are perhaps 

the most important timely communication managers can make in the lead up to an adverse 

earnings shock.  In a study of profit warnings by U.S. firms, Jackson and Madura (2003) 

document a massive -21.7% average abnormal return in the 11-day period centred on 

disclosure.  Helbok and Walker (2003) report an average one-day abnormal return of 

around -20% for a sample of U.K. firms issuing profit warnings.  Apart from the security 

selection decision, profit warnings play a role in corporate governance, by allowing 

stakeholders to more promptly coordinate corporate control contests around adverse 

earnings shocks.140  The prominence of profit warnings is, however, a relatively recent 

                                                 
140 Ball, Kothari and Robin (2000), among others, identify the timely revelation of bad news as a corporate 
governance mechanism. 
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development in corporate finance, so there is limited research on their use and impact, 

especially in Australia.   

 

In response to the role of deficient disclosure in several high-profile corporate collapses in 

the 1980s, criminal and civil sanctions were introduced in 1994 to promote timely 

disclosure by Australian corporations (Brown, Taylor and Walter, 1999).141  The 

establishment of a National Continuous Disclosure Surveillance Program in February 2001 

suggests that timely disclosure is an ongoing concern.  Jill Segal, Deputy Chair of ASIC, 

claims that “prompt disclosure is not an integral part of our corporate culture.  Many 

companies seek to avoid disclosures unless they receive legal advice that it is absolutely 

required.  Some examples of reasons for non-compliance we have come across include 

delaying releasing bad news until they have some good news to ‘balance’ it with” (Segal, 

2001).  Profit warnings are timely and unequivocal disclosures of bad news.  This study 

informs on the effectiveness of continuous disclosure regulation in Australia, by examining 

profit warnings for a sample of firms with large incentives to withhold information and for 

which investor communications is critical. 

 

Kasznik and Lev (1995) study the factors influencing managers’ choice of whether to warn 

investors of an impending earnings surprise, by issuing an earnings or revenue forecast, or 

to remain silent.  They examine a sample of 171 U.S. firms that experience a positive 

earnings surprise and 394 firms that experience a negative earnings surprise.  Kasznik and 

Lev find that half of these firms warn investors of their impending earnings surprise, with 

5.8% of positive surprise firms and 8.7% of negative surprise firms warning investors by 

issuing an earnings or sales forecast.  Firms experiencing a negative earnings surprise are 

more than twice as likely to issue a profit warning, while firms that experience larger 

earnings disappointments are more likely to issue ‘harder’ quantitative profit warnings.  

Finally, larger firms, firms issuing inaccurate prior forecasts, high-technology firms and 

firms with more permanent earnings surprises are more likely to issue a profit warning.  

 

Helbok and Walker (2003) study a sample of 106 profit warnings issued by U.K. firms.  

They confirm Kasznik and Lev’s finding that firms with more permanent earnings 

innovations are more likely to issue a profit warning.  Firms with higher director 

shareholdings are also less likely to issue profit warnings, consistent with corporate 

insiders utilising their power to delay the release of bad news in order to avoid corporate 

control contests and maximise their stock based compensation.  In addition, Helbok and 

                                                 
141 See section 2.6.2 for a review of the continuous disclosure regulation under which ASX-listed firms operate.  
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Walker show that firms in poorer financial positions, as proxied by their interest coverage 

ratio, are less likely to issue a profit warning.   

 

In this study, profit warnings are defined as disclosures that warn explicitly of an impending 

earnings decline or disappointment.  Kasznik and Lev (1995) and Helbok and Walker 

(2003) restrict attention to profit warnings conveyed by management forecasts.  Soffer, 

Thiagarajan and Walther (2000) on the other hand study earnings preannouncements, 

which are made after the end of the reporting period but prior to the release of the financial 

report for the period.  They find that earnings preannouncements are typically used to alert 

investors to an impending earnings disappointment.  Section 6.3.5 presented supportive 

evidence that firms issue three times as many negative tone earnings preannouncements 

in the earnings shock period than positive tone preannouncements (see Table 6.10).  This 

study treats earnings forecasts and preannouncements as alternative modes of warning 

investors of an impending earnings disappointment.  Earnings forecasts and 

preannouncements can be qualitative or quantitative disclosures.  Examples of qualitative 

earnings guidance include “earnings are expected to be well down on last year”, “a loss is 

expected for the full financial year” and “earnings will be negatively affected by market 

conditions”.  Quantitative earnings disclosures are either minimum, maximum, range or 

point estimates of earnings.  Profit warnings can refer to half-yearly or annual earnings.  

Therefore, each sample firm can issue a maximum of four initial profit warnings during its 

two-year earnings shock period.  In addition, firms can follow up an initial profit warning 

with additional earnings guidance during the period.  For example, firms can clarify a 

qualitative profit warning issued early in the period, by issuing a point forecast of earnings 

closer to the end of the reporting period. 

 

8.3.1 The Frequency and Timeliness of Profit Warnings 
 

This sub-section presents descriptive evidence on the frequency and timeliness of profit 

warnings released by firms experiencing adverse earnings shocks.  Table 8.2 investigates 

the frequency with which profit warnings are issued by firms to alert investors to an 

impending earnings disappointment in their earnings shock period.  There are 99 profit 

warnings issued by 55 firms (74% of the sample) for the two-year earnings shock period, 

comprising 88 initial warnings and eleven follow-up warnings.  A profit warning is issued on 

average by 30% of firms for each half-yearly reporting period during their adverse earnings 

shock.  Of the 88 initial profit warnings, 52 (59%) are qualitative and 36 are quantitative 

warnings. This means that a qualitative profit warning is issued on average by 17.6% of 

firms in each half-year period, compared to 12.4% of negative surprise firms studied by 



 

 235

Kasznik and Lev (1995).142  A quantitative warning is issued on average by 12.2% of firms 

in each half-year period, compared to 8.7% of negative surprise firms studied by Kasznik 

and Lev.143  Therefore, although the absolute proportion of disclosing firms may be low, the 

sample examined in this study appears to be relatively forthcoming with bad earnings 

news. 

 

Of the eleven follow-up warnings issued by sample firms, one is qualitative and ten are 

quantitative warnings.  A closer inspection reveals that in all but two cases of follow-up 

warnings, managers first issue a qualitative warning and follow this up with either a 

maximum, range or point estimate of earnings for the period.  In all, 17.3% of qualitative 

profit warnings are followed up by a quantitative estimate of earnings.  This disclosure 

behaviour suggests that managers who are forthcoming with news of an impending 

earnings disappointment alert investors in the most timely manner with a general warning 

of the type “earnings are expected to be lower than last year”.  A subset of managers then 

follow up this initial profit warning by disclosing more precise information on earnings later 

on in the period. 

 
Table 8.3, Panel A examines the number of initial profit warnings issued for each earnings 

shock year and whether profit warnings are issued as earnings forecasts prior to the end of 

the reporting period or earnings preannouncements made subsequent to the end of the 

reporting period, but before the release of the financial report for that period.  Of the 88 

initial profit warnings, 39 (44.3%) are issued in the first earnings shock year and 49 

(55.7%) are issued in the second year.  Earnings forecasts account for 70 (79.5%) initial 

profit warnings, and are primarily qualitative statements (68.6%).  The remaining 18 profit 

warnings are conveyed by earnings preannouncements (20.5%).  A closer look at earnings 

preannouncements reveals that they are primarily quantitative estimates (77.8%). 

                                                 
142 The difference is possibly understated given that Kasznik and Lev (1995) include sales forecasts in their 
definition of a profit warning. 
143 While Kasznik and Lev study firms experiencing negative earnings surprises, these firms are expected a 
priori to be less financially distressed than firms in the present study, which experience two contiguous years of 
poor earnings performance.  On the other hand, Kasznik and Lev study warnings regarding annual earnings, 
whereas this study also examines profit warnings about interim earnings.  Whereas sample firms experience 
two contiguous years of negative or declining annual earnings, they may experience positive and/or increasing 
earnings in any half year during the earnings shock period.    



 

 236

Table 8.2                    Disclosure of Profit Warnings 
 
This table presents descriptive evidence on the total number of profit warnings issued by 74 firms 
about the two year earnings shock period, in which they experience negative or declining earnings.  
Profit warnings are defined as disclosures that warn explicitly of an impending earnings 
disappointment.  This study treats earnings forecasts and preannouncements as alternative modes 
of warning investors of an impending earnings disappointment.  Earnings forecasts and 
preannouncements can be qualitative or quantitative disclosures.  Profit warnings can also refer to 
half-yearly or annual earnings.  Therefore, each sample firm may issue a maximum of four initial 
profit warnings during its two-year earnings shock period.  In addition, firms can follow up an initial 
profit warning with additional earnings guidance during the period.  For example, firms can clarify a 
qualitative profit warning issued early in the period, by issuing a point forecast of earnings closer to 
the end of the reporting period.   
Sample firms issue 99 profit warnings: 88 initial warnings and eleven follow-up warnings.  Panel A 
reports the total number of profit warnings issued for the four half-years comprising firms’ earning 
shock periods.  Statistics are presented according to whether the disclosure is an initial or follow-up 
warning, and whether it is a quantitative estimate or qualitative warning.  Italicised figures reported 
below the number of warnings in the body of the table are the percentage of initial warnings that are 
qualitative/quantitative (in the first row), and the percentage of follow-up warnings that are 
qualitative/quantitative (in the second row).  Italicised figures reported below the total number of 
firms in the margins of the table are the percentage of all profit warnings, which are 
qualitative/quantitative (in the bottom margin), and the percentage of all profit warnings that are 
initial/follow-up warnings (in the right margin).  Panel B reports statistics on the average percentage 
of sample firms issuing a profit warning per half-yearly earnings shock period, as well as the 
proportion of initial warnings that are followed-up by an additional warning for the half-yearly period.  
 
          
Panel A.   Total number (% of total )

Qualitative Quantitative TOTAL

Initial Warnings 52 36 88
59% 41% 88.9%

Follow-up Warnings 1 10 11
9% 91% 11.1%

TOTAL 53 46 99
53.5% 46.5%

Panel B.   Percentage of issuing firms per half-year
                   and follow-up rate for initial warnings 

Qualitative Quantitative TOTAL

Initial Warnings 17.6% 12.2% 29.7%

Warnings that are 17.3% 5.6% 22.9%
Followed up

 
 

 

Panel B of Table 8.3 indicates that follow-up profit warnings are fairly evenly spread across 

earnings shock years and between earnings forecasts and preannouncements.  Of the 

eleven follow-up warnings, five are made in the first earnings shock year and six in the 

second year.  Six follow-up warnings are conveyed by earnings forecasts and five by 

earnings preannouncements.   
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Table 8.3             Disclosure of Profit Warnings by type and year 
 
This table presents descriptive evidence on the number of profit warnings issued by 74 firms about 
the two year earnings shock period, in which they experience negative or declining earnings.  
Statistics are presented for each earnings shock year and for each type of profit warning.  Sample 
firms issue 99 profit warnings: 88 initial warnings and eleven follow-up warnings.  Panel A reports 
the total number of initial profit warnings for each earnings shock year and type of profit warning.  
Italicised figures reported below the number of warnings in the body of the table refer to each type of 
warning as a percentage of all initial warnings issued for the first earnings shock period (in the first 
row) and the second earnings shock period (in the second row).  Italicised figures reported below 
the total number of firms in the margins of the table refer to each type of warning as a percentage of 
all initial profit warnings issued for the two-year earnings shock period (in the bottom margin), and 
the percentage of all initial profit warnings that are issued in each earnings shock year (in the right 
margin).  Panel B reports the corresponding statistics for follow-up warnings, except that qualitative 
and quantitative earnings forecasts are pooled to form EFOR. 
 
          
Panel A.     Initial Warnings

Total Number Profit Warnings
% of Total EPRE EFOR_QUAL EFOR_QNT TOTAL

Earnings Shock Yr 1 8 22 9 39
21% 56% 23% 44.3%

Earnings Shock Yr 2 10 26 13 49
20% 53% 27% 55.7%

TOTAL 18 48 22 88
20.5% 54.5% 25.0%

Panel B.     Follow-Up Warnings

Total Number                       Profit Warning
% of Total EPRE EFOR TOTAL

Earnings Shock Yr 1 2 3 5
40% 60% 5.7%

Earnings Shock Yr 2 3 3 6
50% 50% 6.8%

TOTAL 5 6 11
45.5% 54.5%  

 
 
Types of profit warnings: 
EPRE = earnings preannouncement. 
EFOR = earnings forecast. 
EFOR_QUAL (_QNT) = qualitative (quantitative) earnings forecast.  
 
Note: Earnings preannouncements differ from forecasts in that they are issued subsequent to the 
end of the relevant reporting period, but before the release of the financial report for that period.  
Qualitative earnings forecasts are directional forecasts of earnings, while quantitative earnings 
forecasts are point, range, minimum or maximum earnings estimates.   
See Table 8.2 for further details on profit warnings.    
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While profit warnings are a timely means of alerting investors to impending earnings 

declines, profit warnings themselves vary in their timeliness.  Prior research focuses on the 

incidence of profit warnings, ignoring the timing of these disclosures.  This study views 

timeliness as an important aspect of profit warnings.  Panel A of Table 8.4 investigates the 

timeliness of initial profit warnings issued by sample firms, measured as the average 

number of days between issuance of an initial profit warning and the release of the 

financial report for the period.  The mean (median) number of days between issuance of a 

profit warning and the financial report release is 153 (129) for qualitative earnings forecasts 

and 116.4 (104) for quantitative forecasts.  This differential timing supports the 

interpretation that managers prefer to issue qualitative earnings forecasts earlier in the 

period, when there is greater uncertainty over earnings, and possibly follow this up with a 

quantitative earnings estimate as the end of the reporting period approaches.  The mean 

(median) number of days prior to the release of the financial report that profit warnings 

conveyed by earnings preannouncements are issued is 31.2 (32.5).   

 

We also find that the mean (median) number of days between the issuance of initial profit 

warnings conveyed by earnings forecasts and the end of the reporting period, as opposed 

to the release of the financial report, is 95 (67).  This evidence raises concerns over 

Kasznik and Lev’s (1995) analysis of profit warnings, which is restricted to disclosures 

made 60 days prior to the financial year end.  Mitigating these concerns is the possibility 

that quarterly reporting leads U.S. firms to issue profit warnings later in the financial year.   

 

There is a marked decline in the timeliness of qualitative and quantitative forecasts issued 

for the second earnings shock year, in terms of the median number of days between the 

forecast date and reporting period end (161.5 compared to 119.5 days in year 1 for 

qualitative earnings forecasts, and 134.5 compared to 89 days in year 1 for quantitative 

earnings forecasts).  The fact that managers provide less timely profit warnings in the 

second earnings shock year is possibly due to greater earnings uncertainty, greater 

anticipation by the market and/or strategic behaviour aimed at avoiding corporate control 

contests.  Influences on the timeliness of profit warnings are investigated in section 8.3.5.  

Panel B of Table 8.4 examines the timeliness of follow-up profit warnings.  The mean 

(median) number of days between release of an initial profit warning and the provision of 

follow-up earnings guidance is 78 (81). 
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Table 8.4                   Timeliness of Profit Warnings  
 
This table presents descriptive evidence on the timeliness of profit warnings issued by 74 firms 
about a two year earnings shock period, in which they experience negative or declining earnings.  
Definitions of profit warnings and further descriptive statistics are presented in Tables 8.2 and 8.3.  
Panel A reports statistics on the timeliness of initial profit warnings, measured as the mean (median) 
number of days between the issuance of a profit warning and the release of the financial report for 
the relevant period.  Statistics are presented for profit warnings conveyed through earnings 
preannouncements, as well as qualitative and quantitative earnings forecasts, for each earnings 
shock year.  Panel B presents statistics on the timeliness of follow-up profit warnings, measured as 
the mean (median) number of days between the issuance of a follow-up warning and the release of 
the initial profit warning for the period. 
 
          
Panel A.     Initial Warnings

Number of Days before Profit Warning
 Release of Fin. Report EPRE EFOR_QUAL EFOR_QNT

Earnings Shock Yr 1
Mean 24.5 162.5 152.4
Median 19 161.5 134.5

Earnings Shock Yr 2
Mean 36.6 145.6 116.4
Median 34.5 119.5 89

OVERALL 31.2 153.0 116.4
32 129 104

Panel B.     Follow-Up Warnings

Number of Days Following Initial Warning

Mean 78
Median 81

 
 
 
Types of profit warnings: 
EPRE = earnings preannouncement. 
EFOR = earnings forecast. 
EFOR_QUAL (_QNT) = qualitative (quantitative) earnings forecast.  
 
