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Abstract

To increase investor awareness of the sensitivity of firdrstatements to the
methods, assumptions, and estimates underlying theiaptpn, the Securities and
Exchange Commission asks firms to include disclosures atritidal accounting
policiesin their 10 - Ks. Using a large sample of CAP disclosures frdaCSilers,
we provide evidence on the extent to which CAP disclosureselate with existing
financial statement information, provide new informatioagrelate with measures of
accounting quality, and corroborate theories of voluntisglosure. We also consider
the interaction among disclosures, and find support folalsice decisions following
a portfolio rather than an account by account approach.
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1 Introduction

Following a series of widely publicized reporting problearsl restatements, the Securi-
ties and Exchange Commission took several actions to madifly modernize financial
reporting and disclosure. Citing the emphasis placed oortegp numbers, like earn-
ings per share, the SEC issued a statement addressing #dutiggeland disclosure of
critical accounting policies and practices by public compa (Securities and Exchange
Commission 2002). The SEC believed that there was a needdatey awareness of the
sensitivity of financial statements to the methods, assiom@tand estimates underlying
their preparation. In this release, the SEC stated thae%tors may lose confidence in
a company’s management and financial statements if suddemes in its financial con-
dition and results occur, but were not preceded by discéssabout the susceptibility of
reported amounts to change.” The SEC followed up the caatyostatement with a pro-
posed rule in May 2002 (Securities and Exchange Commis$l68)2 The proposed rule
defines a critical accounting policy more precisely and nasesla separately captioned
section within Management’s Discussion and Analysis (MD&&voted to a description
of these policies. Following the proposal, firms began iditig a section on critical ac-
counting policies in their annual report. The (voluntarigatbsures firms make within the
critical accounting policy sections provide us with theib&sr analyzing several questions.
First, what types of disclosures do firms make and are thegistamt with existing
information? Using electronic 10 - K filings, we find that firmaslect an average of 6 to 7
policies as critical, with the most commonly cited 5 polg@vering about half of the total
disclosures. We find that the magnitude and variance of anuatdalance is positively
associated with the probability of critical policy discws and that firms that designate

working capital accounts (i.e., accounts receivable aridi@ntory) as critical have lower



accrual quality than firms that do not. When accounts aresified as critical but areot
large in magnitude or historical variance, they tend toease on one of these dimensions
in the post-disclosure period. This suggestsedictivequality to CAP disclosures. Two
commonly cited rationales for voluntary disclosure argdition risk and capital market
needs. We find that firms facing highex antelitigation risk and planning to engage in
financing are more likely to provide CAP disclosure.

Second, is there evidence that firms behave strategicahgsidering the impact of
designating accounts as critical? Levine (2004) arguetsfitimas face a tension in their
critical accounting disclosures. On one hand, criticabaoting disclosures may qualify
for safe harbor protection in the event of unfavorable sgbeast realizations. If so, this
protection may reduce exposure to litigation and penaitiemmanagers required to certify
their financial statements. On the other hand, rationakitors rely less on accounts that are
designated as critical, reducing the ability of firms to commnsate good news within the
financial statements. We provide evidence that firms conaicmunts jointly in the critical
policy designation — the correlation between accountdased to disclosure decisions, and
the overall number of critical policies is increasing indétion risk and future financing
plans.

Our final research question examines whether critical atoog policy disclosures are
incrementally informative. Chief Accountant Robert Heainstated “I'd like to challenge.
you to capitalize on the flexibility in the rules and avoidalissions that are boilerplate and
simply translate the financial statements from numberswudals (Herdman 2001).” To
test incremental informativeness, we look at the markeggtion to the information con-
tained in the critical disclosures. More specifically, wenpare the weight on earnings in
a regression of price on earnings and book value for firms writical accounting poli-

cies before and after the SEC proposal. We find that the weigletarnings for firms with



more critical accounting policies than expected is redyihigher in the pre-regulation

period. That is, after investors are made aware of the judgmed estimates required
in their computation, investors place a lower (higher) wagign earnings information for

firms with more (fewer) critical accounting policies tharmpegted than for firms whose
number of CAPs meets expectations. We also compare the tmadation on the earnings
announcement date with the market reaction on the 10 - Kafisok date in the first year
of implementation. Investors are more likely to “reverset@act in the opposite direction
at the 10 - K filing date relative to the earnings announcerdett (i.e., weight earnings
less) for firms that surprise the market with more criticdiges than expected, and more
likely to confirm their reaction for firms with fewer criticgblicies than expected.

Our study makes three contributions. First, we provide aly @malysis of a relatively
new accounting disclosure practice. We are aware of twa qidygers that examine critical
accounting policy disclosures. Paprocki and Stone (208d)@ho, Park, and Warfield
(2004) (CPW) both focus on the quality of critical accougtipolicy disclosures. The
former suggests a link between information asymmetry aadjttality of CAP disclosures
while the latter finds a relation between accrual quality guodlity of CAP disclosures.
CPW look at variation within critical disclosures conditad on disclosing, whereas we
look at variation in the decision to disclose or not. Therefave test whether an account
has lower accounting quality if it is disclosed as criticd ppposed to not), where Cho, et.
al. (2004) would consider firms with more detailed disclestar have higher quality than
firms with less detailed disclosures. Second, since cfificaounting policy disclosures
are at the discretion of management, our paper investiga@€s vis-a-vis several forces
linked to voluntary disclosures. Specifically, we providédence that CAPs are related to
litigation costs and expected capital markets transastibast, our paper contributes to the

long literature that examines the effectiveness and impltgulatory changes. Recent



examples that focus on changes in disclosure rules inclieleoN (1996) (fair value of
financial instruments), Rajgopal (1999) (market risk disares), and Butler, Kraft, and
Weiss (2007) (disclosure frequency).

The analysis in this paper is significant for regulatorstipalarly when different regu-
lating bodies patrticipate in rule making (here, Congresktha SEC). Referring to Section
302 of The Sarbanes-Oxley Act of 2002, which requires CEQifation of financial
statements, Paul Sarbanes stated “[the Act] strengthepsrate responsibility, requiring
CEOs and CFOs to be personally responsible for the accufdbgiocompany’s financial
reports.” A common objection to the certification requirernis that terms such artifi-
cationandaccuracyimply a much higher level of assurance than can reasonal@pléesd
to financial information. If CEOs are concerned about theieay of their numbers, does
the critical accounting policy regulation give thenget out of jail freecard? Can CEOs
avoid litigation by appealing to the safe harbor protectifiorded to MD&A, arguing that
investors were warned about the estimates involved in thgatation of financial reports,
despite the certificatioABy describing firms’ critical policy disclosures, we take tfirst
step toward evaluating possibly conflicting regulatorpgs.