Note: Earnings preannouncements differ from forecasts in that they are issued subsequent to the 
end of the relevant reporting period, but before the release of the financial report for that period.  
Qualitative earnings forecasts are directional forecasts of earnings, while quantitative earnings 
forecasts are point, range, minimum or maximum earnings estimates.   
See Table 8.2 for further details on profit warnings.    
 

 

8.3.2    Why do Managers Issue Profit Warnings? 
 

This sub-section investigates why managers warn investors of an impending loss or 

earnings decline, rather than remaining silent until the official earnings report date.  Table 
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8.5 presents the results of a binary logit analysis of the factors influencing managers’ 

decision to warn investors.  The set of hypothesised influences is drawn from the 

discussion in section 8.2 on the determinants of disclosure quality around adverse 

earnings shocks.  In addition to the hypothesised factors, the dummy variable DHALF is 

utilised to test whether firms are more likely to warn of a disappointment in annual earnings 

than interim earnings.  

 

The coefficients on DNEGEARN and DDECREARN are positive and statistically 

significant, indicating that managers faced with an impending loss or decline in earnings 

are more likely to issue a profit warning, as expected.144  However, beyond these binary 

performance measures the severity of firms’ earnings shocks does not influence their profit 

warning decision.145 This provides an additional justification for the sample selection 

criteria employed in this thesis, by suggesting that the failure to meet simple earnings 

benchmarks could play a role above and beyond continuous earnings performance in 

shaping management disclosures.  The coefficient on DHALF is negative and statistically 

significant, indicating that managers are less likely to issue a profit warning for an interim 

period, perhaps due to greater uncertainty over interim earnings and/or less capital market 

interest in the interim earnings number.  For example, Cornell and Landsman (1989) find 

that fourth quarter earnings announcements by U.S. firms convey more information to 

financial analysts and generate a greater stock price response than interim earnings 

announcements. 

 

                                                 
144 While sample firms experience either two contiguous years of negative or declining annual earnings, they 
may experience positive and/or increasing earnings in any half year during the earnings shock period.  For 
example, 34% of sample firms experience increased interim earnings in the first earnings shock period (relative 
to interim earnings in the previous year) and 20% of firms experience increased earnings in the second 
earnings shock period. 
145The severity of a firm’s earnings shock, ESHOCK, is perhaps better measured as the deviation in current 
earnings from analyst earnings estimates, rather than from last year’s earnings.  However, not all sample firms 
had analyst coverage, so that analyst forecast data was not available for the full sample.  In any case, Kasznik 
and Lev (1995) find that when analysing the decision to issue a profit warning for their sample of U.S. firms, the 
results are not sensitive to the use of last year’s earnings instead of analyst forecasts in measuring the 
earnings surprise.   
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Table 8.5            Profit Warning Release 
 
This table presents results of a binary logit analysis of the factors motivating firms to issue a profit 
warning during their earnings shock period, for 74 firms who experience two contiguous years of 
negative or declining earnings.  The following binary logit regression is estimated: 
 

 PWi,h   =  β0 + β1ESHOCKi,t + β2DNEGEARNi,h + β3DDECREARNi,h + β4INFORMi,t  
        + β5EUNCERTi,t + β6INSTITOWNi,t  + β7ISSUEi,t +  β8EMPi,t + β9LEVERAGEi,t 

       + β10CEODISMISSi,t  + β11THREATi,t + β12DHALFi,h + υi,h                         (8.1)   
 

Where: PW,h = equals one if firm i issues a profit warning for half-year h, and zero otherwise. 
ESHOCKi,h = (NIi,0 - NIi,t)/TAi,0, where NIi,t is net income in year t (and half-year h is in year 
t), and TAi,0 is total assets at the end of the benchmark year (i.e. year 0). 
DNEGEARNi,h= one if firm i reports negative earnings in half-year h and zero otherwise. 
DDECREARNi,h= one if firm i reports earnings in half-year h that is greater than earnings 
fore half-year h-2 (i.e. corresponding period of previous year) and zero otherwise. 
INFORMi,t= information intermediation factor for firm i in year t, generated in section 7.3.1. 
EUNCERTi,t= earnings uncertainty factor for firm i in year t, generated in section 7.3.1. 
INSTITOWNi,t  = institutional ownership factor for firm i in year t, generated in section 7.3.1. 
ISSUEi,t= one if firm i issues equity or debt in disclosure period t, and zero otherwise one. 
EMPi,t = one if firm i issues stock or stock options to employees in disclosure period t, and 
zero otherwise. 
LEVERAGEi,t = ratio of total assets to total liabilities for firm i at the end of year t. 
CEODISMISSi,t  = equals one if firm i forced the dismissal of its CEO during disclosure 
period t, and zero otherwise. A change in CEO is classified as a forced dismissal when it is 
announced as such by the firm, or when the incumbent CEO under 65 years of age leaves the firm. 
THREATi,t = one if firm i is the subject of a takeover bid, shareholder initiative to oust a 
board member, unsolicited offer for purchase of shares by an outside party, or had an 
outside party increase its equity stake by over 10% during the earnings shock disclosure 
period, and zero otherwise. 
DHALFi,h = one if h is an interim period and not a financial year end. 
 

Profit Warning: PW
Prediction Coefficient z-statistic

Intercept -1.46 ** -1.96

ESHOCK + -0.21 -1.17

DNEGEARN + 1.03 ** 1.94

DDECREARN + 1.21 *** 3.39

DHALF -1.30 *** -4.30

INFORM + 0.27 1.59

EUNCERT + -0.03 -0.15

INSTITOWN - -0.44 *** -2.72

ISSUE - -0.33 -0.97

EMP - -0.17 -0.52

LEVERAGE - 0.05 0.06

CEODISMISS + -0.39 -1.03

THREAT + -0.22 -0.56

McFadden R-squared 0.16

N 296
 

 

***,**,* denote statistical significance at the 1%, 5% and 10% level, respectively. 
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Finally, firms with higher levels of institutional ownership, as proxied by INSTITOWN, are 

less likely to issue a profit warning.  This finding is consistent with firms preferring to 

privately communicate bad news to institutional investors rather than make public 

disclosures.  Firms with high levels of institutional ownership can communicate with this 

important segment of their shareholder base through private channels, and so avoid 

incurring large proprietary costs associated with public disclosure and avoid attention from 

short term traders who destabilise share prices (Bushee and Noe, 2000).  Managers might 

privately communicate with institutional owners in order to build long-term investment 

relationships.  In the face of an adverse earnings shock, managers will have greater 

incentive to privately communicate with institutional owners in order to convince them to 

hold onto their shares, since the dumping of shares by institutions makes way for activist 

investors, who launch corporate control contests (see Attari, Banerjee and Noe, 2005).  

Such private communication also allows institutional investors to recover the costs of 

amassing large shareholdings, and avoids compromising their reputation among retail 

clients, by publicly surprising them with adverse earnings news.   

 

8.3.3      How do Managers Choose between Alternative Modes of Profit Warning? 
 

In the face of an adverse earnings shock, managers have a more complex decision to 

make than the simple binary decision to warn investors or remain silent.  Managers can 

choose to remain silent and disappoint investors on the official earnings report date, or 

warn investors by issuing a qualitative forward-looking disclosure, a quantitative earnings 

forecast or an earnings preannouncement.  Earnings preannouncements can be 

quantitative or qualitative estimates.  As a practical consideration, all preannouncements 

are treated as homogenous in the following analysis, due to the paucity of qualitative 

earnings preannouncements.146   

 

A multinomial logit regression model is developed to investigate the factors influencing 

managers’ choice of profit warning strategy.  The multinomial logit handles categorical 

dependent variables that indicate a choice between three or more options.  In the present 

analysis, the dependent variable identifies each firm’s choice between releasing a 

quantitative earnings forecast, a qualitative warning, an earnings preannouncement or 

remaining silent (the base group) on its impending earnings disappointment.  The model is 

based on the hypotheses generated in section 8.2.  Results of the estimation are 

presented in Table 8.6. 

                                                 
146 Sample firms make four qualitative earnings preannouncements for the earnings shock period, compared 
with 14 preannouncements of maximum, range or point estimates of earnings. 
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Table 8.6           Choice between Modes of Profit Warning 
 
This table presents results of a single multinomial logit analysis of the factors influencing firms’ 
choice to convey a profit warning through an earnings preannouncement, qualitative earnings 
forecast, quantitative earnings forecast or to remain silent (the base group).  The following 
multinomial logit regression is estimated for 74 firms who experience two contiguous years of 
negative or declining earnings: 
 
PW_MODEi,h  = β0 + β1ESHOCKi,t + β2DNEGEARNi,h + β3DDECREARNi,h + β4INFORMi,t 
                         + β5EUNCERTi,t + β6INSTITOWNi,t + β7ISSUEi,t +  β8EMPi,t + β9LEVERAGEi,t 

                          + β10CEODISMISSi,t  + β11THREATi,t + β12DHALFi,h + υi,h                                       (8.2)    
 
Where:    PW_MODEi,h = categorical variable indicating firm i’s choice for half-year h, in the earnings 
shock period, between releasing a quantitative earnings forecast (EFOR_QNT), a qualitative 
warning (EFOR_QUAL), an earnings preannouncement (EPRE) or non-disclosure of a profit 
warning (for the first regression).  Independent variables, which are selected based primarily on 
hypotheses developed in section 8.2, are defined in Table 8.5. 
          

     Mode of Profit Warning
EPRE   EFOR_QUAL EFOR_QNT

Intercept -4.55 *** -2.38 ** -3.00 ***

ESHOCK -0.08 -0.30 0.07

DNEGEARN 1.98 *** 1.08 ** 1.12 **

DDECREARN 0.58 1.83 * 0.78

DHALF -0.51 -2.00 *** -0.65

INFORM 0.34 0.29 0.07

EUNCERT -0.24 0.02 -0.06

INSTITOWN -0.54 -0.32 * -0.70 **

ISSUE -0.86 -0.14 -0.28

EMP 0.72 -0.62 0.03

LEVERAGE 1.45 -0.16 0.15

CEODISMISS 0.37 -0.91 -0.13

THREAT -0.03 -0.48 -0.39

Model Fit

-2 Log Likelihood 450.9 Chi-Square 80.7 Sig. 0.00

N 296
 

***,**,* denote statistical significance at the 1%, 5% and 10% level, respectively. 
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The significantly positive coefficients on DNEGEARN indicate that the primary factor 

associated with the issuance of a profit warning is the prospect of reporting a loss for the 

period.  For all three types of profit warning, firms reporting a loss are more likely than 

profitable firms to warn investors than to remain silent.  Beyond this result, very few of the 

explanatory variables are significantly related to managers’ choice between modes of profit 

warning, with all intercept terms being significantly different from zero.  This indicates 

substantial room for improvement in the modelling of managers’ choice between modes of 

profit warning in future work, perhaps utilising a larger sample.  An attempt has been made 

here to develop a framework for generating a broader set of hypotheses to explain 

managers’ profit warning decisions, which might inform future research.    

 

Apart from the reporting of a loss, the coefficient on INSTITOWN is negative and 

statistically significant in the quantitative earnings forecast (5% level) and qualitative 

earnings forecast (10% level) regressions, only.  Therefore, the influence of institutional 

ownership on managers’ profit warnings decisions is limited to earnings forecasts, 

especially quantitative earnings forecasts.  This is consistent with managers avoiding 

timely profit warnings that embarrass institutional investors and promote interest by activist 

institutions and destabilising short-term traders.  The coefficients on DHALF also suggest 

that the result, reported in section 8.3.2, that managers are less likely to issue a warning 

for interim earnings is restricted to qualitative earnings forecasts.  Again, this might be due 

to lower capital market interest in interim earnings, and in particular in ‘soft’ qualitative 

disclosures about interim earnings.  

 

8.3.4      Why do Managers Provide Follow-up Earnings Guidance? 
 

This sub-section investigates the factors motivating managers to follow-up initial profit 

warnings with additional earnings guidance.  Proxies for the hypothesised factors identified 

in section 8.2 are related to their decision to provide follow-up earnings guidance.  The 

results of the univariate analysis are presented in Table 8.7. 
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Table 8.7                Follow-Up Earnings Guidance 
 
This table presents results of a univariate analysis of the factors motivating firms to issue additional 
earnings guidance once they have issued a profit warning.  The analysis is conducted for a sample 
of 88 initial profit warnings issued by 74 firms that experience two contiguous years of negative or 
declining earnings.  Eleven of the 88 initial profit warnings are followed-up with an additional 
warning.  Firms that do and do not issue a follow-up warning are compared across various 
dimensions.  Mean ranks for each explanatory variable are computed separately for issuing and 
non-issuing firms.  Differences between issuing and non-issuing firms are then tested using 
Wilcoxon signed ranks tests (two-tailed).  This table consists of three panels, each reporting results 
for distinct categories of explanatory variables.  Variables are defined in Table 8.5, except for 
ESHOCKH, which is the change in half-yearly earnings from the corresponding period of the 
benchmark year, and EPRE (EFOR_QUAL), which equals one if the warning follows up an initial 
profit warning conveyed by an earnings preannouncement (qualitative earnings forecast), and zero 
otherwise.   
       
Panel A.   Information Environment Factors

Mean Rank ESHOCKH INFORM EUNCERT INSTOWN

Follow Up 21.3 37.5 57.8 46.6

No Follow Up 47.8 45.5 42.6 44.2

Difference -26.5 *** -8.0 15.2 * 2.4

Panel B.   Firm Decisions and Corporate Control Variables

Mean Rank ISSUE EMP CEODISMISS THREAT LEVERAGE

Follow Up 51.0 56.5 50.4 53.0 50.8

No Follow Up 43.6 42.8 43.7 43.3 43.6

Difference 7.4 13.7 ** 6.7 9.7 * 7.2

Panel C.   Profit Warning and Earnings Characteristics

Mean Rank EPRE EFOR_QUAL DNEGEARN DDECREARN DHALF

Follow Up 39.5 56.5 36.0 38.1 40.5

No Follow Up 45.2 42.8 45.7 45.4 45.1

Difference -5.7 13.7 ** -9.7 -7.3 * -4.6  
 
***,**,* denote statistical significance at the 1%, 5% and 10% level, respectively. 

 

 

The fourth column of Panel A provides weak evidence that firms experiencing greater 

earnings uncertainty are more likely to provide follow-up earnings guidance (EUNCERT is 

significant at the 6.5% level).  However, firms that experience more severe earnings 

shocks, ESHOCKH, and to a lesser extent firms that face a decline in earnings, 

DDECREARN (Panel C), are less likely to follow up an initial warning with additional 

earnings guidance.  This finding is consistent with evidence presented by Soffer, 

Thiagarajan and Walther (2000) on earnings preannouncements.  They find that firms 
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preannouncing good news typically disclose about half of the news, leaving a positive 

surprise for the earnings announcement date.  On the other hand, firms with bad news to 

disclose release almost all of their bad news on the preannouncement date.  This suggests 

that firms experiencing more severe earnings shocks release more of their adverse 

earnings news in the initial profit warning, and as such do not need to gradually adjust 

forecasts in multiple warnings over the period or release more precise forecasts as the 

reporting date approaches.  This finding is inconsistent with managers ‘walking down’ 

analyst’s earnings expectations (Richardson, Teoh and Wysocki, 2001). 

 

Panel C also indicates that a follow-up profit warning is more likely to be issued following 

the release of a qualitative initial warning, EFOR_QUAL, than following a more precise 

quantitative warning.  Qualitative warnings are issued earlier in the period and are almost 

exclusively followed up by quantitative profit warnings (see section 8.3.1).  Taken together 

this evidence suggests that managers who issue qualitative profit warnings intend to alert 

investors to an impending earnings disappointment as early in the period as possible.  

They can then exercise their option to issue a follow-up profit warning as more precise 

information on earnings becomes available.  

 

Results presented in Panel B suggest that firms issuing employee stock or stock options in 

the period, EMP, as well as firms facing the threat of a corporate control test, THREAT,147 

are more likely to issue a follow-up profit warning.  It is not immediately apparent why this 

is the case, given that these firms have strong incentives to delay stock price declines, and 

so should be less forthcoming with adverse earnings news.  However, there is a potential 

explanation based on the endogeneity of firms’ internal governance and disclosure 

policies.  When managers are subject to large incentives to withhold adverse earnings 

news, internal governance mechanisms may be designed especially to promote the timely 

revelation of bad news.  Firms that issue an initial profit warning despite having large 

incentives to withhold adverse earnings news are more likely to operate governance 

systems that promote timely revelation of bad news.  Therefore, these firms are also more 

likely to update initial profit warnings, as new information on earnings comes to light.  Core 

(2001) identifies endogeneity as a central concern in the literature, and calls for research 

into the potential endogeneity between firms’ internal governance structures and 

disclosure policies.  There is little cross-sectional variation in our sample in terms of four 

                                                 
147 A firm faces the threat of a corporate control contest, THREAT, if it is the subject of a takeover bid, 
shareholder initiative to oust a board member, unsolicited offer for purchase of shares by an outside party, or 
had an outside party increase its equity stake by over 10% during the earnings shock disclosure period.  In the 
present analysis, THREAT is significant at the 7% level.   
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key governance characteristics, namely the separation of the roles of CEO and Chairman, 

the existence of an audit committee on the board of directors, the existence of an external 

blockholder and the employment of a Big Six auditor (see Table 4.3).  Nevertheless, there 

might be important governance characteristics that we have not considered in the analysis.  

The endogeneity between unobserved governance characteristics and firms’ disclosure 

policies might explain the low number of variables that are significant in explaining 

managers’ profit warning strategies.  The issue of endogeneity is left to a dedicated 

treatment of this issue in future research. 

 

 

8.3.5      How do Managers Choose the Timing of their Profit Warnings? 
 

Profit warnings are timely communications of future financial performance.  Managers 

issuing profit warnings must choose how early in the reporting period to issue an earnings 

forecast or whether to warn investors by preannouncing earnings after the end of the 

reporting period.   The earlier a profit warning is issued, the smaller the class of investors 

trading at the inaccurate price, and the lower the trading losses of divesting shareholders 

(Skinner, 1997).  This means that managers can avoid increased regulatory attention and 

enhance their reputation for high-quality disclosure by issuing profit warnings earlier in the 

reporting period.  More timely profit warnings also afford corporate stakeholders greater 

time to coordinate control contests.  Therefore, the timing of profit warnings has important 

implications for the firm.  Prior studies on profit warnings have ignored the issue of 

timeliness, however.  For example, Kasznik and Lev (1995) model the incidence of profit 

warnings issued 60 days prior to the reporting period end.  They ignore both warnings 

conveyed through earnings preannouncements and warnings issued through earnings 

forecasts prior to the last 60 days of the reporting period.  It was shown in section 8.3.1 that 

the majority of profit warnings conveyed through earnings forecasts by the present sample 

are issued prior to the last 60 days of the reporting period, and over 20% of profit warnings 

are earnings preannouncements.  This suggests that an important part of managers’ profit 

warnings strategies has been left unexplored.   

 

Table 8.8 presents evidence on the factors influencing the timeliness of managers’ 

earnings guidance.  The measure of timeliness employed, TIMING, is the number of days 

between the issuance of a profit warning and the release of the financial report for the 

relevant period.  TIMING is set equal to zero if no profit warning is issued for the period.  

Column A presents results for the full sample of 296 firm-half years (i.e. regardless of 

whether a profit warning is issued).  The reported coefficients inform on the association 
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between the explanatory variables and how early investors are alerted to an earnings 

disappointment for the period.  That is, the reported coefficients capture both the 

probability that a profit warning is issued and the timeliness of profit warnings, in the event 

of disclosure.  Again, managers facing the prospect of reporting a loss or earnings decline 

inform investors earlier in the period, while warnings issued for interim earnings are less 

timely.  Investors in firms with high institutional ownership receive less timely information 

on earnings disappointments, consistent with the private communication of adverse 

earnings news to institutional owners.  Investors in firms with greater information 

intermediation enjoy more timely earnings guidance.  This finding is consistent with firms 

that have a large analyst following and high levels of informed trading in their stock pre-

empting private information production, in order to ameliorate information asymmetry 

between different classes of investors and lower the cost of capital (King, Pownall and 

Waymire, 1990).  The evidence is also consistent with firms avoiding ‘embarrassing’ 

analysts with a negative earnings surprise on the earnings announcement date in order to 

retain existing analyst following (e.g. Kasnik and Lev, 1995).       

 
Column B of Table 8.8 presents evidence on the timeliness of profit warnings for the 88 

firm-half years in which a profit warning is issued, i.e. timeliness conditional on a profit 

warning being issued.  Firms with higher levels of leverage issue less timely profit 

warnings.  Highly levered firms that experience an adverse earnings shock face a 

heightened risk that investors will exercise their option to liquidate the firm.  As such, these 

firms are expected to be less forthcoming with adverse news.  There is also marginal 

evidence (significant at the 6% level) that firms which dismiss their CEO during the period 

issue less timely profit warnings.  This might be due to new CEOs taking time to adjust to 

their role, to learn the forces driving their firm’s earnings, and to acquire reliable signals of 

earnings for the period.  Finally, warnings issued for interim earnings are less timely than 

those issued for annual earnings.  Again, this might reflect lower capital market interest in 

the interim earnings number vis-à-vis annual earnings.   
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Table 8.8              Choosing the Timing of Profit Warnings 
 
This table presents results of an analysis of factors influencing the timing of profit warnings issued 
by 74 firms who experience two contiguous years of negative or declining earnings.  The following 
regression is estimated: 
 
TIMINGi,h  =    δ0 + δ1ESHOCKi,t + δ2DNEGEARNi,h + δ3DDECREARNi,h + δ4INFORMi,t 
                          + δ5EUNCERTi,t + δ6INSTITOWNi,t  + δ7ISSUEi,t +  δ8EMPi,t + δ9LEVERAGEi,t 

                          +  δ10CEODISMISSi,t  + δ11THREATi,t + δ12DHALFi,h + ψi,h                                       (8.3)   
 
Where: TIMINGi,h = number of days between the date on which the profit warning is issued for half-

year period h and the release of the earnings report for the period.  TIMINGi,h = 0 if firm i 
does not issue a profit warning for period h.  

 

Independent variables, which are selected based primarily on hypotheses developed in section 8.2, 
are defined in Table 8.5.  
 

Column A presents the results of estimating equation (8.3) as a censored logistic regression over all 
296 firm-half years (regardless of whether or not an earnings forecast is issued).  This provides 
evidence on the factors influencing how early managers inform the capital market of an earnings 
disappointment.  Column B presents results of estimating (8.3) using OLS regression for only the 88 
firm-half years in which a profit warning is issued.  This provides evidence on the factors influencing 
the managers’ choice of timing, once the decision to issue a profit warning has been made. 
     

Prediction A.   Full Sample B.   Firms Issuing Warnings
Coefficient z-stat Coefficient t-stat

Intercept -94.2 -1.50 192.6 3.98

ESHOCK + -18.5 -1.47 -3.8 -0.43

DNEGEARN + 93.0 ** 3.40 15.5 0.35

DDECREARN + 96.4 *** 2.05 7.1 0.42

DHALF -122.4 *** -4.66 -60.6 *** -3.16

INFORM + 27.0 ** 1.96 18.0 1.51

EUNCERT + -3.9 -0.29 1.9 0.22

INSTITOWN - -36.5 *** -2.74 9.0 0.67

ISSUE - -18.3 -0.64 27.9 1.42

EMP - -19.0 -0.69 -5.0 -0.26

LEVERAGE - -34.1 -0.47 -120.4 ** -2.13

CEODISMISS + -42.7 -1.39 -43.8 * -1.89

THREAT + -30.8 -0.94 -33.1 -1.38

Adj R-squared 0.1 0.1

N 296 88  
 

***,**,* denote statistical significance at the 1%, 5% and 10% level, respectively. 
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8.4     How Reliable are Forward-Looking Management Disclosures? 

 

Corporate stakeholders demand high-quality information from firms around adverse 

earnings shocks.  Managers, however, have large incentives to distort information released 

to capital markets at this time.  Managers might positively bias forward-looking disclosures 

to inflate market expectations regarding future financial performance and thereby avoid 

corporate control contests and reductions in pay. The Securities and Exchange 

Commission [SEC] in the U.S. has expressed concerns over the reliability of forward-

looking management disclosures for several decades.  U.S. corporations were prohibited 

from releasing earnings forecasts in SEC filings prior to 1973.  Pownall and Waymire 

(1989) claim that “a primary reason for this policy was a longstanding belief that forecasts 

lacked credibility and were subject to management manipulation” [p. 228].  Unlike in the 

U.S., capital market regulators in Australia have focussed more on the frequency than on 

the accuracy of forward-looking disclosures.  This is evidenced by the continuous 

disclosure regulations imposed on Australian firms by the Australian Corporations Act and 

ASX Listing rules.  Nevertheless, there exist significant concerns over the reliability of 

forward-looking disclosures by Australian corporations.  For example, Allen (1997) 

identifies dishonesty as a hallmark of deficient disclosure by Australian corporations.  In 

addition, Brown, Taylor and Walter (1999) find that analyst forecasts became more biased 

as firms stepped up voluntary disclosure, following the introduction of criminal sanctions in 

1994 for non-timely disclosure by Australian corporations.  Their evidence raises doubts 

over the reliability of forward-looking disclosures by corporate managers. 

 

The role of poor quality corporate disclosure in a spate of recent high profile corporate 

collapses in Australia and the U.S. has directed attention back onto the reliability of 

forward-looking corporate disclosures.  In response to concerns over the accuracy of 

forward-looking financial information, ASIC released draft Policy Statement 170 (PS 170) 

on the use of financial projections in prospectuses.  Just as there are large incentives to 

inflate stock price around public offerings of securities, managers benefit from inflating 

market expectations around poor financial performance by avoiding corporate control 

contests and reduction in pay.   Empirical evidence indicates that managers positively bias 

disclosures around poor financial performance.  Frost (1997) finds that a large number of 

positive tone disclosures are made by her sample of financially stressed U.K. firms.  

DeAngelo, DeAngelo and Skinner (1996) find that firms reporting their first earnings 

decline in ten consecutive years, issue overoptimistic disclosures in conjunction with 
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dividend increases.  In addition, Rogers and Stocken (2003) find that earnings forecasts 

issued by financially distressed firms are more optimistic than forecasts released by 

healthy firms.  Finally, Lennox (2000) finds that Board Chairmen of failing U.K. companies 

both withhold bad news and issue overoptimistic forward-looking disclosures.  

 

This section investigates the extent of bias in management earnings and revenue 

forecasts148 and prospective qualitative disclosures, as well as the factors motivating 

managers to issue overoptimistic forward-looking disclosures around adverse earnings 

shocks.  The evidence presented informs on the continuing debate amongst academics 

and practitioners over whether disclosures by poorly performing firms satisfy investor 

demands for reliable forward-looking information. 

 

8.4.1      Bias in Forward-Looking Management Disclosures 
 

The bias in point and range earnings and revenue forecasts is investigated.  Bias is 

calculated as the difference between actual earnings or revenue and the forecast amount, 

scaled by beginning of period market value of equity.  The forecast amount is the midpoint 

between the lower and upper bounds for range forecasts.  Table 8.9, Panel A presents 

descriptive statistics on the extent of bias in point and range forecasts of earnings and 

revenue. 

 
The mean forecast error is both economically and statistically different from zero, with firms 

overestimating earnings/revenue by on average 6% of their market value.  In comparison, 

Rogers and Stocken report that their sample of 997 management earnings forecasts 

issued by 645 U.S firms overestimate earnings by 1.8% of market value on average.  

Johnson, Kasznik and Nelson (1995) report an average overestimation of earnings of 5.4% 

and 3.7% of total assets in the two periods they study, for a sample of 321 forecasts issued 

by high-technology firms in the U.S. market.  Furthermore, the significant positive bias in 

earnings and revenue forecasts is not due to a few large forecast errors, since 67% of 

firms overestimate earnings.  The proportion of point and range forecasts which have a 

positive error is found to be significantly greater than the naïve expectation of 0.5, using a 

binomial test (one-tailed).  Therefore, managers appear to significantly bias point and 

range earnings and revenue forecasts around adverse earnings shocks. 

                                                 
148 Revenue forecasts are forecasts of total revenue, sales revenue or sales volume. 
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Table 8.9                   Bias in Forward-Looking Disclosures  
 
This table presents descriptive evidence on the level of bias in forward-looking earnings and 
revenue forecasts, as well as prospective qualitative disclosures issued by 74 firms about a two 
year period of negative or declining earnings.   
Panel A presents descriptive statistics and tests of bias in point and range earnings and revenue 
forecasts.  Bias is calculated as the difference between actual earnings or revenue and the forecast 
amount, scaled by beginning of period market value of equity.  The forecast amount is the midpoint 
between the lower and upper bounds for range forecasts.  The difference in the mean forecast error 
from zero is tested using a one-sample t-test (one-tailed).  The difference in the proportion of range 
and point forecasts which have positive errors (i.e. ex post overoptimistic) from the naïve 
expectation of 0.5 is tested using a binomial test (one-tailed). 
Panel B reports evidence on the bias in minimum estimates of earnings and revenue, as well as 
positive directional predictions of earnings.  The accuracy of these positive tone disclosures is 
investigated by comparing management predictions to actual outcomes.  For example, the bias in a 
directional prediction that earnings for the current half year will be higher than in the corresponding 
half of last year, can be assessed by comparing earnings across the two periods.  If earnings for the 
current half year is lower than last year’s interim earnings, the forecast is classified as 
overoptimistic.  Minimum estimates are classified in the same way.  The difference in the proportion 
of minimum and positive directional forecasts that are overoptimistic from the naïve expectation of 
0.5 is also tested using a binomial test (one-tailed).   
Panel C examines whether prospective qualitative disclosures are positively biased.  The observed 
number of positive and negative tone qualitative projections is assessed according to the naïve 
expectation that firms should issue just as many positive as negative prospective disclosures.  
Firstly, the mean number of positive tone qualitative projections expressed as a percentage of all 
positive and negative tone qualitative projections is reported.  The difference in the mean from the 
naïve expectation of 0.5 is tested using a one-sample t-test.  Secondly, the percentage of firms that 
release more positive tone than negative tone qualitative projections is reported.  The difference in 
the proportion of firms with more positive than negative tone qualitative projections from the naïve 
expectation of 0.5 is examined using a binomial test. 
          

Panel A.   Forceast Error (scaled) for Point and Range Forecasts

Mean 0.06 **
Percentage Positive 67% **

Panel B.   Min and Positive Directional Forecasts that are Overoptimistic (ex post )
                  
Percentage 72% ***

Panel C.   Positive Tone qualitative projections as a percentage 
of all Positive and Negative Tone qualitative projections

Mean 61.2% **
% with more positive 62.8% **
tone disclosures 

 
 

***,**,* denote statistical significance at the 1%, 5% and 10% level, respectively. 
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In addition to point and range forecasts, managers also issue minimum estimates of 

earnings and revenue, as well as positive directional predictions of earnings.149  The 

accuracy of these positive tone disclosures is investigated by comparing management 

predictions to actual outcomes.  For example, the bias in a directional prediction that 

earnings for the current half year will be higher than in the corresponding half of last 

year,150 can be assessed by comparing earnings across the two periods.  If earnings for 

the current half year is lower than last year’s interim earnings, the forecast is classified as 

overoptimistic.  Minimum estimates are classified in the same way.  Panel B of Table 8.10 

presents descriptive evidence on the proportion of positive directional predictions and 

minimum estimates of earnings and revenue that are overoptimistic.  Overall, 72% of 

minimum and positive directional predictions of earnings and revenue are overoptimistic.  

This proportion is significantly greater than the naïve expectation of 0.5, under which 

managers are equally likely to understate as to overstate earnings/revenue. 

 

Unlike earnings and revenue forecasts, the accuracy of qualitative forward-looking 

disclosures (e.g. earnings prospects are good) is not verifiable ex post.  As such, 

managers might face lower regulation and reputation costs for issuing overoptimistic 

prospective qualitative disclosures.  So it is expected that qualitative financial disclosures 

are subject to even greater reliability problems (e.g. Hutton, Miller and Skinner, 2003).  To 

investigate whether managers positively bias qualitative forward-looking disclosures during 

adverse earnings shocks, the (time-weighted) number of positive and negative tone 

qualitative financial projections regarding the earnings shock period are compared.151  

Panel C of Table 8.9 reports that the mean number of positive tone qualitative projections 

expressed as a percentage of all positive and negative tone qualitative projections is 61% 

across sample firms.   In addition, 63% of all sample firms issue more positive tone than 

negative tone qualitative financial projections for their earnings shock period.  The 

earnings shock period is by definition a period of poor financial performance, in which we 

might expect firms to issue a relatively high frequency of negative tone financial 

projections.  However, even under the naïve expectation that firms issue just as many 

                                                 
149 Directional earnings forecasts were referred to as qualitative forecasts in the previous section on profit 
warnings.  The terminology differs in this section because positive directional forecasts are singled out for 
attention from the pool of qualitative earnings forecasts.  
150 Again, though sample firms experience either two contiguous years of negative or declining annual 
earnings, they may experience positive and/or increasing earnings in any half year during the earnings shock 
period.  
151 Note that the PQUAL measure of prospective qualitative disclosure, defined in chapter 4, includes 
qualitative attributions of future financial performance.  The measure used here is the subset of prospective 
qualitative disclosures that are simply projections of future financial performance (e.g.  “Financial results are 
expected to improve”; “the outlook for trading conditions is favourable”, etc.).  Attributions of future financial 
performance to internal or external factors are not included. 
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positive as negative prospective disclosures, the number of positive tone qualitative 

financial projections significantly exceeds expectations.   