We organize the remainder of the paper as follows. Sectiantlihes the institutional
background and develops the hypotheses. Sample seledtenacand a description of the
data are given in section 3. We lay out the research designegoaat results in section 4.

Section 5 contains concluding remarks.

1The SEC states “MD&A is the ideal location for providing dissures regarding these critical accounting
policies. The types of judgments that are required by acatiticcounting policy are of the variety that may
underlie why past performance may not be indicative of ®itesults. In addition, the safe harbor provisions
afforded to qualifying MD&A disclosures allow managememptovide investors with its views about future
events, which, after all, forms the basis for making the ulyileg estimates.”



2 Disclosure of Critical Accounting Policies

2.1 Institutional Background

In a speech to the Financial Executives Institute given omdey 24, 2002, Robert Herd-
man, former chief accountant of the SEC said:

A critical accounting policy is one that is both very impart#o the portrayal

of the company’s financial condition and results, and resgumanagement’s

most difficult, subjective or complex judgments. Typicatlye circumstances

that make these judgments difficult, subjective and/or deripave to do with

the need to make estimates about the effect of matters thamlaerently un-

certain. As the number of variables and assumptions afigdhe possible

future resolution of the uncertainties increase, thosgruehts become even

more subjective and complex. And, as the time period inesaser which

the uncertainties will be resolved, as you and | both knovg¢hestimates will

likely change in a greater number of periods, potentiallgliag volatility to

published results.

The proposed rule, issued in May 2002, defines a criticalwatany policy (CAP) as

a policy in which both of the following are true: (i) the aceuaing estimate requires as-
sumptions about matters that were highly uncertain at the the accounting estimate was
made and (i) different estimates that reasonably coule l&en used or changes in those
estimates that are likely to occur from period to period widudve a material impact on the
presentation of financial condition or results of operatiomhe disclosure would involve
three elements: the information needed for a basic undhelista of the estimates, infor-
mation needed for an understanding of the sensitivity oféiselts to the estimates, and a
discussion of whether management and the audit committeasbed the development, se-
lection and disclosure of the critical estimates. The rudes writicized for being too broad,

for requiring information that would not be useful to inv@s, and for excessiveness to



the point of obscuring rather than revealth@here were significant objections to the def-
inition of a ‘critical policy’ and to the requirement thatrfis provide a detailed sensitivity
analysis. For example, Jay Hartig of the AICPA writes “distlre of the impact of a single
assumption change could be confusing (and perhaps mistpadhn attempt to quantify
and explain all of the possible combinations and permuitatassociated with a change
(or multiple changes) would be complex and increasinglesiaive. This type of disclo-
sure is essentially projection information as to which tB€$has historically insisted, and
rightly so, upon a rigorous analysis prior to public discis”

The traditional rule setting process was interrupted bulagry action taken by the US
Congress (i.e., the Sarbanes Oxley Act) after a series pbcate and reporting failures.
To date, no final draft has been written, but firms are advisedmtply with the cautionary
statement and the proposed rule. Interpretation diffgsifstantly across firms — actual
disclosures range from none to many, and from boilerplatevague to descriptive and
fairly detailed. Although the potential benefits to infortoa on the degree of subjectivity
(reliability) of estimates in financial statements may seswvious, it is possible that the
proposed regulation will not result in realized useful thsares. This paper will address
several critical accounting policy disclosure questioh® critical accounting disclosures
consistent with financial statement information? Are caltiaccounting disclosures incre-
mentally informative? That is, to what extent do the disaltes provide information that is
not available in existing financial reports? Do existing swgas of accounting quality cor-
relate with these disclosures? Do actual disclosure adessmpirically support some of
the recently proposed theoretical models of disclosureatWwdn we infer about the costs
and benefits (underlying inputs to the disclosure modelg)aiding a critical accounting

policy disclosure in their MD&A?

2See http://www.sec.gov/rules/proposed/s71602/sualtikamwell.htm.
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Beaver (1991) writes “[b]ecause a key feature of future eventhat they are multi-
dimensional in nature, information is lost by attemptingléscribe the entire distribution
in terms of a single number, except in a few special caséssingle number creates the
appearance of certainty when it does not exist.” The goakittal accounting policies
is to better describe the multidimensionality of the (s@)giumbers included in financial
statements. For CAP disclosures to be informative, thegiadme meaningless boilerplate.
They may either highlight (bring investor attention to)anmhation already in the financial
statements or provide new information. Our hypothesesesddboth of these potential

roles of critical accounting policies.

2.2 Hypothesis Development

“MD&A is the ideal location for providing disclosures reglmg these critical accounting
policies . .the safe harbor provisions afforded to qualifying MD&A dssures allow man-
agement to provide investors with its views about futurenévewhich, after all, forms the
basis for making the underlying estimates” (Robert Herdnfi@mer chief accountant of
the SEC). This comment suggests that if policies are disdl@s critical, the related ac-
counts could qualify for safe harbor protection in the ev#drat subsequent realization that
differs significantly from the reported amount. A recent tauling, dismissing a class
action suit against Centene Corporation supports thimaegti— although the plaintiffs ar-
gue that careful monitoring of medical costs implies thant€ee must have known about
higher costs, defendants successfully pointed to numestatsments, including mentions
in the critical accounting policy section, warning that raers were estimates only and
earnings could be affected if the estimates were inaccurate

The cost of utilizing the safe harbor protection is that whelicy is disclosed as crit-

ical, investors rely less on the report and more on theirgssessment of the firm. Specif-
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ically, critical amounts are inherently less certain arttbraal investors update by placing
a relatively lower weight on amounts with high variance. dAleecause the amounts may
qualify for greater (safe harbor) protection, the barr@entanipulation of these numbers
is lower, which could result in more deliberate misstatetmermmccounts associated with
critical accounting policies. This tradeoff between potiten, on the one hand, and loss of
ability to convince investors of good news, on the otheryjles the motivations for our
hypotheses.

We first examine critical accounting policies pertainingidentifiable balance sheet
accounts (Accounts Receivable or Valuation of Goodwill, égample). Consider two
firms, one that discloseé&luation of Goodwillas a critical policy, another that does not.
The most obvious explanations for the difference in digalesre that either (i) the non-
disclosing firm has immaterial amounts of Goodwill or (iiethon-disclosing firm has
material amounts of Goodwill, but little uncertainty rediag the underlying assumptions
and estimates supporting the balance sheet valuation.