 

Therefore, managers appear to positively bias earnings and revenue forecasts as well as 

forward-looking qualitative disclosures around adverse earnings shocks.  This evidence 

concurs with concerns expressed by regulators, investor groups and financial market 

practitioners regarding serious deficiencies in the reliability of disclosures by poorly 

performing firms.  An alternative explanation to managerial opportunism for the positive 

bias in management forecasts is that managers faced with an impending earnings decline 

attempt to gradually ‘walk down’ analysts’ earnings expectations (Richardson, Teoh and 

Wysocki, 2001).  If this were the case, however, we would expect a larger number of 

negative tone than positive tone forward-looking qualitative disclosures.  Taken together, 

the evidence suggests that managers faced with sudden poor performance utilise forward-

looking disclosures to ‘hype’ their future financial performance.  In this way, managers may 

delay stock price declines and avoid corporate control contests.  

 

8.4.2     Factors Motivating Managers to Release Overoptimistic Disclosures 
 

The results in the previous section suggest that Australian firms experiencing adverse 

earnings shocks issue overoptimistic forward-looking disclosures.  This sub-section 

investigates the factors motivating managers to positively bias their forward-looking 

disclosures.  Firstly, the factors influencing the bias in point, range, minimum and positive 

directional forecasts of earnings and revenue are investigated.  These types of forecasts 

are most likely to be used by managers attempting to inflate investor expectations of future 

financial performance.152   

 

Table 8.10 presents results of a logit analysis for the subset of 85 firm-half years, in the 

earnings shock period, in which a point, range, minimum or positive directional forecast of 

earnings or revenue is issued.153  The table specifies the regression equation (8.4), which 

models the likelihood that managers positively bias forecasts of earnings and revenue, 

conditional on the release of a point range, minimum or positive directional forecast of 

earnings.  The explanatory variables are proxies for the hypothesised determinants 

                                                 
152 Negative directional forecasts and maximum estimates are better suited to conveying bad news. 
153 Point and range forecasts are pooled with minimum and positive directional earnings forecasts in the tests 
to increase the number of degrees of freedom.  This means that a binary measure of bias is utilised, rather than 
examining the dollar difference between (point and range) forecasts and actual earnings and revenue.  The 
tests control for the differential bias in point and range forecasts vis-à-vis minimum and positive directional 
forecasts. 
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identified in section 8.2.  In addition, the model controls for disclosure horizon (HORIZON), 

and includes several binary variables to investigate whether revenue forecasts are more 

likely to be biased than earnings forecasts (DREVENUE), minimum and positive directional 

forecasts are more likely to be biased than point and range forecasts (DMINPOS), 

forecasts of interim earnings or revenue are more likely to be biased than annual forecasts 

(DHALF), and whether revised forecasts are less likely to be biased than initial forecasts 

for a reporting period (DREVISE).     

 
The results reveal that, contrary to our expectation, firms with greater levels of information 

intermediation are more likely to issue overoptimistic forecasts.  That is, the coefficient on 

INFORM is positive and statistically significant.  Rather than supporting the view that 

financial analysts play an important role in checking management disclosures (see for e.g. 

Jennings, 1987), this finding corresponds with concerns over the independence of financial 

analysts, which have peaked following the Internet stock crash and more recent corporate 

collapses (e.g. McNichols and O’Brien, 1997; Coffee, 2002).  Hong and Kubik (2003) find 

that analysts issuing extremely inaccurate forecasts relative to other analysts experience 

worse career progression.  Our evidence suggests that managers might attempt to 

coordinate overoptimism among the analyst community by issuing positively biased 

forecasts around adverse earnings shocks.  It was found in Chapter 7 that firms with 

greater information intermediation are more likely to increase dividends during the 

earnings shock period.  However, dividend increases do not signal superior future financial 

performance.  This is similar to findings reported by DeAngelo, DeAngelo and Skinner 

(1996), who study a sample of 145 New York Stock Exchange listed firms whose annual 

earnings decline after nine or more consecutive years of earnings growth.  They claim that 

“dividends are not pervasively useful signals of future earnings performance” [p.345].  

Instead, they conclude that dividend increases accompanying an earnings decline are 

driven by overly optimistic managerial expectations, consistent with Jensen’s (1993) 

hypothesis that corporate culture and managers’ behavioural biases makes them overly 

optimistic about future growth.  The fact that overoptimistic dividend increases (which do 

not signal higher future earnings) and positively biased forecasts are more prevalent for 

firms with higher levels of information intermediation, suggest that financial analysts and 

other information intermediaries might play a role in ‘hyping’ a firm’s stock, as suggested 

by articles in the financial press. 
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Table 8.10      Determinants of Positive Bias in Earnings and Revenue Forecasts 
 
This table presents evidence on the factors influencing whether managers issue overoptimistic 
earnings and revenue forecasts, for 74 firms who experience two contiguous years of negative or 
declining earnings.  The following binary logit regression is estimated for the subset of 85 firm-half 
years, in the earnings shock period, in which a point, range, minimum or positive directional forecast 
of earnings or revenue is issued.  
 
OVEROPTf =  α0 + α1ESHOCKf + α2INFORMf + α3EUNCERTf + α4INSTITOWNf + α5ISSUEf 
                         + α6EMPf + α7LEVERAGEf+ α8CEODISMISSf + α9THREATf + α10HORIZONf 

                         + α11DREVENUEf + α12DMINPOSf + α13DHALFf + α14DREVISEf + ξf                   (8.4) 
 

Where: Subscript f identifies a point, range, minimum or positive directional forecast of earnings or revenue. 
OVEROPTf = one if forecast f is overoptimistic (i.e. reported earnings is below point forecast; below midpoint of 
range forecast; below lower bound in minimum forecast; or there is a negative directional change in earnings or 
revenue, when a positive directional forecast is issued). 
HORIZONf = the number of days between the issuance of forecast f and the end of the reporting period for the 
disclosing firm. 
DREVENUEf = equals one if forecast f is a revenue forecast, and zero otherwise. 
DMINPOSf = equals one if forecast f is a minimum or positive directional forecast, and zero otherwise. 
DHALFf = equals one if forecast f is a forecast of interim earnings or revenue, and zero otherwise. 
DREVISEf = equals one if forecast f is a revision of a prior forecast for the period, and zero otherwise. 
The subscript f in this case denotes the value of the respective variable in the firm-year in which forecast f is 
issued. 
 

OVEROPT measures the degree to which managers issue overoptimistic forecasts.  HORIZON, 
DREVENUE, DMINPOS, DHALF and DREVISE control for various forecast features. The remaining 
independent variables are defined in Table 8.5 and based on hypotheses developed in section 8.2. 
 

Prediction Coefficient z-statistic

Intercept 0.73 0.42

ESHOCK ? 3.72 0.78

INFORM - 1.71 ** 2.18

EUNCERT ? 1.71 ** 2.15

INSTITOWN - -0.44 -0.70

ISSUE + -0.09 -0.12

EMP + -0.26 -0.37

LEVERAGE + 0.14 0.06

CEODISMISS - 0.47 0.44

THREAT + -0.92 -0.92

HORIZON 0.00 * 1.64

DREVENUE -1.61 ** -1.96

DMINPOS 0.05 0.06

DHALF -1.32 ** -1.93

DREVISE -0.43 -0.56

McFadden R-squared 0.28
N 85  

        
             ***,**,* denote statistical significance at the 1%, 5% and 10% level, respectively. 

 



 

 257

 

On the other hand, the bias in management disclosures documented in this study may be 

due to the gradual ‘walking down’ of analysts’ earnings expectations (Richardson, Teoh 

and Wysocki, 2001).  To investigate this explanation we control for whether a forecast is a 

revision of a prior forecast for the period with the binary variable, DREVISE.   We find that 

revisions to prior forecasts are no less overoptimistic than the initial forecasts issued in a 

period.  This further undermines the explanation that the bias in management disclosures 

documented in this study is due to the gradual ‘walking down’ of analysts’ earnings 

expectations, in which case we would expect forecast revisions to be more accurate than 

initial forecasts.  To further investigate this hypothesis, we estimate equation (8.4) after 

adding an interaction variable, INFORM*REVISE.  The coefficient on this variable informs 

on whether revised forecasts are more accurate for firms with high information 

intermediation.  The coefficient is insignificant (p-value: 0.84).  Therefore, the finding that 

managers of firms with greater information intermediation issue more positively biased 

forecasts appears to be unrelated to the gradual adjustment of analysts’ expectations. 

 

The coefficient on EUNCERT is also significantly positive, suggesting that firms 

experiencing greater earnings uncertainty are more likely to issue overoptimistic forecasts.  

The EUNCERT factor is positively correlated with intangible-intensity and market to book 

value.  Therefore, the higher frequency of overoptimistic disclosures for firms with greater 

earnings uncertainty may be due to high growth firms being faced with greater 

performance pressures from the capital market (e.g. Lakonishok, Shliefer and Vishny, 

1994).  The finding is also consistent with evidence presented by Rogers and Stocken 

(2003) that financially distressed firms only issue positively biased earnings forecasts 

when the degree of difficulty in forecasting is high.  Earnings uncertainty can lower the cost 

and increase the returns to biasing disclosures.  Greater earnings uncertainty reduces the 

legal and reputation costs of positively biasing forward-looking disclosures, by making it 

more difficult to distinguish between deliberate bias and random errors in disclosure.  At 

the same time, investors rely more heavily on management disclosures during periods of 

elevated earnings uncertainty (Hansen and Noe, 1999).  After controlling for the level of 

information intermediation and earnings uncertainty, there remains no evidence of a 

systematic positive bias in management forecasts.  Therefore, positively biased forecasts 

are associated with greater information intermediation and earnings uncertainty, rather 

than poor financial performance, per se. 
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Control variables indicate that revenue forecasts (DREVENUE) and forecasts of interim 

earnings (DHALF) are less likely to be overoptimistic.  The cost of biasing disclosures in 

terms of reduced reputation and regulatory costs might not vary much between types of 

forward-looking disclosure.  However, investors place greater weight on annual earnings 

vis-à-vis annual sales and interim earnings.  Managers may then derive a greater benefit in 

terms of stock price impact from biasing forecasts of annual earnings.  Therefore, annual 

earnings might be the number of choice when it comes to issuing overoptimistic forward-

looking disclosures, aimed at delaying stock price declines and avoiding corporate control 

contests.   

 

In addition to earnings and revenue forecasts, managers release qualitative financial 

disclosures to communicate future financial performance around adverse earnings shocks.  

The degree to which managers issue overoptimistic qualitative forward-looking disclosures 

is measured by the proportion of qualitative financial projections issued by firms about their 

earnings shock period that have a positive tone.  Table 8.11 specifies the Tobit regression 

model (8.5) used to investigate the factors motivating managers to issue overoptimistic 

qualitative financial projections.154  Overoptimism in qualitative financial projections is 

modelled in terms of the hypothesised factors in section 8.2 and binary variables capturing 

the incidence of negative interim earnings (DNEGHALF) and declining interim earnings 

(DDECRHALF).  Along with the change in return on assets from the benchmark year 

(ESHOCK), the variables capturing interim earnings performance control for the overall 

earnings performance of the firm in each earnings shock year.  The coefficients on these 

variables from estimating equation (8.5) represent the partial correlation between the tone 

of qualitative financial projections and financial performance for the period.  The remaining 

component of the tone of qualitative financial projections is taken here to represent bias in 

disclosure.     

                                                 
154 Tobit regression is employed to estimate equation (8.5) because the dependent variable equals zero in 34% 
of firm-years in which no qualitative projection is issued.  All coefficients on explanatory variables that are 
significant at the 5% level in the Tobit regression retain their original sign and continue to be significant when 
estimating equation (8.5) using OLS regression.  The only qualitative difference is that the intercept term 
becomes significantly positive, possibly reflecting the censoring problem in the data. 
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Table 8.11     Determinants of Positive Bias in Forward-Looking Qualitative Disclosures 
 
This table presents results of the following Tobit regression investigating the factors influencing the 
degree to which managers positively bias forward-looking qualitative disclosures, for 74 firms who 
experience two contiguous years of negative or declining earnings: 
 
 POSPQUALi,t  =  γ0 + γ1ESHOCKi,t + γ2DNEGHALFi,t + γ3DDECRHALFi,t + γ4INFORMi,t 
     + γ5EUNCERTi,t + γ6INSTITOWNi,t  + γ7ISSUEi,t +  γ8EMPi,t  
                             + γ9LEVERAGEi,t + γ10CEODISMISSi,t  + γ11THREATi,t+ ζi,f                                 (8.5)   
 
Where: POSPQUALi,t =   number of positive tone qualitative financial projections divided by the total 

number of positive and negative tone qualitative financial projections issued by firm i about  
earnings shock year t. 
DNEGHALFi,t = one if firm i reports negative interim net income in year t, and zero 
otherwise. 
DDECRHALFi,t= one if firm i reports interim net income in year t that is lower than interim 
net income in year t-1, and zero otherwise. 

 
POSPQUAL measures the degree to which managers issue overoptimistic qualitative forward-
looking disclosures about their earnings shock period.  Tobit regression is preferred to OLS since no 
qualitative projection is issued in 34.4% of firm-years.  In such a case POSPQUAL equals zero, 
despite providing no information on disclosure bias.  This is an example of censoring. 
DNEGHALF and DDECRHALF control for financial performance.  The remaining independent 
variables are based on hypotheses developed in section 8.2 and are defined in Table 8.5.   
 

Prediction Coefficient z-statistic

Intercept 0.24 1.00

ESHOCK ? -0.04 -0.06

DNEGHALF - -0.10 -0.67

DDECRHALF - 0.21 1.59

INFORM - -0.05 -0.85

EUNCERT ? 0.07 1.09

INSTITOWN - -0.16 *** -2.51

ISSUE + 0.31 *** 2.73

EMP + 0.18 1.55

LEVERAGE + -0.09 -0.23

CEODISMISS - -0.02 -0.18

THREAT + 0.14 0.95

Adjusted R-squared 0.05
N 148

 
 

          ***,**,* denote statistical significance at the 1%, 5% and 10% level, respectively. 
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The only significantly positive coefficient in Table 8.11 is the coefficient on ISSUE.  This 

suggests that the positive bias in qualitative financial projections is entirely due to 

overoptimism by firms engaged in security offerings.  Lang and Lundholm (2000) present 

evidence that managers use qualitative disclosures to ‘hype’ their stock in the lead up to an 

equity issue.  Consistent with this evidence, firms issuing public securities in our sample 

issue more optimistic forward-looking qualitative disclosures.  Managers issuing public 

securities have large incentives to inflate stock price in order to raise capital on more 

favourable terms.  The evidence suggests that managers attempt to inflate their stock price 

around security issues by hyping their firms’ future earnings prospects through overly 

optimistic forward-looking qualitative disclosures.  The regression intercept is also 

statistically indistinguishable from zero.  Therefore, after controlling for firms issuing 

securities, there is no systematic positive bias in managers’ qualitative financial 

projections.  This suggests that poor financial performance, per se, does not lead 

managers to issue overoptimistic forward-looking qualitative disclosures.  Instead, it 

appears that management incentives to hype their firms’ stock by issuing positive tone 

qualitative projections are a feature of firms engaged in security offerings.  

 

There is also evidence that firms with greater institutional ownership release less positive 

tone qualitative disclosures.  The coefficient on INSTITOWN is negative and statistically 

significant.  Institutional investors are usually characterised as sophisticated investors with 

a comparative advantage in the production of private information and the processing of 

public disclosures (Shiller and Pound, 1989).  Schipper (1989) argues that sophisticated 

investors with large equity stakes are ideal candidates to unravel earnings manipulations 

by managers.  In addition to their expertise, economies of scale and large private benefits 

from monitoring, institutional investors can use their voting power to request clarification 

and further information from managers following the release of public disclosures.  This 

interpretation is also consistent with the lower frequency of overoptimistic dividend 

increases by firms with greater institutional ownership reported in section 7.4.2. Therefore, 

institutional investors provide a check on the reliability of management disclosures, in 

particular on qualitative forward-looking disclosures, which are harder to verify ex post.  It 

was reported in section 6.3.2 that firms with high levels of institutional ownership are less 

likely to be forthcoming with adverse earnings news in public disclosures.  The explanation 

offered was that managers privately communicate with institutional owners in order to build 

long-term investment relationships.  For this same reason, managers of firms with high 

levels of institutional ownership will be less interested in short-term stock price movements 
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(Hand, 1990) and hence less likely to hype their firms’ future prospects in a bid to inflate 

stock price.    

  

8.5     Investor Perceptions of Relevance and Reliability  

 

The timeliness and reliability of management disclosures has been examined in a setting in 

which managers have large incentives to withhold bad news and issue overoptimistic 

disclosures.  While firms are relatively forthcoming with adverse news, the evidence in 

section 7.4 raises concerns over the reliability of managers’ forward-looking disclosures.  

This raises the question of how investors view the relevance and reliability of management 

disclosures around adverse earnings shocks.  This section investigates the relevance and 

reliability of management disclosures, as perceived by investors.  A recent report 

commissioned by the International Federation of Accountants claims that “reduced 

confidence in financial information and corporate disclosure produces an investor retreat 

and results in an increased cost of capital.  This reduces the economy’s productivity” [IFA, 

2003, p. 5].  In the wake of recent high-profile corporate collapses, the reliability of 

management disclosures has become a critical concern for investors.  Christensen (2002) 

states that “we’re now seeing a call for ‘quality’, ‘credibility’, and ‘good numbers’” [p. 6].  

Allen (1997) claims that institutional investors regard integrity and credibility as being 

second only in importance to business strategy.  To satisfy investor demands for high-

quality information around adverse earnings shocks, it is not sufficient that management 

disclosures be credible.  Management disclosures must also provide new and value-

relevant information to investors.  For example, managers reluctant to release bad news 

might only issue profit warnings after the adverse information is released into the public 

domain by external sources.  Therefore, managers’ profit warnings are not necessarily 

relevant to investors.   

 

Stock price reactions to management disclosures are examined in order to infer investor 

perceptions of the relevance and reliability of management disclosures around adverse 

earnings shocks.  The following pooled OLS regression model is estimated with 

heteroskedasticity consistent standard errors (White, 1980) and fixed-effects intercept 

terms: 
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Ri,d = λi,0 +λ1Rm,d  + d,q

17

1q
qANN∑

=

φ + εi,d                         (8.6) 

 

Where: Ri,d = stock return for firm i on day d.   

 Rm,d  = return on the All Ordinaries Accumulation Index for day d.  

ANNq,d= one if a type q announcement is made by firm i in the three-day period centred on 

day d , and zero otherwise.155 

  

The model assumes that the process generating equilibrium stock returns is described by 

the market model.  Binary variables are introduced to allow the process to shift around 

‘price-sensitive’ announcements by firms.  Prior studies of earnings announcements, 

preannouncements and forecasts generally assume away the influence of concurrent 

announcements.  However, earnings-related announcements are rarely issued in isolation.  

For example, Hutton, Miller and Skinner (2003) claim that “management earnings forecasts 

typically comprise a single component of a bundle of information provided as part of a 

larger information event…”.  The comprehensive database of management disclosures, 

financing and operating decisions utilised in this study makes it possible to isolate the 

stock price effects of different types of announcements.  The announcements examined 

include the half yearly report and preliminary financial statement; Chairman’s address at 

the annual general meeting; press releases; announcements of new projects, products, 

acquisitions (i.e. long-form strategy disclosures); earnings forecasts; earnings 

preannouncements (EPRE); announcements of share repurchase programs; ASX stock 

price queries; announcements of employee stock or stock option issues (EMP); 

announcements of new blockholders (BHOLDER: becoming) and the divestment of 

existing blockholdings (BHOLDER: ceasing); corporate control threats (Threat); and top 

management and board changes.  Financial reports, press releases, earnings forecasts 

and earnings preannouncements are identified according to their tone.  The regression 

model is estimated separately for the benchmark year and earnings shock period in order 

to investigate whether investor concerns over the relevance and reliability of management 

disclosures, and in particular positive tone disclosures, heighten around adverse earnings 

shocks.   

                                                 
155 The firm subscript is suppressed for notational convenience. 
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Table 8.12         Stock Price Reactions to Management Disclosures  
 

This table presents results of OLS estimation of equation (8.6) for firms’ benchmark and earnings 
shock periods.  Daily stock returns are regressed on binary variables indicating three-day windows 
around disclosures and other potentially price-sensitive events. Coefficients are interpreted as 
average abnormal stock price reactions to a disclosure/event type.  t-statistics are based on White’s 
(1980) heteroskedasticity consistent standard errors.  Fixed-effects intercept terms are not reported.  
Blank entries indicate that the disclosure/event was not observed for any firm in that period. 

Benchmark Year Earnings Shock Period
Coefficient t-stat Coefficient t-stat

Rm 0.66 *** 14.90 0.47 *** 12.10

Financial Report
Negative -1.35 * -1.75 -0.63 ** -2.25
Neutral 0.56 1.41 -0.69 *** -2.56
Positive 0.43 ** 2.01 -0.58 * -1.80

Chairman's AGM address
Negative -0.31 -0.28 1.41 *** 2.53
Neutral 0.37 1.04 0.48 * 1.74
Positive -0.04 -0.14 -0.41 -1.00

Other Report Filing 0.12 0.69 0.10 0.53

Press Release
Negative 1.25 1.51 -1.92 * -1.76
Neutral -0.03 -0.11 0.27 1.18
Positive 0.94 ** 2.30 0.48 * 1.80

Strategy Disclosure 0.42 *** 3.57 0.33 *** 2.58

E Forecast (no supp. Info)
Negative -2.82 *** -2.67 -1.69 *** -4.49
Neutral 0.78 0.84 0.52 0.97
Positive 0.25 0.56 0.18 0.33

E Forecast (with supp. Info)
Negative - - -1.03 -0.69
Neutral - - 7.51 *** 1.81
Positive -0.51 -0.79 -0.07 -0.03

EPRE
Negative -3.28 -0.57 -1.57 -1.34
Neutral -0.88 -1.62 -0.15 -0.13
Positive -0.03 -0.02 0.04 0.12

Share Repruchase - - 0.91 1.12

EMP -0.11 -0.71 0.12 0.71

Restructure 0.28 0.38 -0.29 -0.48

CEO change 1.50 1.23 0.30 0.55

Dir change -0.05 -0.37 -0.16 -0.77

Threat -0.52 -1.42 0.06 0.37

ASX query 0.90 1.15 -0.18 -0.40

BHOLDER: becoming 0.20 * 1.77 0.17 1.52

BHOLDER: ceasing -0.03 -0.23 -0.10 -0.83

OTHER 0.00 0.02 -0.05 -0.98

Adj R-squared 0.06 0.05
F stat 10.61 *** 18.64 ***
N 18,509       37,444      

 
  ***,**,* denote statistical significance at the 1%, 5% and 10% level, respectively. 
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There is a negative stock price reaction to negative tone financial reports (half-yearly and 

preliminary final statements) in the benchmark year and earnings shock period.156  Neutral 

tone financial reports are not met with a significant stock price reaction in the benchmark 

year.  However, investors react negatively to neutral tone financial reports in the earnings 

shock period.  There is also evidence (at the 7% level) of a negative stock price reaction to 

positive tone financial reports in the earnings shock period.  The stock price reaction is 

1.74% over the three-day event window, after controlling for all concurrent announcements 

on the Signal G database.  In contrast, firms releasing positive tone financial reports in the 

benchmark year experience a significantly positive stock price reaction of 1.2% over the 

three day announcement window.  This is consistent with evidence presented by Frost 

(1997), who finds that investors severely discount positive tone disclosures by financially 

stressed U.K. firms.  The majority of firms’ qualitative disclosures are issued in conjunction 

with financial reports (see Table 6.4). Therefore, the market as a whole appears to 

appreciate managers’ incentives to make overoptimistic qualitative disclosures around 

adverse earnings shocks.  There is no significant stock price reaction on the days that 

other financial reports are filed such as when audited half-yearly and annual accounts are 

lodged with the ASX. 

 

The Chairman’s address to shareholders at the AGM is not associated with stock prices in 

the benchmark year.  However, negative tone addresses by Board Chairmen are 

informative during the earnings shock period, and curiously elicit a significantly positive 

stock price response.  Moreover, the positive stock price response is an economically 

significant 4.24% over the three-day event window, after controlling for all other 

announcements.  The Chairman’s address generally reviews financial performance for the 

year.  Therefore, firms that are more candid about contemporaneous poor performance will 

issue negative tone addresses.  In addition, the increase in prospective qualitative 

disclosures by firms in the earnings shock period is largely channelled through the 

Chairman’s address (see Table 6.4).  Therefore, firms that are more forthcoming with bad 

news in forward-looking qualitative disclosures will issue negative addresses at the AGM.  

The results indicate that the market considerably rewards an open and honest discussion 

about poor performance by firms experiencing adverse earnings shocks. 

 

Positive tone press releases generate a significant stock price reaction in the benchmark 

year.  There is marginal evidence (at the 8% level) that firms’ positive tone press releases 

are also credible in the earnings shock period.  Disclosures of corporate strategy are met 

                                                 
156 The coefficient is only significant at the 8% level for the benchmark period. 
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with significantly positive average stock price reactions in the benchmark year and 

earnings shock period of 1.3% and 1%, respectively, over the three-day announcement 

window, after controlling for all other announcements.  This suggests that investors find 

information on corporate strategy informative and that firms benefit from being more 

forthcoming with information on corporate strategy.  The positive stock price reaction also 

reflects the fact that (long-form) strategy disclosures are primarily good news 

announcements of new projects, products and acquisitions.   

 

The regression separately examines stock price reactions to earnings forecasts issued 

with and without supplementary information.  We make this distinction based on evidence 

by Hutton, Miller and Skinner (2003) that the credibility of management earnings forecasts 

varies with the use of concurrent supplementary disclosures.  We first discuss earnings 

forecasts issued without supplementary information.  Negative tone earnings forecasts are 

associated with significantly negative stock price reactions in both the benchmark year and 

earnings shock period of -8.46% and -4.86%, respectively, over the three-day 

announcement window, after controlling for all other announcements.  The large negative 

reaction in the benchmark period reflects the fact that firms release some of the bad news 

regarding their impending adverse earnings shock during their benchmark year.  Positive 

tone earnings forecasts are discounted by the market in both periods.  This is consistent 

with evidence presented by Rogers and Stocken (2003), who show that while financially 

distressed firms issue more overoptimistic disclosures, investors immediately unravel the 

bias in good news earnings forecasts.   

 

With regard to earnings forecasts issued with supplementary disclosures, we find that 

neither positive nor negative tone forecasts are significantly associated with stock prices in 

the benchmark and earnings shock period.  Neutral tone forecasts are not significant in the 

benchmark year.  However, neutral tone earnings forecasts issued with supplementary 

statements generate a massive average positive stock price reaction of 22.5% over the 

three-day announcement window, after controlling for all other concurrent disclosures.  

This result is consistent with the theoretical model developed in Chapter 3, in which 

managers disclose earnings forecasts in conjunction with supplementary statements in 

order to signal their talent for anticipating and responding to economic conditions.  Firms 

experiencing an adverse earnings shock are subject to particularly large incentives to 

signal management talent and a turnaround in financial performance.  By disclosing an 

earnings forecast in conjunction with an explanation of projected earnings, managers 

signal that they are aware of the causes/consequences of their adverse earnings shock 
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and are well placed to take effective response strategies to turn their firms’ financial 

performance around.  Neutral forecasts are not expected to directly communicate 

information that alters investor expectations of earnings for the period.  Therefore, these 

forecasts might be used primarily to signal management talent and a future turnaround in 

financial performance.  In fact, we cannot think of any other explanation for this result. 

 

Negative tone earnings preannouncements are associated with large negative stock 

returns in both the benchmark year and earnings shock period, though the average stock 

price reaction is not statically different from zero.  Share repurchases are also associated 

with positive, but statistically insignificant stock returns.157  The statically insignificant 

results for earnings preannouncements and share repurchases may be due to low 

statistical power owing to their infrequent use in investor communications (see Table 6.1).  

No other event/disclosure is associated with significant stock price reactions.  However, 

there appears to be several coefficients that indicate economically significant stock price 

reactions (e.g. CEO change in benchmark year, Threat in benchmark year), while the signs 

of a large number of coefficients are economically plausible.  Again, there may be a 

problem of low statistical power, given that these disclosures/events are observed with low 

frequency.  Nevertheless, the inclusion of the large set of disclosures/events strengths our 

conclusions by controlling for concurrent price-sensitive events that may confound the 

analysis of the primary modes of management disclosure. 

 

 

8.6     Conclusion 

 

This chapter studies the quality of management disclosures around adverse earnings 

shocks.  Specifically, we investigate how forthcoming managers are with bad news and the 

degree to which managers issue overoptimistic forward-looking disclosures around 

adverse earnings shocks.  This informs on whether managers’ voluntary disclosures meet 

the requirements of investors at a time in which they most rely on management 

communications. 

 

Our sample of firms issue 88 initial profit warnings and 11 follow up warnings.  A profit 

warning is issued on average by 30% of firms for each half-yearly reporting period during 

their adverse earnings shock.  Although the absolute proportion of firms issuing profit 

warnings may be low, the sample examined in this study is relatively forthcoming with bad 

                                                 
157 Note that no share repurchases are announced in the benchmark year. 
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earnings news when compared with firms in prior studies.  Firms appear to issue 

qualitative warnings earlier in the period, and follow these up with more precise earnings 

estimates as new information comes to light.  We find that firms reporting losses and 

earnings declines for the half-year are more likely to issue profit warnings.  In addition, 

firms reporting earnings declines and experiencing more severe earnings shocks appear to 

release more bad news in their initial profit warnings, since they more rarely provide follow-

up earnings guidance.  Contrary to claims that managers opportunistically scale down 

investor communications during poor financial performance, these results suggest that 

managers attempt to mitigate information asymmetry in the capital market by being 

forthcoming with adverse earnings news in earnings forecasts and preannouncements.  

We also find that firms with greater institutional ownership are less likely to issue profit 

warnings, and particularly quantitative forecasts of an impending earnings disappointment.  

This is consistent with large institutional investors being less concerned with short-term 

profitability and building long-term relationships with management in which information on 

impending earnings declines are privately communicated.   

 

Despite firms being relative forthcoming with bad news, we find that managers’ forward-

looking disclosures for their earnings shock period are significantly positively biased.  This 

applies to all forms of earnings and revenue forecasts, as well as qualitative financial 

projections by managers.  We investigate the factors motivating managers to issue 

overoptimistic disclosures.  Firms with greater levels of information intermediation are 

more likely to issue overoptimistic forecasts.  The fact that firms with higher levels of 

information intermediation are more likely to make overoptimistic dividend increases 

(Chapter 6) and positively bias forecasts, suggest that financial analysts and other 

information intermediaries play a role in ‘hyping’ firms’ stock.  This is a common view 

expressed in the financial press, though there has been little prior research on the link 

between biased management disclosures and information intermediation.  We present 

evidence that undermines the gradual ‘walking down’ of analysts’ earnings expectations as 

a competing explanation.  Firms experiencing greater earnings uncertainty are also more 

likely to issue overoptimistic forecasts, consistent with high-growth firms facing greater 

performance pressures, as well as prior evidence that financially distressed firms only 

issue positively biased earnings forecasts when the degree of difficulty in forecasting is 

high (Rogers and Stocken, 2003).  In addition, we present evidence that annual earnings is 

the number used when positively biasing forecasts around adverse earnings shocks.  After 

controlling for firms with greater information intermediation and earnings uncertainty there 

is no systematic positive bias in earnings and revenue forecasts.  We also find that the 
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positive bias in managers’ forward-looking qualitative disclosures is entirely due to firms 

engaged in security offerings.  This is consistent with evidence presented by Lang and 

Lundholm (2000) that managers step up prospective qualitative disclosures to hype their 

firms’ stock in the lead up to security offerings.  As in the case of overoptimistic dividend 

increases, the presence of large institutional shareholders appears to constrain the positive 

bias in managers’ qualitative forward-looking disclosures.  