While the size or variability of an account is likely to playsanificant role in its de-
termination as critical, it is unlikely to fully explain ditosure decisions. How should we
interpret two firms, in the same industry, with the same lev@hateriality of account that
make different disclosure decisions? Why would a firm, foomtrevenue recognition is
very significant, fail to disclose the account as criticadl @anfirm for whom accounts re-
ceivable is relatively unimportant disclose the accourtrdagal? How should we interpret
disclosure decisions when there may be no related accouhedimancial statements (e.g.,
contingencies)? One possibility is that disclosures anefarmative (boilerplate). Another
possibility is that a disclosure that is inconsistent with present conditions may provide
information about the firm’s future. A firm with an account date that is currently low

might disclose if it expects the account balance to increeg® years to come. Similarly, a



firm with an account balance that is currently high may denmwtdo disclose if the account

is expected to lose prominence in subsequent periods. d4us Ito the first hypothesis.

Hypothesis 1a: If a firm unexpectedly discloses an accounting policy as-cri
cal, the related account is more likely to have high postidisure magnitude
and/or variance.

Hypothesis 1b: If a firm unexpectedly does not disclose an accounting pol-
icy as critical, the related account is more likely to havevlpost-disclosure

magnitude and/or variance.

The critical designation is informative about the futurthibse firms that designate, despite
industry practices and/or current levels that are low, Hagh mean or variance in the
subsequent period. Similarly, the critical designatiomi®rmative about the future if
those firms that do not designate, despite industry practoe/or current levels that are
high, have low mean or variance in subsequent period.

Our next hypothesis considers further motives for crit@atounting policy disclo-
sures® The literature linking disclosures to litigation typicatolds as a maintained as-
sumption that lawsuits are triggered when investors aqeris@d? In a recent paper, Field,
Lowry, and Shu (2005) (FLS) try to settle the debate whetismlasures lead to or prevent
litigation. They show that firms with higher litigation rigke more likely to disclose early
to preempt potential lawsuits. Rather than disclosing gisiperiod realization, critical ac-
counting policies reveal information about distributigos more broadly, underlying firm

type). With warnings about the significant estimates andguaent (i.e., CAP disclosure),

3While other theories exist to explain voluntary disclosumest are specific to single news events rather
than underlying characteristics, making them a poor fit fordisclosure setting.

4See for example, Skinner (1994) and Francis, Philbrick,ctdpper (1994).
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investors will be less surprised if realizations differrfranitial reports. Hypothesis 2a
states formally the link between litigation costs and CAgcltisures.

CAPs are likely to reduce the information asymmetry betwiiens and investors.
S7-16-02 specifically states “these [critical] accountpaiicies are least understood by
investors and [with their disclosure] investors would beibetter position to assess the
quality of, and potential variability of, a company’s eargs.” If investors do not fully
understand the distributions from which realizations aeewt, the firm will incur an in-
formation premium as well as the standard risk premium. &lth all managers are likely
to care about the cost of capital, those who anticipate ngatapital market transactions in
the near term may be more likely to use disclosures to recheaieihformation premium.
Thus, we hypothesize that CAP disclosures are more likalfifims that seek external

financing.

Hypothesis 2a: Firms that disclose a policy as critical have higher litigan
risk than firms that do not disclose the policy as critical.

Hypothesis 2b: Firms that disclose a policy as critical are more likely taise
capital in the post-disclosure period than firms that do nistbbse the policy

as critical.

Our third hypothesis seeks to provide evidence on the “plotfof disclosures. In par-
ticular, we evaluate whether firms consider accounts jpintien deciding whether or not
to designate them as critical. For example, even if thezatdins of accounts receivable
and inventory individually fall within acceptable boundstealization ototal current as-
sets below a certain threshold may trigger restatemengaifgiant adjustments leading to
litigation costs. In deciding whether to protect (i.e.,oke safe harbor provisions on) one

or both of these accounts by designating them as criticah, ttine firm must consider their
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covariance as well as their individual varian€e®n the flip side, firms may wish to reduce
the number of critical accounting policies; the SEC stdt@svestors, however, will not
benefit from a lengthy discussion of a multitude of accoupéstimates in which the truly
critical ones are obscured.” Firms may be able to reduce dhei@s they designate if the

accounts have low (particularly negative) covariance.

Hypothesis 3: The higher the covariance between related accounts, the mo

likely they are classified as critical.

An alternate explanation for hypothesis 3 is that accouiitts kigh covariance are similar
— if one is genuinely critical, so is the other. This alteenakplanation, however, cannot
guide predictions on zero versus one disclosure; in canthesportfolio explanation would
suggest that holding the variances equal, when the cowariarmigher between accounts,
one account is more likely to be designated as critical. Aaldally, the alternate hypothe-
sis suggests a U-shaped relation between covariance anditiiger of critical policies (as
high positive or high negative correlation would suggeshltshare a need for estimates)
whereas the portfolio explanation suggests monotonidityitical policies in covariance.
As before, disclosures on Accounts Receivable and Invemstia used to test Hypothesis
4. Because we use COMPUSTAT for all of the non-text-based @iumerical) data, there

is insufficient data to consider other accounts that are chddethe financial statements,

SLet Y1 andY,, be the true values of two accounts that are not yet realiZéte accounting system
measures the accounts and rep¥itandY,, respectively. True total assefER) is the sum of the two true
values; reported total assets is the sum of the two repodkoks. Suppose (Bx posterrors of a certain
magnitude trigger restatement or significant adjustmehisiwlead to litigation costs and (ii) disclosing an
accounting as critical relieves the firm of some of thesgdiion costs as judgments will be less severe if
the firm has preannounced the uncertainty in the estimate. (@hant@ variance of true total assetﬂ)
is the variance of the individual assets plus twice the damae between the assets. If firms are required to
restate/correct when errors exceed a threshold level,iewerandY; are individually within the acceptable
bounds of error, the sum may exceed the threshold due to tlagiance between the two. If the firm uses
CAP disclosure to protedt, it would only be responsible for cases whéralone exceeds its threshold.
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although in theory the hypothesis pertains to these as well.