 

Finally, we inquire into investor perceptions of the relevance and reliability of management 

disclosures by examining stock price reactions to management disclosures around 

adverse earnings shocks.  We find that investors discount positive tone financial reports 

around adverse earnings shocks, and reward candid (i.e. negative tone) discussions of 

poor performance in the Chairman’s address to shareholders with a positive stock price 

response.  Strategy disclosures and, to a lesser extent, positive tone press releases 

generate a positive stock price response in both the benchmark year and earnings shock 

period.  Negative tone earnings forecasts are associated with large negative stock price 

reactions.   However, the market appears to discount positive tone earnings forecasts in 

both periods.  This is consistent with evidence presented by Rogers and Stocken (2003) 

that while financially distressed firms issue more overoptimistic disclosures, investors 

immediately unravel the bias in good news earnings forecasts.  In addition, neutral tone 

earnings forecasts issued with supplementary statements generate a massive average 

stock price reaction of 22.5% over the three-day announcement window, after controlling 

for all other concurrent disclosures.  This result is consistent with the theoretical model 

developed in Chapter 3, in which managers disclose earnings forecasts in conjunction with 

supplementary statements in order to signal their talent for anticipating and responding to 

economic conditions.  Overall, the stock price tests are limited by low statistic power.   

 

Therefore, while managers appear to be relatively forthcoming with bad news in earnings 

forecasts and preannouncements, their forward-looking disclosures for the earnings shock 

period are significantly overoptimistic.  However, the positive bias in management 

disclosures is restricted to earnings and revenue forecasts issued by firms with high levels 

of information intermediation and earnings uncertainty, and qualitative projections by firms 

engaged in security offerings.  The evidence suggests that poor financial performance, per 

se, might not lead managers to issue overoptimistic forward-looking disclosures.  Instead, 

it appears that management incentives to hype their firms’ stock are a feature of firms with 

high information intermediation, high-growth firms with greater earnings uncertainty, and 

firms engaged in security offerings.    
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Chapter 9 

Conclusion 
 

 

 

9.1    Summary of Findings 

 

This thesis studies investor communications around adverse earnings shocks.  A sample 

of 74 firms listed on the Australian Stock Exchange is studied, for which there is richer data 

on investor communications than previously exploited in the literature.  We compile an 

extensive database of investor communications, including qualitative financial disclosures, 

strategy disclosures, earnings and revenue forecasts, earnings preannouncements, 

business segment forecasts, dividend changes, and share repurchases.  We exploit this 

extensive set of investor communications to study firms’ communications with the capital 

market around adverse earnings shocks.  The low-litigation Australian setting enables us 

to provide evidence on the effectiveness of private incentives and internal governance 

mechanisms in promoting voluntary communication of bad news by poorly performing 

firms. 

 

We assess the conventional view that managers scale down investor communications in 

order to conceal poor financial performance and issue overoptimistic disclosures to hype 

their firms’ stock.  We find that managers actually step up investor communications around 

adverse earnings shocks.  They expand forward-looking qualitative disclosure, more 

frequently issue earnings forecasts and preannouncements, alter their dividend policies 

and conduct share repurchases more often in the earnings shock period.  In the low-

litigation Australian setting, there are three primary explanations for the increase in 

investor communications activity around adverse earnings shocks.  First, managers might 

be motivated to mitigate the information asymmetry problem faced by investors, which is 

exacerbated during an adverse earnings shock.  Second, managers may step up 

communications to signal their superior talent for anticipating and responding to the 

causes/consequences of their adverse earnings shock.  They can thereby signal a 

turnaround in future financial performance. Third, managers may expand investor 

communications in an effort to hype their firms’ stock (Lang and Lundholm, 2000), in order 
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to delay stock price declines and avoid corporate control contests around adverse earnings 

shocks.  We present evidence on each of these three hypotheses. 

 

In Chapter 7, we simultaneously model the choice between seven alternative modes of 

investor communications.  The analysis informs on why managers voluntarily communicate 

with the capital market, and how managers choose between alternative modes of investor 

communications around adverse earnings shocks.  Firms with greater information 

intermediation provide investors with higher levels of qualitative financial and strategy 

disclosure, and make more frequent earnings preannouncements.  In contrast, the 

presence of large institutional shareholders curtails qualitative financial disclosures, 

strategy disclosures and earnings forecasts.  Firms facing larger proprietary costs from 

public disclosure are also reluctant to provide detailed qualitative financial disclosures and 

earnings forecasts.  Firms that have a large number of business segments and engage in 

voluntary restructurings issue strategy disclosures.  There is also evidence that firms 

experiencing undervaluation problems and firms with low gearing conduct share 

repurchases.  Further tests indicate that firms step up qualitative financial disclosure about 

their earnings shock to resolve heightened uncertainty and fill gaps in their information 

environment left by deficient financial reporting.  Firms also increase their use of earnings 

preannouncements to make more timely announcements of bad news.  Beyond the study 

of individual modes of communication, a characterization of managers’ overall investor 

communications strategies reveals that firms with greater information intermediation, a 

greater number of business segments and firms restructuring their operations prefer to 

communicate through detailed disclosures.  Firms that incur larger proprietary costs from 

public disclosure prefer to communicate with the capital market through ‘hard’, aggregated 

communications, such as earnings forecasts and preannouncements, dividend changes, 

and share repurchases. 

 

The evidence is broadly consistent with managers using investor communications to deal 

with information asymmetry in the capital market around adverse earnings shocks.  This 

conclusion is further supported in Chapter 8 by evidence presented in a more focused 

study of management profit warnings.  We report that a profit warning is issued on average 

by 30% of sample firms for each half-yearly reporting period during their adverse earnings 

shock.  Profit warnings provide investors with timely earnings guidance.  Qualitative 

(quantitative) earnings forecasts are issued on average 153 (116) days before the release 

of the financial report for the period.  Firms follow up qualitative warnings with more precise 

earnings estimates as new information comes to light, while firms reporting earnings 
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declines and experiencing more severe earnings shocks appear to release more bad news 

in their initial profit warnings.  We also find that firms reporting losses and earnings 

declines for the half-year are more likely to warn investors.  The evidence is inconsistent 

with the view that managers withdraw communications with the capital market to conceal 

poor performance.  Instead, it appears that managers are relatively forthcoming with 

adverse earnings news in earnings forecasts and preannouncements. 

 

We find no evidence that investor communications are used to signal management talent 

for anticipating and responding to economic conditions, when studying managers’ investor 

communications choice.  The volume of investor communications provided by firms is 

unrelated to financial performance in their two-year post-shock period for five of the seven 

modes of investor communications, and negatively related to post-shock financial 

performance for the two other communications modes.  This is inconsistent with the theory 

developed by Trueman (1986) and empirical evidence presented by Holder-Webb (2003) 

which reveals a significantly positive association between the level of MD&A disclosure 

firms provide during financial distress and future financial performance.  MD&A disclosures 

made during financial distress include forward-looking disclosures.  Therefore, a positive 

relation between disclosure levels during financial distress and future financial 

performance may simply reflect a managerial preference for (directly) releasing good news 

regarding future financial performance.  This study isolates the information conveyed by 

the act of disclosure itself, by relating the level of information firms disclose about their 

adverse earnings shock to their post-shock financial performance.  However, we provide 

evidence of a massive average stock price reaction to neutral tone earnings forecasts 

issued with supplementary statements of 22.5%, over a three-day announcement window, 

after controlling for all concurrent disclosures.  This result is consistent with an extension of 

Trueman’s (1986) theoretical model presented in Chapter 3 of this thesis, in which 

managers can signal their talent for anticipating and responding to economic conditions by 

issuing earnings forecasts in conjunction with supplementary statements explaining 

earnings. 

 

Despite managers being relatively forthcoming with bad news, their forward-looking 

disclosures are significantly positively biased, consistent with claims by investor groups, 

regulators and the financial press.  Managers also make overoptimistic dividend increases 

around adverse earnings shocks.  However, we find that the bias in management earnings 

and revenue forecasts is limited to firms with high levels of information intermediation and 

earnings uncertainty.  The bias in forward-looking qualitative disclosures is limited to firms 



 

 272

engaged in security offerings.  Therefore, poor financial performance per se might not lead 

managers to hype their firms’ stock.  Instead, it appears that management incentives to 

hype their firms’ stock are a feature of firms with high information intermediation, high 

growth firms with greater earnings uncertainty, and firms engaged in security offerings.  

Stock price tests reveal that managers’ face a severe credibility problem when 

communicating with the capital market around adverse earnings shocks.  Investors 

discount positive tone financial reports and earnings forecasts, but reward candid 

discussions of poor performance in the Chairman’s address to shareholders. 

 

9.2    Contributions 

 

This thesis makes several contributions.  Firstly, we emphasise an alternative approach to 

studying investor communications, in which the communications challenge of the firm is 

immediately identified and then the response to this communications challenge explored.  

This approach requires a comprehensive analysis of managers’ investor communications 

strategies.  Whereas, prior studies generally examine a single mode of investor 

communications in isolation, we simultaneously model managers’ choice between 

alternative modes of investor communications.  We extend work by Mohanram (2001) by 

examining a more extensive set of investor communications and generating a broader set 

of hypotheses for analysing investor communications choice.   

 

We also examine investor communications choice for a sample of poorly performing firms.  

While various measures of firm performance have been used to study the cross-sectional 

determinants of disclosure in random samples of firms, the first careful analysis of the 

relationship between earnings performance and voluntary disclosure was conducted by 

Miller (1998, 2000).  Miller studies firms experiencing positive earnings performance, and 

points to evidence that “the relationship between positive earnings performance and 

disclosure… differs from the relationship between poor earnings performance and 

disclosure” [1998, p. 3].  We focus on the symmetric case, and present an extensive 

analysis of the overall experience of firms facing sudden, poor financial performance.   

 

The Australian setting for this study enables access to the Signal G database, which 

provides the full text of all announcements lodged by firms with the ASX.  This allows us to 

compile a more extensive database of investor communications than previously exploited 

in the literature.  Whereas U.S. based studies of disclosure by poorly performing firms 

have generally focused on litigation avoidance incentives, stockholder litigation is a minor 
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concern for the sample of Australian firms studied in thesis (Taylor and Taylor, 2003).  

Exploiting an extensive set of investor communications, we find that factors apart from 

litigation-avoidance incentives drive investor communications choices in poorly performing 

firms.  The evidence presented suggests that managers attempt to resolve information 

asymmetry around adverse earnings shocks through voluntary investor communications.  

Our analysis also contributes to the Australian literature on investor communications in 

several ways.  For example, we conduct possibly the first study of profit warnings by 

Australian firms. 

 

The focus on firms experiencing sudden, poor financial performance enables us to 

investigate concerns raised by several high-profile corporate collapses in the last four 

years.  The evidence, which has been discussed above, contradicts the conventional view 

expressed by investor groups, regulators and the financial press that firms scale down 

investor communications around adverse earnings shocks in order to conceal poor 

performance.  On the contrary, firms actually step up communications with the capital 

market around adverse earnings shocks.  In addition, the positive bias in management 

disclosures is restricted to earnings and revenue forecasts issued by firms with high levels 

of information intermediation and earnings uncertainty, and qualitative projections by firms 

engaged in security offerings. 

 

We also provide further evidence on the role played by information intermediaries and 

large institutional investors in capital markets.  While information intermediaries encourage 

voluntary disclosure to the capital market, they also promote the hyping of firms’ stock 

through overoptimistic forecasts.  Though independence concerns regarding financial 

analysts and brokers are commonly expressed, there has been little prior research on the 

role of information intermediaries in promoting biased management disclosures.  On the 

other hand, we find that large institutional investors curtail public disclosure, and constrain 

managers’ overoptimistic communications with the capital market around adverse earnings 

shocks.  The evidence suggests that relationship building between managers and large 

institutional investors is used to substitute for public investor communications.  However, 

when public disclosures and corporate finance signals are undertaken by managers, 

institutional investors utilise their information advantage to check the veracity of managers’ 

communications with the capital market. 

 

Finally, a theoretical model is developed in Chapter 3, which extends the analysis of 

management talent signalling and voluntary disclosure first conducted by Trueman (1986) 
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to a multi-period setting in which managers issue earnings forecasts in conjunction with 

supplementary statements explaining earnings.  The evidence presented in stock price 

tests conducted in Chapter 8 is consistent with the prediction of the model that earnings 

forecasts issued with supplementary statements signal management talent for anticipating 

and responding to economic conditions.     

 
9.3     Limitations and Suggestion for Future Research 

 
 
The empirical tests conducted in this thesis have several limitations.  The first limitation is 

the small sample of Australian firms utilised in the tests.  We have argued that there are 

significant benefits arising from the Australian setting and that the sample of 74 firms is 

comparable to sample sizes in other detailed studies of voluntary disclosure.  

Nevertheless, there remain questions as to whether the results of this study can be 

generalised to other markets.  In addition, the small sample size means that many of our 

tests have a low number of observations.  Statistical tests often rely on asymptotic theory, 

so the usual caution required in small sample studies must be exercised in interpreting the 

results.  The other issue with the sample is the definition of an “earnings shock” based on 

raw earnings.  Data limitations meant that we could not restrict attention to firms with large 

earnings declines, and other considerations meant that we could not adjust earnings for 

market expectations or industry averages.  We have argued (in section 4.2), however, that 

the results of this thesis might not be overly sensitive to the use of raw rather than adjusted 

earnings.  Endogeneity is also a concern as in most studies of decision-making at the firm 

level, and empirical proxies for theoretical variables are not always readily available.  An 

implication is that generated variables must often be utilised as instruments, raising further 

econometric issues (see Pagan, 1984).  In addition, a large number of hypotheses are 

formulated when expanding the framework for analysing investor communications choice 

to cover the large set of communications studied in this thesis.  These hypotheses are 

tested on a single sample of firms, and many of the hypotheses are rejected.  The large 

number of hypotheses developed reflects the lack of consensus in the literature regarding 

the determinants of firms’ disclosure choices, as well as the exploratory nature of the 

study, which meant that there were a large number of hypotheses to be investigated158.  

While an extensive database of investor communications is utilised, the drawback is that 

our disclosure measures are researcher-constructed.  In addition, measures like disclosure 

tone are under the control of the researcher.  This is a pervasive issue in studies of this 

                                                 
158 We preferred a loss of efficiency from employing a large number of explanatory variables, over omitting 
some possible (relevant and correlated) explanatory variables and inducing bias and inconsistency in the 
parameter estimates. 
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kind.  Finally, we follow past work by measuring the volume of information disclosed about 

an adverse earnings shock by the number of disclosures made.  The implicit assumption is 

that each disclosure has the same information content.  This clearly has its limitations and 

might add significant noise to the study.   

 
The results of the empirical analysis suggest several avenues for future research.  Our 

findings call for further research into the role of information intermediaries in promoting 

biased management disclosures.  The questions that have been raised include:  Do 

financial analysts play a role in hyping management stock around adverse earnings 

shocks?  How do financial analysts adjust their forecasts in response to overoptimistic 

management disclosures and dividend increases?  Do managers coordinate bias in 

analysts’ forecasts by issuing overoptimistic investor communications?  Do managers’ 

issue overoptimistic forecasts in an attempt to retain analyst following?  There are also 

several possibilities for research into the role of large institutional investors in capital 

markets.  The unresolved questions raised in this area include:  How extensive is private 

communication between managers and large institutional shareholders?  Do institutional 

investors utilise their private information for monitoring and/or trading?  Are poorly 

performing firms with greater ownership by long-term versus transient institutional 

investors more likely to implement long-term strategies and experience a turnaround in 

future financial performance?  There are also opportunities for more complex content 

analyses of the use of language in the narrative disclosures of poorly performing firms.  

This would inform on whether managers conceal information by means other than 

restricting the number of disclosures made to the capital market.  In addition, managers’ 

accruals decisions might be modelled in conjunction with voluntary disclosures and 

corporate finance signals.  This analysis would be of particular interest for firms 

experiencing poor financial performance.  Finally, results of our stock price tests call for 

further research into the use of earnings forecasts and supplementary information to signal 

management talent. 
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Appendix A 
 
Table A1. 
Reasons for and Responses to Adverse Earnings Shocks 
 
This table details the reasons for and responses to adverse earnings shocks reported by each 
sample firm in management disclosures recorded on the Signal G database. 
 
Abigroup Decline in construction 

industry; tax effects 
 

Shift of focus to construction 
maintenance related business 

Agen  Production problems; intense 
product market competition 

Cost reduction program; 
refocused R&D; international 
expansion; strategic R&D 
alliances 
 

Aircruising Australia Poor trading conditions, effect 
of higher than usual 
maintenance costs to one 
aircraft 

Deletion of unprofitable 
products; increase in number 
of products; rationalisation of 
aircraft utilisation  
 

Amcor Increasing paper prices on 
international market; difficult 
domestic trading conditions 
 

Restructure; capital 
investment program; foreign 
expansion 

Asia Pacific Specialty 
Chemicals 

Asian financial crisis; poor 
economic conditions; intense 
competition; currency 
movements 
 

Restructure: new business 
and product group teams; 
customer service focus; 
working capital control 

Ausdrill Depressed commodity prices; 
intense industry competition 

Cost cutting; rationalisation; 
reduced capital spending; 
diversification: new e-
commerce and 
telecommunications 
businesses 
 

Austin Group Poor conditions in apparel 
sector; discounting; adverse 
exchange rate movements 
 

Restructure and strategic 
review; brand building; 
improved human resources 
management 
 

Australian Chemical Holdings Increases in Raw Material 
Costs 

Restructure: reorganisation of 
businesses; cost-cutting; 
Asian expansion 
 

Australian Topmaking 
Services 

Depressed wool market; Asian 
financial crisis 

New technology; dismissal of 
CEO; reduced work force 
hours; elimination of 
production bottlenecks 
 

Avatar Industry price competition; fall 
in gold price; exchange rate 
fluctuations; Asian financial 
crisis 

Restructure: sale of non-core 
assets; debt reduction; 
dividend decrease 
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AWA Production delays and 
technical difficulties 

Strategic review of operations; 
restructure: rationalisation and 
change in focus 
 

Bank of Queensland Intense competition; margin 
pressure; downturn in housing 
market; regulatory compliance 
costs 

Strategic review of operations: 
concentration on medium to 
high net worth individuals, and 
small to medium sized 
businesses 
 

Becker Group Asian financial crisis, poor 
international film and TV 
market conditions, failure of 
three films. 

Restructure: increased 
domestic production activity; 
board changes; new major 
investor 
 

Beyond International Depressed Australian and 
international television 
markets; delays in 
commencement of television 
projects 

Cost cutting and 
rationalisation; exploiting 
audio visual assets; new 
international films purchasing 
policy 
 

Bisan No reasons given No responses given 
 

Bridgestone Australia Poor economic conditions; 
intense competition from 
imports 
 

Cost cutting; increase in 
production volumes 

Casinos Austria International Saturation of casino market; 
dispute with contractor; 
regulatory constraints  
 

Cost reduction program; 
international expansion; CEO 
dismissal and board reshuffle 

Coffey International Asian financial crisis; bad 
debts; intense competition; 
falling commodity prices; poor 
economic conditions 

Restructure: new management 
structure and business units; 
focus on developing human 
capital; acquisitions; focus on 
marketing and sales 
 

Coles Myer Difficult retail market; asset 
sales; poor Christmas trading. 

Restructure: treating retail 
brands as portfolios; sharing of 
information and resources; 
integration of Target and 
Fosseys businesses; 
divestment of non-core and 
low return assets 
 

Computer Power Group Poor economic conditions; 
poor  organizational fit with 
business environment 

Restructure of operations; 
board restructure; sale of US 
and UK businesses; 
expansion in Australia and 
Asia 
 

Consolidated Foods Australia Higher raw material prices; 
increased competition; 
manufacturing problems; poor 
Macadamia crop; teething 
problems with new business. 

Rationalisation of operations; 
pursuit of export markets; 
development of new specialty 
products; implementation of 
flexible manufacturing 
approach 
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Country Road Poor trading conditions Rationalisation; new strategic 
alliance; relocation of 
distribution and office facilities 
 

Crevet Cost inefficiencies; increased 
competition; depressed market 
conditions; Victorian Gas 
crisis; poor weather conditions 
in New South Wales and 
Queensland 
 

Restructure: unification of 
sales divisions to  eliminate 
duplication 

CSR Decline in the Australian 
housing market; difficult 
trading conditions in foreign 
markets; poor weather 
conditions; delays 
commissioning new plants 
 

Restructure; divesting non-
core assets; outsourcing 
activities; expansion in foreign 
markets, especially Asia 

DC International Asian financial crisis 
 

New equity partner 

Defiance Mills Competition; overcapacity in 
milling and baking industry 
 

Rationalisation of milling and 
baking business; cost cutting 

Ectec Asian financial crisis; bad 
debts; downturn in electrical 
sub-contracting industry  
 

Restructure: rationalisation of 
operations 

Email Depressed markets for 
products; industry competition; 
Asian financial crisis 

Restructure: closure/disposal 
of non-core businesses; 
growth initiatives in core 
businesses; CEO dismissal; 
board restructure 
 

Fairfax, John Holdings Poor economic conditions; 
tough trading conditions; 
higher newsprint costs; costs 
from capital investment 
program 
 

Investment in new technology; 
cost cutting; acquisition of 
Australian Geographic 

Forest Place Group Poor residential property 
market; Asian financial crisis; 
construction delays caused by 
wet weather 

Restructure: formation of 
syndicate, new information 
systems for better planning; 
integrated approach to 
marketing and sales  
 

Gibson Chemical Industries Acquisition costs, competition 
in foreign markets 

Acquisitions, divestments, cost 
cutting 
 

GIO Australia Holdings Large claims due to natural 
disasters, aviation disasters 
and satellite losses; poor 
underwriting 

Strategic review of operations; 
CEO dismissal; executive and 
board changes; cross-selling; 
scheme of arrangement for 
acquisition of company 
 

Goodman Fielder Instability caused by 
disgruntled institutional 
investors; tax charges; Trade 
Practices Commission 
investigation for collusion 

Restructure of operations; 
Asian business restructure; 
focus on innovation and 
brands 
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Gowing Bros Disruption to retail operations 
caused by street works; costs 
of store refurbishments 
 

New modes of business: 
internet and retail sales 
agreements 

Gunns Difficult trading conditions in 
the housing and construction 
sector 
 

Cost cutting; pursuing new 
markets in Asia and Europe 

GWA International Poor economic conditions; 
depressed housing market; 
low State and Federal 
government expenditure 
 

Strategic acquisitions  

Harris Scarfe Tough Christmas trading 
conditions; costs of expansion 

Pursuit of growth in Victoria 
and Western Australian 
markets; outsourcing of 
marketing; review of supply 
chain and IT systems 
 

Hartec Inefficient management; Poor 
economic conditions; intense 
price competition; shortage of 
electronic components 

CEO change and board 
restructure;  Labor and 
material cost targeting; search 
for new revenue outside 
industry  
 

Healthscope Poorly performing hospital 
(contract problems), industry 
competition 

Strategic review of operations; 
restructure: sale of poorly 
performing assets; 
negotiations with government 
to revise hospital management 
contract; CEO dismissal and 
board reshuffle 
 

Holyman Poor investment Restructure: sale of non-core 
assets; CEO dismissal; cost 
reduction program 
 

Hydromet Corporation Poor investments; excessive 
costs 

Strategic review of operations; 
CEO dismissal; employee 
retrenchment; disposal of non-
core operations 
 

ICI Australia Decline in the housing market; 
increased raw material prices 

Plant closures and 
conversions; capital 
investment to increase 
production capacity; pursuing 
opportunities in Asia; 
retrenchments 
 

Incitec Depressed urea price; poor 
weather conditions 

Cost cutting by purchasing 
new plants and upgrading 
existing plants 
 

Jupiters Economic conditions, 
increased competition, 
opening of nearby casino, 
construction of new casinos  

Refurbishment of existing 
casinos, introduction of Keno, 
entry into electronic gaming 
and hardware market to 
diversify revenue base 
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Kresta Holdings Depressed housing market; 
poor consumer confidence; 
failure to capitalise on brand 

Strategic review of operations; 
restructure; name change; 
CEO dismissal and board 
reorganisation  

Macro Corporation 
 

Downturn in tourist markets Cost cutting 

McPherson's Poor management; adverse 
currency movements; intense 
competition 
 

Divisional restructuring; cost 
targeting 

Metal Manufacturers Tighter margins due to fall in 
demand for products in 
housing market; increases in 
interest costs due to 
investment in additional 
production capacity   
 

Expansion in Asia via joint 
ventures; cost cutting 
measures- closure of plants 
and disposal of dormant 
subsidiaries; asset write-
downs (1997) 

Minproc Deferral of targeted projects; 
project contracting losses; 
decline in workload for Ghana 
operations; foreign exchange 
losses 
 

Settlement of dispute; 
restructure; recapitalisation; 
board changes; CEO change  

Multispares Holdings Poor economic conditions in 
Australia and NZ; Asian 
financial crisis; wharf dispute 

CEO dismissal; cost cutting; 
decentralization of decision 
making; increased incentive 
compensation 
 

National Forge Depressed US golf driver 
market; Asian financial crisis 

Investment in new production 
technologies; management 
reorganisation; acquisitions 
 

Newhaven Park Stud Poor race track performances; 
reduced number of yearlings 
for sales 
 

No responses given 

News Corporation, The Increasing paper prices on 
international market; poor 
economic conditions in 
Australia 
 

Restructure of Harper Collins 
subsidiary; acquisitions; 
pursuit of brand leadership 

OAMPS Failed acquisition; competitive 
market 

Growth through acquisitions; 
CEO dismissal; management 
changes 
 

Parbury Depressed conditions in the 
building market; decline in the 
Australian dollar; Asian 
financial crisis 
 

Reorganisation of distribution 
and marketing; board 
restructure 

Penfold Printing Poor economic conditions; 
decline in activity in financial 
sector; industrial unrest; 
restructuring costs 

Merger of two printing 
subsidiaries; capital 
investment program: update of 
presses and binding 
equipment 
 

Pioneer International Decline in the housing market; 
low margins; poor economic 
conditions in foreign markets 

Major strategic review and 
restructuring; rationalisation; 
foreign investment 
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PMP Communications Increasing paper prices on 
international market; poor 
retail conditions; bad 
acquisitions 

Cost cutting through  
rationalisation and process 
improvements; restructure; 
reduced acquisition activity 
 

Reinsurance Australia 
Corporation 

Hurricane George; large 
claims; soft market conditions 

Strategic review of operations; 
re-underwriting of all portfolios; 
reduced risk profile 
 

Retail Technology & Services Supply disruptions; inability to 
find franchisees for business; 
Asian financial crisis 
 

Restructure: merger of 
technology divisions 

Rib Loc Group Depressed domestic 
construction market; deferral 
of payment by licensee; 
depressed European sewer 
renovation market 
 

Retrenchment; cost controls; 
renegotiation of US license; 
new strategic alliance 

Scientific Services Depressed resources sector; 
low commodity prices 

Cost reduction program: 
targeting corporate overhead 
structure; overseas expansion; 
acquisitions in parallel sectors 
 

Scott Corporation Depressed economic 
conditions; accounting error; 
worker strike; higher financing 
costs as a result of 
acquisitions and 
redevelopment 
 

New divisional structure; 
seeking new contracts, 
acquisitions and 
redevelopment 

Seven Network Competitive business climate; 
Sale of investment in MGM 
 

Restructure 

SGIO Insurance Increased claims due to 
worker's compensation 
legislation; industry 
competition 
 

Increased premium charges; 
cost reduction program 

Simsmetal Fall in metal prices; poor 
economic conditions; 
appreciation of Australian 
dollar against US dollar 
 

Cost targeting; international 
expansion 

Spicers Paper Falling international paper 
prices; price discounting by 
competitors 
 

Cost cutting; acquisitions in 
Asia 

Tassal Difficult trading conditions, 
competition in export markets, 
cost of acquisitions 

Strengthen Core Businesses 
by disposal of non-core 
assets, acquisitions, vertical 
integration 
 

Techniche Depressed domestic market 
conditions, delay in bringing 
new products to market, write-
down of investments 
 
 

Restructure: rationalisation; 
focus on exports to US and 
European markets 
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United Overseas International No reasons disclosed 
 

No responses disclosed 

Villa World Deterioration in housing 
industry/difficult trading 
conditions 

Closure of Project homes 
division; speculation in 
Melbourne and North 
Queensland housing and land 
market.  

Wattyl Asian financial crisis; poor 
economic conditions; 
restructuring costs; tax effects 

Restructure; CEO and 
management changes; 
rationalisation; share buyback; 
cost cutting 

Wesfarmers Increased wool prices; 
housing industry decline and 
increase in demand for timber 
products; costs associated 
with capital investment 
program; increase in cattle 
prices 
 

Capital investment program; 
selective investment and 
divestiture 

West Australian Newspaper 
Holdings 

Abnormal charges from capital 
restructuring; tax losses 
 

No Responses Disclosed. 
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Appendix B 
 
 

Coding Scheme for Qualitative Financial Disclosures 
 
 
This appendix presents the detailed disclosure data coding scheme for qualitative financial 
disclosures.  Each qualitative disclosure is first classified as being 1. contemporaneous or 
2. prospective, and then assigned a code according to the following scheme: 
 
B.1 Contemporaneous Qualitative Disclosures 

 
(i) Profit, determinants of 
(ii) Sales revenue, determinants of 
(iii) Unit selling price, determinants of 
(iv) Sales volume (incl. awarding of contracts), determinants of 
(v) Cost of goods sold, determinants of 
(vi) Operating Costs, determinants of 
(vii) Financing Costs, determinants of 
(viii) Extraordinary items, discussion/reason for classification 
(ix) Abnormal items, discussion/reason for classification 
(x) Inter-period comparisons, discussion of issues relating to 
(xi) Accounting decisions (e.g. loss provisions), reason for  
(xii) General business climate/economic risks 
(xiii) Assessment of liquidity position 
(xiv) Contracts won, awards, credit rating upgrades, etc. 
(xv) Debt and balance sheet information 
(xvi) Stock price movements, determinants of 
(xvii) Stakeholder information, e.g. employee, supplier, environmental disclosures 
(xviii) Other contemporaneous qualitative disclosures  

 
 
B.2 Prospective Qualitative Disclosures 

 
(i) Anticipated profit, or determinants thereof 
(ii) Anticipated sales revenue, or determinants thereof 
(iii) Anticipated unit selling price, or determinants thereof 
(iv) Anticipated sales volume, or determinants thereof 
(v) Anticipated cost of goods sold, or determinants thereof 
(vi) Anticipated operating costs, or determinants thereof 
(vii) Anticipated financing costs, or determinants thereof  
(viii) Anticipated extraordinary or abnormal items 
(ix) Soft-talk, i.e. general statements of future prospects 
(x) Assessment of future liquidity position 
(xi) Anticipated general business climate/economic risks 
(xii) Prospective debt and balance sheet information 
(xiii) Anticipated contract awards, credit rating upgrades, etc. 
(xiv) Anticipated stock price movements or determinants thereof 
(xv)   Other prospective qualitative disclosures 



 

 308

Appendix C 
 
 

Illustration of Disclosure Data Coding Scheme  
 
 
This appendix illustrates the application of the disclosure data coding scheme using 
examples of actual announcements by sample firms.  Coded disclosures are denoted with 
letters, while notes explaining coding decisions are denoted with numbers.   
 
As a preliminary, the coding scheme is illustrated with regard to a hypothetical set of 
disclosures.  Excerpts from actual announcements are then presented, to illustrate the 
various types of disclosures studied in this thesis.  The coding scheme is applied to the 
announcement at the bottom of each excerpt 
 
C1. The Coding Scheme 

 
Table C1. 
 

This table illustrates the method of coding disclosures contained in company announcements.  The 
announcement in this case is hypothetical.  An explanation of the coding scheme is provided at the 
bottom of the table. 
 

Name: XYZ Limited ASX code: XYZ
Reporting Yr End: 30-Jun Yr 0: 1997

Date Ref year Venue Disclos Type Attribution segment SPIN1 SPIN2 Timing

... ... ... ... ... ... ... ... ... ...
a 8/09/99 f W 1 0
b 8/09/99 30/06/99 f 1i 1 1 1 -70
c 8/09/99 30/06/99 f 1ii 2 1 1 0 -70
d 8/09/99 30/06/99 f 1vi 2 1 1 0 -70
e 8/09/99 30/06/00 f 2i 2 1 0 296
f 7/09/99 30/06/00 f 2xii 2 1 2 297
... ... ... ... ... ... ... ... ... ...