Our next hypothesis addresses whether the informationiticatraccounting disclo-
sures provides incremental information. An extensivadiigre exists on the economic
determinants of earnings multiples. Here, we investigdttether theeliability of account-
ing information (proxied by critical accounting desiget) is related to the magnitude of
the coefficients on earnings and book value. Suppose ttattpniequired CAP disclosure,
investors could not adequately differentiate betweenntedaarnings that were more reli-
able (i.e., not subject to critical accounting policiesyl d@ss reliable. The firms with less
reliable earnings are then pooled with firms with more rédia@arnings, and investors use
an average earnings multiple. Consequently, the firms wgh feliable accounting have
higher than deserved multiples, while the firms with morealdé earnings would have a
lower than deserved earnings multiple. If the disclosureribical policies allows investors
to differentiate (separate) along reliability, then sujusent to the disclosure requirement,
we would expect the low reliability firms to have a decreasthéir earnings multiple and
the high reliability firms to have an increase in their eagsimultiple. We also test for
incremental informativeness using an event study, whereomgpare the market reaction
around the first 10 - K filing that includes critical accougtipolicies with the market re-
action to the earnings announcement immediately priorhdfinformation contained in
the critical policy section is new, the market can separate fypes on the 10 - K filing
date that it could not on the earnings announcement datengygected number of critical
policies will be related to the market reversal (i.e., reg)raround the filing date. Specif-
ically, firms with many critical policies will be more likelio experience a reversal of the
reaction to earnings and firms with fewer critical policies more likely to have a response

consistent with the initial reaction.

Hypothesis 4a: Pre-disclosure earnings multiples are higher (lower) tha
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post-disclosure earnings multiples for firms that disclasere (fewer) criti-
cal accounting policies than expected.

Hypothesis4b: Firms with more critical policies than expected are moieely
to have 10-K filing date returns that reverse earnings anmmeuoment date re-
turns. Firms with fewer critical policies than expected amere likely to have

10-K filing date returns that confirm earnings announcemaeite deturns.

3 Sample Selection and Data

3.1 Creating the Dataset

We describe in detail the procedure for collecting and cgtlre data. Since this is the first
large scale study of critical accounting policies, we pdevseveral examples that illustrate
both standard and non-standard disclosures, and providaake for our design choices.
The initial sample, collected in February of 2005, contaimes(then) most recent, com-
plete electronic 10-K (filed on Edgar) for all SEC registsmtr a starting sample of 5,983
firms® We use a computerized information retrieval process to fiml @ode the data.
Information retrieval processes extract information frixt using a list of preestablished
keywords. To determine these keywords, we manually readrakefiundred critical ac-
counting policy disclosures to determine commonalitie®sg disclosures. We identify
25 accounting estimates (e.g., allowance for doubtful aetor valuation of long-lived

assets) and the key words which would pick up a related pdigglosure’. By combining

5Typically, the most recent 10-K filing as of February 2005 i80®4 filing relating to a fiscal year of
2003.

’Of course there may be some redundancies in that impaireststapply to both tangible and intangible
assets.
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expertise with computer aided search, we have the benefitrdérmwledge of accounting
standards and policies crossed with an objective and edpéccoding approach. The re-
sulting data set is large and more representative of thelgatpuoithan any data set we could
collect by individually reading each disclosure, and lassceptible to judgment biases.
Fully computerized text mining, which looks for patterngldrends in text, may have the
advantage of correctly classifying some disclosures veiis standard terminology (fewer
Type Il errors), but will suffer from increasing the numbépolicies incorrectly grouped
together based on common language that is unrelated to #udfispaccounting standard
(more Type | errors). For example, consider the followingctbsures, both containing the
termstemporaryandchanges

DISCLOSURE #1

The Company regularly reviews its deferred tax assets fwverability and
establishes a valuation allowance based on historicabtexxacome, projected
future taxable income, the expected timing of the reversalksxistingtem-
porary differences and the implementation of tax-planning stjiete If the
Company is unable to generate sufficient future taxablenvecim certain tax
jurisdictions, or if there is a materi@ghangein the actual effective tax rates
or time period within which the underlying temporary ditfeces become tax-
able or deductible, the Company could be required to ineréasvaluation
allowance... [emphasis added]

DISCLOSURE #2

We make judgments about the recoverability of goodwill ghased intangible
assets and other long-lived assets whenever evenlmogesn circumstances
indicate an other-thatemporaryimpairment in the remaining value of the as-
sets recorded on our balance sheet. To judge the fair valoagfliived assets,
we make various assumptions about the value of the businasthe asset re-
lates to and typically estimate future cash flows to be ge¢ediay the asset or,
in the case of goodwill, the enterprise. ... [emphasis added

Since temporary changes are cited in these and many otkiealkdisclosures, this repre-

sents an instance where specific accounting knowledge sefieadata coding process.
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Specifically, we begin the computer-aided search by magchima section within the
Management Discussion and Analysis Section labeled ‘G@atithccounting Policies” or
“Critical Accounting Estimates.” There are 4,937 firms widtitical accounting policy
sections which are extracted and written to ailgVe code the critical accounting pol-
icy sections, using the taxonomy of disclosure categomeskay words in the Appendix;
rarely will we capture all related disclosures with a singét of key words. For exam-
ple, consider the two excerpts below from disclosuresedl&d the valuation of accounts
receivable.

DISCLOSURE #1

Allowance for Doubtful Accounts. The Company evaluatestilectibility of
accounts receivable based on numerous factors, includisigtiansaction his-
tory with particular customers and their creditworthinekstially, the Com-
pany estimates an allowance for doubtful accounts as amege of net sales
based on historical bad debt experience.

DISCLOSURE #2

Valuation of Receivables. We are subject to tenant defamitsbankruptcies
at our office and retail properties that could affect theemilbn of outstanding
receivables. In order to mitigate these risks, we perforditreview and anal-
ysis on all commercial tenants and significant leases béfeyeare executed.
We evaluate the collectibility of outstanding receival@ed record allowances
as appropriate.

A search on the stringllowance for doubtful accountsyould identify disclosure #1,
but not #2. For that reason, we extend the search to incluetetinsvaluation of receiv-
ables, accounts receivable, bad debt expamgkothers. If the search process finds the key

words associated with a specific policy (and/or account)asstgn a one (i.e., the policy

8We conduct all of our analyses using the firms with criticatisms. We may be systematically excluding
firms that are not complying with the rules or firms that geetlyirbelieve they do not have critical policies
(i.e., they have an electronic 10-K, but no critical sectiofihe latter is less likely, because firms can (and
some do) include a critical accounting policy section aradestwe do not have any critical policies.” If
non-compliance firms are systematically more (or less)iteehave particular policies be critical, excluding
them would bias against finding differences in the firms wersbduide.
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is critical) to an indicator for that policy; otherwise wesag a zero (i.e., the policy is not
critical). We do not believe that coding errors (due to omoiss in our key word lists or
inclusions of unrelated disclosures) would be systematicsaich errors will only reduce

the likelihood that we find differences across groups ofldisers and non-disclosets.