Specimen Only

 
 
 
Column 1: Reference to text of announcement for illustrative purposes  

(Used only in this Appendix)  
 

Column 2: Date the disclosure is issued 
 
Column 3: Date to which disclosure refers [e.g. 30/6/97 for disclosure referring to 

annual earnings in 1997] 
 
Column 4: Disclosure Venue [f = preliminary final statement, h = half yearly report, c = 

Chairman’s address at the Annual General Meeting, half = half yearly 
ASC/ASIC accounts, ann = annual ASC/ASIC accounts, annrep = annual 
report to shareholders, pre = earnings preannouncement, ps = press 
release of letter to shareholders, pres = presentation to analyst society]  
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Column 5: Mode of Disclosure [W denotes a new document, 1 =contemporaneous 
qualitative disclosure, 2 = prospective qualitative disclosure, 3 = strategy 
disclosure (short), 4 = quantitative disclosure (earnings forecast, earnings 
preannouncement, other quantitative disclosure)] 

 
Column 6: Performance attribution [1= Internal, 2 – External] 
 
Column 7: Business segment disclosure [1 if disclosure refers to performance of a 

business segment; otherwise the disclosure refers to the performance of the 
consolidated entity] 

 
Column 8: Tone of disclosure from management’s perspective, i.e. how favourably the 

disclosure reflects upon management [0 = negative, 1 = neutral, 2 = 
positive] 

 
Column 9: Tone of disclosure from firm’s perspective, i.e. how favourable is the 

disclosure regarding the value of the firm [0 = negative, 1 = neutral, 2 = 
positive] 

 
Column 10: Timeliness of disclosure, i.e. how many days before the reference period is 

the disclosure released [≤ 0 for ‘contemporaneous’ disclosures, which are 
generally issued after the end of the reference period; > 0 for prospective 
disclosures; = 0 for strategy disclosures, since it is assumed that these 
disclosures refer to the date of issuance] 

 
 
 
C2.  Qualitative Financial Disclosures and Strategy Disclosures (Concise) 

 
Sample 1: 
Wesfarmers    Excerpt from Preliminary Financial Statement, 6/8/1996 
 
WESFARMER'S FULL YEAR PROFIT

 a
 

 
The Directors of Wesfarmers Limited today announced an operating profit 
after tax (before abnormal items and goodwill amortisation) of $102.0 
million for the year ended 30 June 1996, a decrease of 20 per cent on 
$127.5 million earned in 1994/95

1
.  Operating revenue of the year totalled 

$2.5 billion which was similar to 1994/95
 2

. 
 
Changes to the accounting standard on goodwill which came into force in 
1995/96 make comparison of 'bottom line' profit results for the two 
years difficult.  As a result of the revised standard, the $102.0 
million profit described above reduces to a profit after goodwill 
amortisation and before abnormals of $94.2 million compared with $124.5 
million in 1994/95.  If the accounting treatment for good will 
amortisation had remained unaltered, the comparable reported result for 
1995/96 would have been $99.0 million.

b
 

 
Satisfactory contributions were made in 1995/96 by Wesfarmers CSBP 
(fertilisers and chemicals), the hardware retailing arm of Wesfarmers 
Bunnings, Wesfarmers Transport and Wesfarmers Federation Insurance.  
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Full-year results of Wesfarmers Dalgety were affected by depressed wool 
and cattle prices

c
 and the forest products business of Wesfarmers 

Bunnings was affected by lower activity in the house building industry
3
.  

Wesfarmers Energy's earnings declined as a result of lower coal prices 
and productivity shortfalls in the coal operations

 4
. 

 
The group's cash flow per share fell 14 per cent from $1.01 last year to 
87 cents.  Earnings per share of 45.4 cents (before abnormal items and 
goodwill amortisation) for the year decreased by 25 per cent form 60.5 
cents last year. 
 
Wesfarmers' directors have declared a fully franked final dividend of 20 
cents per share (last year 28 cents per share) payable on 31 October 
1996, making the year's distribution 37 cents.  This compares with a 
full year dividend of 48 cents per share last year, also fully franked

5
. 

 
Wesfarmers Energy 
 
Wesfarmers Energy - comprising the group's gas and coal operations - 
increased its operating revenue 3 per cent in 1995/96 to $419.6 million 
but earnings before interest and tax of $87.0 million were down on the 
$97.1 million earned in 1994/95. 
 
Earnings form the gas business were steady for the year.  The $10 
million divisional earnings reduction was due to higher production cots 
at Western Collieries as a result of industrial stoppages and delays 
in the implementation of new shift arrangements

 d
 and also to a fall in 

coal prices
e
.  New workplace agreements signed in May 1996 have led to 

increased productivity in subsequent months
 f
. 

 
Coal sales of 3.0 million tonnes from the Western Collieries open-cut 
operations at Collie in Western Australia were similar to last year. 
 
In August 1995 coal production commenced at the new Premier mine at 
Collie and planning has progressed for the transfer of all mining 
operations to this new site

g
. 

 
Development approval and a mining lease have been granted for the 
Bengalla open-cut coal mining joint venture in the Hunter Valley in New 
South Wales.  Wesfarmers has a 35 per cent interest in this $400 million 
project.  A decision to proceed with the development is expected shortly

 h
. 

 
Production of liquefied petroleum gas (LPG) increased during the second 
half when the expansion of the extraction plant at Kwinana in Western 
Australia was completed.  Export sales to Japan were down mainly caused 
by disrupted production during the commissioning of the new plant and 
the scheduling of shipments at year-end 

i
. 

 
Domestic sales of LPG by Kleenheat through its Australia-wide network 
increased by 8 per cent. 
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Wesfarmers Bunnings 
 
Operating revenue of Wesfarmers Bunnings for 1995/96 decreased by 4 per 
cent to $756.0 million, but when adjusted for the sale of its three 
non-core manufacturing businesses in the first half, comparative revenue 
of the year increased by 5 per cent

 j
.  Earnings before interest and tax 

decreased by 18 per cent to $46.8 million. 
 
The reduction in earnings in mainly attributable to the significant 
decline in house building affecting sales of structural timbers for 
roof construction

 k
 .  While there are signs that his downturn has reached 

the bottom of its cycle, a recovery is not expected to occur before 
1997

 l
.  Results for this operation are expected to be flat in 1996/97

 m
. 

 
Demand for dry, appearance-grade timber products was strong and sales 
were only constrained by drying capacity

 n
.  A new pre-drying plant and 

high temperature kiln facility commissioned at Manijumup in Western 
Australia during the year at a cost of $6.4 million

o
 will increase 

throughput in 19967/97 of this high-value material to meet strong demand 
from overseas and interstate customers

 p
. 

 
The hardware retailing business performed strongly across all the States 
in which it operates.  Sales revenue form this business increased by 12 
per cent adding further support to the group's commitment to its 
warehouse roll-out programme.  Bunings now has six of these warehouses 
stores and a further ten stores will be opened during the next twelve 
months in Victoria, South Australia ands Western Australia

q
.  Operating 

profit for the hardware operations was ahead of budget and last year. 
 
 
Wesfarmers CSBP 
 
Wesfarmers CSBP increased operating revenue from sales of fertilisers and 
chemicals by 14 per cent to $415.4 million during 1995/96.  Earnings 
before interest and tax of $55.3 million for the year increased by 23 per 
cent from $44.8 million last year. 
 
Favourable seasonal conditions

r
 and an optimistic outlook or international 

prices for cereal grains
s
 underpinned strong demand for cropping 

fertiliser in the 1996 growing season, offsetting the relatively 
depressed conditions that prevailed in wool and beef 

t
.  Fertiliser sales of 

1.174 million tonnes during the year were 2 per cent higher than the 
previous year and CSBP also benefited from a more favourable product 
mix

 u
. 

 
Demand for chemical products was strong from a relatively buoyant mining 
sector

 v
 with sales of most products higher.  Sales volumes of ammonium 

nitrate, while higher than last year's, were affected by production 
shortfalls in the early part of this year

 w
. 
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…. 
 
 
 
 
Notes:  Selection of Disclosures 
1,2,5  are not coded, because these are mandatory disclosures 
3,4 are not coded, because more detailed statements are made on these issues I the 
subsequent text. 
 
Summary: Modes of Disclosure 
Contemporaneous Qualitative Performance Statements: b,c,d,e,f,I,j,k,n,p,r,s,t,u,v,w 
Prospective Qualitative Performance Statements: l,m 
Strategy Dislcosures:  g,h,o,q 
Earnings Preannouncements:  NA 
Earnings Forecasts:  None 
Other Quantitative Disclosures:  None 
 
 
Table C2. 
 

Name: Wesfarmers ASX code: WES
Reporting Yr End: 30-Jun Yr 0: 1994

Date Ref year Venue Disclos Type Attribution segment SPIN1 SPIN2 Timing

... ... ... ... ... ... ... ... ... ...
a 6/08/96 f W 1 0
b 6/08/96 30/06/96 f 1x 1 1 -37
c 6/08/96 30/06/96 f 1i 2 1 1 0 -37
d 6/08/96 30/06/96 f 1vi 2 1 1 0 -37
e 6/08/96 30/06/96 f 1vi 2 1 1 0 -37
f 6/08/96 30/06/96 f 1vi 1 1 2 2 -37
g 6/08/96 6/08/96 f 3 0
h 6/08/96 6/08/96 f 3 0
i 6/08/96 30/06/96 f 1ii 2 1 1 0 -37
j 6/08/96 30/06/96 f 1x 1 2 2 -37
k 6/08/96 30/06/96 f 1ii 2 1 1 0 -37
l 6/08/96 30/06/97 f 2xii 1 0 0 328

m 6/08/96 30/06/97 f 2ix 1 1 1 328
n 6/08/96 30/06/96 f 1xii 1 2 2 -37
o 6/08/96 6/08/96 f 3 0
p 6/08/96 30/06/96 f 1iv 1 1 2 2 -37
q 6/08/96 6/08/96 f 3 0
r 6/08/96 30/06/96 f 1xii 2 1 1 2 -37
s 6/08/96 30/06/96 f 1xii 2 1 1 2 -37
t 6/08/96 30/06/96 f 1xii 2 1 1 0 -37
u 6/08/96 30/06/96 f 1ii 1 1 2 2 -37
v 6/08/96 30/06/96 f 1xii 2 1 2 2 -37
w 6/08/96 30/06/96 f 1ii 2 1 2 1 -37
... ... ... ... ... ... ... ... ... ...
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C3.   Strategy Disclosures (Long-form) 

 
 
Strategy disclosures do not only in the form of concise statements as in sample 1.  Firms 

also make announcements regarding new projects, corporate restructuring or shifts in 

overall strategy in specially designated press releases or distinct sections/paragraphs in a 

periodic financial report.  For these announcements, each of the following is coded as a 

separate disclosure:  

(a) discussion of the reasoning behind the strategy  

(b) the source of funding utilised  

(c) the method of implementation  

(d) the time frame for implementation  

(e) the cost of implementation  

(f) the benefits of the strategy  

(g) growth options made available by the strategy  

(h) employee and other non-financial stakeholder information  

(i) the relation to the overall strategy of firm.   

 
This coding scheme is applied to the following press release. 
 
 
 
Sample 2: 
 
Bridgestone Australia         Press Release, 13/11/1996 
 
Sale of the Automotive Components Division of Bridgestone Australia 
Ltd. Update 
 
Bridgestone Australia Ltd. ("BSAL") has today signed contracts for 
the sale of its Automotive Components Division ("ACD") to a joint 
venture company, Bridgestone TG Australia Pty Ltd ("BSTG") which will 
be owned 60% by BSAL and 40% by Toyoda Gosei Co., Ltd ("TG")  [3c]. Subject 
to shareholder approval, the sale will be effective on 1 January 1997 
and completion of payment of the purchase price will occur on 30 
January 1997 [3d]. 
 
TG is one of the world's largest and most technologically advanced 
manufacturers of automotive components. It is a publicly listed 
company, and approximately 40% of its issued shares are owned by the 
Toyota Motor Corporation [3j]. 
 
The purchase price of the ACD will be approximately $41M which 
includes $13.5M for the real estate at Edwardstown [3e]. At present BSTG 
is a wholly owned subsidiary of BSAL with an issued capital of $1,000. 
It is proposed that on 8 January l997 TG will make a cash 
subscription of $6M in the capital of BSTG and BSAL will at the same 
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time increase its shareholding in BSTG to $9M by way of a cash 
subscription. BSTG will have access to a loan facility of 
approximately $35M from a bank or other lending institution to enable 
it to complete the purchase and to provide working capital [3b]. 
 
The ACD employees will be offered employment by BSTG and will be 
deemed to have continuity of employment [3h]. The Directors of BSAL 
believe that the joint venture with TG will provide significant 
benefits in the future operations of the Edwardstown plant, and will 
give the Edwardstown plant the opportunity to expand its product 
range and increase sales and profitability [3g] [3f]. 
 
Notice of a meeting to be held in December 1996 will shortly be 
forwarded to the shareholders of BSAL at which meeting the consent of 
the shareholders will be sought to the proposed sale of the ACD. 
Under the Listing Rules of the Australian Stock Exchange neither 
BSAL's majority shareholder, Bridgestone Corporation of Japan, nor 
any of its associates are entitled to vote in respect of the proposed 
resolution to approve the sale. The Notice will contain an 
Explanatory Memorandum together with a copy of an Independent 
Expert's Report prepared by Price Waterhouse Corporate Finance Pty 
Ltd. 
 
S D Leech  
CORPORATE SECRETARY 
 
 
 
 
Table C3. 
 

Name: Bridgestone Australia ASX code: BDS
Reporting Yr End: 31-Dec Yr 0: 1996

Date Ref year Venue Disclos Type Attribution segment SPIN1 SPIN2 Timing

... ... ... ... ... ... ... ... ... ...
13/11/96 ps W_3
13/11/96 13/11/96 ps 3c 0
13/11/96 13/11/96 ps 3d 0
13/11/96 13/11/96 ps 3j 0
13/11/96 13/11/96 ps 3e 0
13/11/96 13/11/96 ps 3b 0
13/11/96 13/11/96 ps 3h 0
13/11/96 13/11/96 ps 3g 0
13/11/96 13/11/96 ps 3f 0

... ... ... ... ... ... ... ... ... ...
 

 
Notes: 
 
W_3 denotes a press release or section/paragraph in a periodic financial report that is 
especially designated for discussion of a strategy. 
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C4.  Earnings Forecasts- Profit Warnings 

 
This section presents an example of a profit warning, which is a special type of earnings 
forecast that warns of an impending earnings decline. 
 
 
Sample 3: 
 
Profit Forecast - Floods Affect Earnings

a                    000000040103014 
 
INCITEC LIMITED                               1998-08-13  ASX-SIGNAL-G 
 
HOMEX - Brisbane                                                       
 
+++++++++++++++++++++++++ 
Demand for fertilizers in broadacre grain and cotton regions in 
central and northern New South Wales and southern Queensland during 
June and July, which is normally a peak sales period, has been 
severely affected by sustained wet conditions and flooding in key 
areas, in some to record levels

b
. Sales by Incitec of nitrogenous 

fertilizers into these markets have fallen well below expectations, 
The extension of the effects of these conditions into August and 
September will prevent any significant recovery in sales activity in 
these markets before the and of the current financial year on 30 
September

c
. 

 
Wet conditions have also interrupted fertilizing activity in sugar 
cane districts in coastal Queensland

d
. 

 
However, given reasonable seasonal conditions, sound recovery of the 
sales shortfall can be expected in the early months of Incitec's new 
financial year. Deferred demand in sugar regions should be fully 
recoverable and some two-thirds of affected demand from grain and 
cotton markets should be regained

e
. This will provide a strong start 

to the new year. Of significance is the longer term benefits that 
will flow from substantial replenishment of water storages that has 
resulted from flood rains, particularly in irrigated grain and cotton 
regions

f
. 

 
Effects of continued soft conditions on international urea markets

g
 

and the cost effect of the triennial maintenance shutdown
h
 of one of 

the company's ammonia plants were expected to restrict 1998 full year 
after tax profit to approximately $40 million. The added impact of 
the severe seasonal conditions will further reduce earnings for the 
year by an estimated 20%

i
. 

 
 
RK Grimley 
COMPANY SECRETARY 
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Table C4. 
 

Name: Incitec ASX code: ICT
Reporting Yr End: 30-Sep Yr 0: 1996

Date Ref year Venue Disclos Type Attribution segment SPIN1 SPIN2 Timing
... ... ... ... ... ... ... ... ... ...

a 13/08/98 ps W_profit warning 1 0
b 13/08/98 30/09/98 ps 2i 2 1 0
c 13/08/98 30/09/98 ps 2ii 1 0
d 13/08/98 13/08/98 ps 1xii 2 1 1 0
e 13/08/98 31/03/99 ps 2ix 1 2 2
f 13/08/98 31/09/199 ps 2ix 1 2 2
g 13/08/98 30/09/98 ps 2i 2 1 0
h 13/08/98 30/09/98 ps 2i 2 1 0
i 13/08/98 30/09/98 ps 4i 1 0

... ... ... ... ... ... ... ... ... ...
 

Notes:  
 
The disclosure type ‘4i’ denotes a forecast of profit, just as ‘2i’ refers to a prospective 
qualitative statement regarding profit.  The coding scheme also records (not reported here) 
the specificity of the forecast (i.e. point, range, maximum, minimum), as the well as the 
forecast value. 
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