3.2 Descriptive Statistics

Table 1 provides descriptive statistics on the criticatldisures in our sample. We code
for 25 possible critical policies; of those, the most comnd@tlosures are revenue recog-
nition, the valuation of receivables, marketable se@sijtinventory, long lived assets and
intangible assets, leases, contingencies and income. t&tes median firm discloses 6

(of the 25 policies on which we search) as critical. The thation around 6 disclosures

appears fairly symmetric (but is, of course, censored beloxero).

Whether policies related to valuing current assets/ligdsl or non-current assets/liabilities
would be more likely to be disclosed is not clear. In favor arendisclosure for current
accounts, the reversal of an estimation error is likely t@tplace sooner and cannot be
spread over time. To protect against immediate surprisess fimight be more sensitive
about current asset valuation. In favor of more disclosarenbn-current accounts, there
is likely to be more uncertainty, more judgment and morenggtiion required in determin-
ing their value. Table 1 suggests that both concerns afisctadure decisions. That is,
receivables and marketable securities have high freqegmdidisclosure, but so do long
term assets (impairments), contingencies and taxes.c@lrfiolicies related to valuation
of accounts relate to the balance shesed the income statement; failure to impair an asset

sufficiently both affects the carrying value and overstatesme in the impairment period.

%In our coding process, we classify a firm as a discloser orftmere may be different degrees of disclo-
sure quality, but that is not the focus of this analysis.
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The Securities and Exchange Commission (2002) propogatsteat “[w]hile the num-
ber of critical accounting estimates will vary by company would expect. the vast
majority of companies to have somewhere in the range of tiarége critical accounting
estimates. Investors, however, will not benefit from a laggtiscussion of a multitude
of accounting estimates in which the truly critical ones@ascured.” Panel B of Table 1
suggests that the number of CAP disclosures is higher tr@8BHC’s expectations — the
median number of critical policies is 6 and the mean is 6.4& possible that ambiguity
in the proposal leads to increased disclosure to avoid theepgon of non-compliance.
Another possibility is that firms are trying to obscure thgndiicant critical estimates in
lengthy CAP sections, confirming the SEC’s concerns. Rmfitins might take advantage
of CAP disclosures to gain protection (to counterbalaneanipact of CEO certification,
for example) for potential inaccuracies in their financtaktements.

Some accounting policies, like software capitalizatiod ait and gas accounting, ap-
ply only to a particular industry or industries. Other moengral standards apply to all
firms, but the uncertainty and judgment required in the apgibbn of the standard are in-
dustry specific. To evaluate the differential disclosurkgmes across industries, we provide
disclosure frequencies by NAICS 2 digit code (for industmath at least 30 observations)
in Table 219 The by-industry analysis also gives us confidence in thengppliocess. The
critical issue most disclosed by (the heavily regulatedities industry is regulatory ac-
counting; the only industry which has a significant numbéraod gas disclosures is the

mining industry. Retailers tend to disclose inventory adilon while wholesalers disclose

19vost empirical analyses have utilized SIC classificatiodes We use the new North American Indus-
try Classification System (NAICS), which is an updated arefqred classification system. Specifically,
the NAICS includes industries that did not exist when the &#3 developed (e.g., semiconductor, cellu-
lar/wireless telecommunications, internet publishingd ases a production-oriented rather than an output-
oriented approach to classify firms. The NAICS has 20 twatdigctors (compared to 11 SIC sectors) but
there is no mapping between the codes in the two systems.
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valuation of receivables among their critical policies. $¢lmdustries include contingen-
cies in their top 3 critical policies. Special purpose ésgitare disclosed most often in the
construction (23) and finance and insurance (52) industties

In addition to disclosing critical accounting policies,IB$7-16-02 proposes to require
companies to present quantitative information about cesingits overall financial perfor-
mance and, to the extent material, line items in the finarst&ements that would result
if changes relating to a critical accounting estimate weimed to occur. Few firms in
our sample provide quantitative sensitivity analysis. dvriPacific Corporation provides a

(rare) example of quantitative sensitivity disclosure:

Various methods are used to estimate useful lives for eamhpgf depreciable
property. Due to the capital intensive nature of the busitaesl the large base
of depreciable assets, variances to those estimates cavgcahmaterial effect
on our Consolidated Financial Statements. If the estimasedul lives of all
depreciable assets were increased by one year, annuaktidg¢iore expense
would decrease by $36 million. If the estimated useful ligkall assets to be
depreciated were decreased by one year, annual depracej@nse would
increase by $39 million.

In the subsample (14% of our total sample) that mentionsitsatys it is typically in a
broad disclosure that suggests results might be mateatifigted if estimates are different
from realizations or if alternate assumptions were adopkeat example, Pharmaceutical

Formulations, Inc. writes:

All such valuation methodologies, including the deternioraof subsequent
amortization periods, involve significant judgments antinestes. Different
assumptions and subsequent actual events could yieldialigtéifferent re-
sults.

To decrease the possibility that controversial issues atgeh within the flexibility

of GAAP, S7-16-02 proposes to require that firms disclosetindreor not management

11Banks complained the most vocally about FIN 46, the intégien on consolidating variable interest
entities.
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discussed with the audit committee the critical accounéisigmates and their disclosure.
In our sample, less than 10% of firms with critical accounfagjcy disclosures mention
whether the CAPs have been discussed with the audit conemitteose that disclose use
the same (or very similar) language as the examples provid#dte proposed rule. For
example, Trans Lux Corp. writes “Senior management hasisésd the development and
selection of these accounting estimates and the relatelbslises with the audit committee
of the Board of Directors.” While we cannot provide conclegsevidence that firmdo not
discuss their critical policies with the audit committes&a on the small fraction of firms
that reveal they do, it does suggest that firms are complyimigewith the requirements to
disclose the policies themselves than with the additioeglirement to disclose whether
the policies have been discussed with the audit committee.

In Table 3, we provide information about the relation betwte total number of crit-
ical policy disclosures and firm characteristics that préxyfirm size, growth and com-
plexity. Firms with many critical policies tend to be larderg., the natural logarithm of
assets, sales, and the market value of equity are increasimgmber of policies), have
more business and geographic segments, have greateutiostil holding and higher an-
alyst following. Although significant, the highest corrgdas are relatively low (20-25%),
suggesting that firm complexity is not the only factor driyithhe variation in number of
critical policies.

Panel A of Table 4 provides evidence on the relation betwewmdiial statement infor-

mation and CAP disclosurés. Firms which disclose critical accounting policies related

12The table presents the cross sectional means of the indivilms’ account balances and variance of
the account balances for firms with a critical policy sectiahere possible, we use a three-year account
balance mean (from 2000-2002) and 10-year account balarénee (1993-2002); if the firm has fewer
observations, we use as many as we have to compute the meaar&rtte. Specifications using different
time aggregations of data or including firms with an eledtd®-K but no critical accounting policy section
(i.e., all CAPs are coded with a zero) yield similar results.
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to receivables, intangibles, inventory, and property amqagigament have larger related ac-
counts (as a percentage of total assets) on avéfager example, firms which disclose
the valuation of receivables as a critical policy have, oarage, 18.2% of their total as-
sets invested in receivables, compared to 10.8% of asse&tst@u in receivables for non-
disclosers?* For pensions and deferred taxes, COMPUSTAT data on theacetatcounts
is sparse. Consequently, we compare the expected returermiop plan assets for dis-
closers and non-disclosers. The higher the expected R@Ahitther the demands that
are placed on the performance of those assets, and thussdtergthe need for protection
should results disappoint. Consistent with this, the etqubeturn on assets is significantly
higher (8.8% vs. 6.8%) in the subset of firms that classifyspgnaccounting as a critical
policy. For deferred taxes, we use a simple dummy variablera'DTA=1 if there is a net
deferred tax asset and zero if there is a net deferred takitjald he subset of firms that
discloses deferred taxes as critical is more likely to hadefarred tax asset (i.e., requir-
ing a valuation allowance) than a deferred tax liabilityod® instead of 0.013). With the
exception of leases, accounts that are designated asbgéoerally have higher historical
variance. The variance in receivables/total assets is7Gd)Ccritical disclosers and 0.004
for non-disclosers$? If disclosures are sticky, and a single observation is iksg/ito drive
the general decision to disclose a policy as critical, we ld@xpect a link between past

data and critical policy designatiof$.

B3Using alternative scaling variables does not change the@af the results. We also conduct the analysis
on an industry by industry basis, Means exhibit similaretiinces for disclosers and non-disclosers within
industries.

1470 insure that our conclusions are not driven by a small duiffams without balances in the relevant
accounts, we repeat the analyses with firms for which thersagens are strictly positive.

15since our sample is created from the critical accountinigpskection, even if the firm does not disclose
receivables, it will have other critical accounting distices.

16We do some additional analyses to determine whether theatritisclosure decision is related to the
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The nature of accrual accounting requires the incorparatiduture events into current
financial reports. “Accruals can be viewed as a form of foseadout the future based on
current and past events, and accrual accounting can bediasva cost-effective way of
conveying expectations about future benefits or sacrifi(Beaver 1991). Because the
underlying distributions differ across firms, forecasoesy which are a necessary part of
accrual accounting, will also differ across firms. To theeextthat forecasting errors are
more substantial when the accounting policy is critical, waild expect a link between
expected accrual quality and disclosure of CAPs. DechowlCanldev (2002) (hereafter
DD) demonstrate the use of residuals from firm specific resgpas of changes in working
capital AWC) on past, current and future operating cash flo@s @) as a measure of
accrual quality. Following their approach, we can compaeedccrual quality of firms
that disclose working capital as critical from those thatrad. Whether the underlying
process is genuinely difficult to determine without sigrafit estimates and judgment or
the account is used for earnings management, we would erptigers to seek critical
accounting policy protection.

Table 5 presents descriptive statistics on the link betwdésriosure and accrual quality
using the Dechow and Dichev (2002) model which captures tteneto which working
capital accrualsW C) map into operating cash flow realizatiol3HO). Their regression

specification is

AWG = bo+biCFO_1+b,CFO +bsCFO 41 + &,

empirical distribution of the account balance. The finditigere are generally weak. While the distribution
of account balances is less positively skewed for firms tlistlase the policy as critical, the empirical

frequency with which account balances fall two standardat®ns below their mean (using 2003 data) is
not reliably lower for firms that disclose the policy as @dti. We would expect the opposite if firms seek to
protect (from litigation) extreme negative realizations.
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and the metric for accrual quality is the inverse of the staddleviation of the residual
of the regression. Higher values of the standard deviatiditate lower quality accruals
because less of the variation in current accruals is exgdlny lagged, contemporaneous,
and lead operating cash flow realizations.

We separate the firms into three groups, those that disckeifiegen inventory nor ac-
counts receivable as criticdl MCAPS= 0), one of the two as criticaNUMCAPS= 1),
or both as critical” The set of firms with neither critical disclosure have higheality
accruals (0.035) than firms which disclose both as criti@d47). Flipping the tests (in
Panel B), the firms with the highest accrual quality have aeloaverage number of critical
disclosures (0.69) than the firms with the lowest accrualityud.14) .18 While the results
are not strictly monotonic across the quintiles, quintdeand 5, which represent the low-
est accrual quality, have statistically significantly morigical disclosures on average than

quintiles 1 and 2°

This is not indicative of the total number of critical poksi, but rather focuses only on disclosures related
to working capital accounts.

18t first blush, our findings might appear to contradict theaosions of the Cho, et. al. (2004), who
report that accrual quality relates positively to the gqyatif CAP disclosures. The analyses are different,
however. Cho, et. al. (2004) rank the quality of CAPs for ldising firms only, and then relate these quality
rankings to accrual quality, whereas we compare the acquelity of firms that disclose to the accrual
quality of firms that do not. Our results for the firms withowtyecritical disclosures (which Cho, et. al.
(2004) would consider the lowest quality disclosers, base@ complete lack of disclosure) do have the
lowest quality accruals. The Cho, et. al. (2004) resulentlare potentially consistent with ours.

1970 ensure that our results are not simply picking up theimridietween quality and industry, we exclude
two industries which are overrepresented in two of the ARIgPGups. Specifically, 59% (32%) of firms
with ARINV=2 (=0) have an NAICS 2 digit code of 33 (52). The djtative findings are unchanged when
we exclude these two industries. Also, the correlationg/ben accrual quality and the variance of accounts
receivable and variance of inventory, respectively, a28 @nd 0.10, both significantly positive but not high
enough to suggest that the findings here are equivalent $e fh@sented in table 4.
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4 Testsand Results

Table 2 suggests that firms within an industry are likely twengsome) similar critical
disclosures. Panel B of Table 4 presents the percentilée@-fyear mean for each account
balance variable. Although higher mean balararesassociated with greater disclosure on
average (Panel A), there are many firms with high accouninbeakthat do not disclose
and firms with low account balances that do. For example,dhel©% of firms thatlo
not disclose revenue recognition as critical have accounnicakthat are larger than the
balances of 75% of the firms that do disclose revenue redogras critical. Similarly, the
account balance of the bottom 10% of firms that disclose @¥eacognition as critical
have balances lower than the balances in over 50% of the firatslo not disclose revenue
recognition as critical.

When industry practices, or historical means and variadoasot seem to explain the
current disclosure, we investigate whether propertiebefiiturebalances relate to current
disclosure. To test Hypothesis 1, we first sort firms basedhemtagnitude and variability
of the related account balance and then rank the industnieiésclosure frequency for the
policy. Then, we assess expected disclosure based on thedabmean and variance rank
and the industry rank. That is, a firm is expected to disclopel@y as critical if either
(i) its historical mean and variance of the related accoumt@ove the median or (ii) it is
in an industry in which disclosure is common (top 5 of 23 irtdes). Similarly, a firm is
not expected to disclose a policy as critical if either @)historical mean and variance of
the related account are below the median or (ii) it is in arugtd/ in which disclosure is
uncommon (bottom 5 of 23 industrie¥).

Consider first the subsample with low historical mean andawae and uncommon

20Alternate specifications, using both firms above the 75thedov the 25th percentile are possible, but
the subsamples become quite small.
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industry practice. We test for differences in the probabthat either the mean or variance
will experience a relative increase in the post-disclog&eod across those that disclose
and those that do not. To do this, we rank the 3-year mean ar@hbvariance of the
account balances in the period 2002-2006. We assign a vVABEOST = 1 if either the
mean or variance is in thep half of the distribution in the post-disclosure period. &lak

of Table 6 shows the percentage of firms WBROST = 1 across the different disclosure
decisions. In all cases but one, the mean or variance of tteiatbalance is more likely to
experience arelative increase (i.e., is in the top 50thgreile in the post disclosure period)
if the firm disclosed the policy as critical. We can conclubattcritical disclosures that
are unexpected based on historical account balances arenative about future account
balances. To see this in detail, consider the fourth colustated to inventory in Panel A,
Table 6. Given all firms in the subsample have historically loventory and inventory
variance, the firms that disclose inventory as critical atelmmore likely than those that
do not (47.2% vs 8.2%) to have the magnitude and/or variahtteeonventory experience
relative increases in the subsequent period.

A symmetric analysis is done for the subsample of firms thaijgected to disclose
based on historical levels of their account balances andsingl practices. We assign a
value of TPOST= 1 if either the mean or variance is in thettomhalf of the distribution
in the post-disclosure period. Panel B of Table 6 shows thaisfithat do not disclose,
despite high mean and variances in the recent past or men@rsan industry likely to
disclose are more likely to fall out of the top half in the pdsclosure period, although
fewer differences are statistically significant. Againngsthe inventory column, 20.1% of
the firms that did not disclose had relative decreases im #ogiount balances (mean or
variance) whereas 9.2% of the firms that did disclose expes relative decreases.

Hypothesis 2 proposes firm characteristics that may cangito the decision to clas-
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sify an accounting policy as critical, beyond industry acdaunt characteristics. To test
hypothesis 2, we use individual critical accounting poldigclosures as the dependent
variable, with independent variables corresponding tdlitigation risk and capital mar-
ket transactions hypotheses. We control for industry mestige and the size and vari-
ability of the related accounts wherever possiliEiM andHV represent thehjstorical)
mean and variance calculated in the pre-disclosure pausidd as many as 3 and 10 years
respectively), andFM andFV are the {uture) mean and variance calculated in the post-
disclosure period (using as many as 3 and 5 years respg{tiVéed estimate Equation 1 for
each critical policy disclosure. Equation 1 includes irtdufixed effects [y) and control
variables for sizeNIV E), growth EP), return on equity ROE), analyst following AF),
institutional ownershipINSTIT), and the number of business and geographic segments

(NBSEGNGSEG.

PrCAR=1) = G (Z_adld + B1PROBLIT+ B2FINAV G + BsHM; + BaHV;
+BsFM;i + BeFVi + B7zMV E + BsER + BoROE

+B10AR + B11INSTIT + B1oNBSEG+ BlsNGSEG) 1)

CAR =1 if firm i discloses the policy under analysis as critical and zereratise, and
G(-) is the normal cumulative distribution function. If the pauiar policy cannot be di-
rectly traced to a financial statement accottt), HV, FM andFV are omitted. Examples
of policies without traceable accounts include contingesiovhere obligations are often
deemed “inestimable” and warranties, in which liabilityexpense accounts are not dis-
aggregated from other line itemBPROBLIT is a measure of the probability of litigation,

estimated with a model whose explanatory variables inghettormance, volatility, lever-
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age and financing measurés.

If a firm issues debt or equity in yeathenFINANCING is set to 1; if no debt or equity
is issued int, FINANCING=0. FINAV Gis then the firm’s average financing activities
over the three year period 2003-2005 &g 2°%%,;FINANCING) to get a measure of the
intensity of future financing. The higher the score, the nfoeguently the firm seeks
financing in the post-disclosure period and the greaterxpeaed disclosure. Although
the litigation probability model uses financing, it is me@slin the pre-disclosure period,
in contrast to the variablEINAV Gwhich is measured in the post disclosure period.

Estimates of Equation 1 are in Table 7 where critical podiciéth traceable financial
statement balances are in Panel A and critical policiesowithraceable balances are in
Panel B%? Using table 7, a firm that discloses accounts receivableitisatthas higher
average litigation riskf{; = 1.72; positive and significant) and, on average, seeks fingncin
more often in the post-disclosure perigd) & 0.69, positive and significant), as predicted

by Hypothesis 2. Overall, the estimates provide strongeswd for Hypotheses 2a and

21The model is similar to that in Johnson, Kasznik, and Nel@f91) and Field, et. al. (2005). Details of
the variable construction and the model’s estimation aeegmted in Appendix A.We also use a second mea-
sure of litigation,LIT FACT OR which is the principal component of three litigation risleasuresSUED,
HILIT andRESTAT Eeach described below. Motivated by Rogers and Van BuskRDRG)SUEDis an in-
dicator variable which is set to 1 if the firm has actually beeed. Following Francis, Schipper and Vincent
(1994),HILIT is an indicator set equal to 1 if the firm is a member of an ingustth a high incidence of
litigation. Finally, RESTAT Hs an indicator equal to 1 if the firm is in an industry with aigcidence of
restatement. Using the GAO restatement dataset, the iekuaiith the highest percentage of firms restating
(between 2.5% and 3%) are NAICS codes 44 (Retail Trade), éiM&y and Warehousing),54 (Professional,
Scientific, and Technical Services), 56 (Administrativd &upport and Waste Management and Remediation
Services), and 61 (Educational Services). Untabulatadtseare qualitatively similar. We use a common
factor, rather than the individual measures because ofrthiations of each indicator. First, Rogers and Van
Buskirk (2006) do not find increased disclosure for firms thate had disclosure related litigation, reducing
the probability thaSU E Dcaptures disclosure incentives. Whether the industried irsFrancis, Schipper
and Vincent (1994) are currently perceived to be among thkdsi litigation industries is unclear, raising
guestions aboUW ILIT . Finally, because of the low number of restatements reatithe population, a sin-
gle restatement may significantly affect the percentageamgfin the industry restating, makiRESTATE
non-representative.

22Coefficient estimates on the control variables are untabadla
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somewhat weaker evidence for 2b. The coeffic[gnis positive and significant for almost
all (12 of 14) critical policies, after controlling for indtry effects and account means and
variances. On the other hand, whiigis directionally consistent with hypothesis 2b, it is
significant in only 5 of 14 cases. We note tiRROBLIT andFINAV G are significantly
correlated; the coefficient daAINAV Gis positive and significant for nearly all critical poli-
cies wherPROBLITis excluded from Equation 1 ang tests of joint significance indicate
that both variables together have explanatory power.

Figure 1 links firms’overall disclosure practices to litigation risk and future finamcin
Using the total number of critical policies as a proxy foraliisure quality, it shows that the
number of critical policy disclosures is increasing ingétion risk and financing plarfs.

After controlling for the industry and current magnitudelamriability of accounts, ev-
idence from Hypothesis 1 suggests that critical classifinatare related to future account
characteristics and firm specific characteristics. We téstter the interaction between
accounts is another factor in determining which account$assify as critical. Hypothesis
3 addresses the joint disclosure decision when accoumsasttadditively. Based on the
common critical disclosures (Table 1), we can use invenéony accounts receivable (as
they are summed in the calculation of current assets) forlanba sheet version of the
model. An income statement model is difficult (or impossjlitetest because there are
rarely individual identifiable line items on the income staent related to CAPs. Many of
the critical disclosures directly related to the incoméestaent pertain to expenses such as
sales rebates and returns that typically are aggregatédotfier expenses on the income
statement. Other critical disclosures pertain to hypathetosts such as contingencies or

impairments.

23For significance tests, we run an ordered logistic model WitHVCAPSas the dependent variable, and
PROBLITandFINAV Gand the dependent variables; both coefficients are positidesignificant§-values
i 0.001).
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Controlling for the other factors related to disclosuresatty identified, we estimate
a model in which the covariance between accounts relatdsetmumber of critical ac-
counting policies (Hypothesis 3, also called the “jointigaation hypothesis”). We de-
fine DARINV as the disclosure decision with respect to accounts rdaeiead inventory,
whereDARINV takes on a value of zero if neither is disclosed, and a valdeibffeceiv-
ables and/or inventory is discloséiDARINV is then the dependent variable in the probit

model described by equation 2

DARINV = G (gadli,d + B1COM + B2HMAR, + BsHMINV; + B4HVAR + BsHVINV

+BsFMAR + B7FMINV; + BsFVAR + BoFVINV) (2)

whereG(-) is the c.d.f. of the normal distributiorlMAR (HMINV) is the historical mean
of Accounts Receivable (Inventoryi;MAR (FMINV) are the future means of the same,
HVAR(HVINV) is the historical variance of Accounts Receivable (Ineey, andCOV
is the covariance between receivables and inventory. Auosimg specific coefficient is
included, wherdy is equal to 1 if the firm is in industrg and zero otherwise. We present
the parameter estimates of equation 2 in Panel A of Tabled&rvodel (1a). The positive
and significant coefficient off; (17.97,p-value=0.01) offers some evidence of the role
that theinteractionbetween accounts plays in the disclosure decision. Mod@lgdds to
equation 2 additional control variables. The estimate aragance is 27.97, still positive
and significant.

An alternative explanation for the relation between theat@nce of accounts and their

critical designation is that if an account is genuinelyicat and another account covaries

24Designating at least one of the two accounts would presunmbtlude the possibility that a low real-
ization of current assets would trigger investor action.
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with it significantly, it too is more likely to be critical. Wle we cannot entirely rule out
this possibility, we note the differences in predictionglugse two models, and perform
tests to distinguish which seems more descriptive. If danae simply indicates similar-
ity in criticality of accounts, then large covariances (Wiex positive or negative) would
lead both accounts to be designated as critical. In contuaster the joint designation
hypothesis, large negative covariances lead to lower t@aance, and therefore fewer
critical policies are predicted the more negative the davae. Model (2) of Table 8 is
estimated for the subsample of firms with negative covagamdy; the parameter estimate
on covarianceqOV) is 83.43, positive and significant. Under the competingithehat
covariance itself suggests a similarity in required estamand judgement, there would be
no expected difference in the covariance of groups of firnas diisclose zero versus one
critical accounting estimate. Panel B of Table 8 shows tloeigimeans o€OV for firms
that designate 0, 1 and 2 CAPs. The mean is monotonicallgasang and the difference
between zero and one is significant.

Hypothesis 4 is designed to investigate whether CAPs peovélv information. First,
we estimate an “expected” number of critical accountindgoes for each firm. Equation
3 presents a simple model which includes industry fixed tffgaroxies for size (the log
of the market value of equityyVE), growth (book to marketBT M), performance (re-
turn on equityROE) and risk (frequency of negative earnings in the pre-dsale period,

NEGEPS.
NUMCAPS= Zradli’d +B1MVE + B2BTM + B3ROE + B4sNEGEPS$ 3)

TheR?2 of the model is 88.69%. The industries with the highest nurobexpected critical

policies are information (51), manufacturing (includingtal, paper, electronics, and vehi-
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cles) (33) and warehousing (49). The industries with theevexpected critical account-
ing policies are real estate (53), arts, entertainmentrecreation (71), and transportation
(48). Coefficient estimates are provided in Table 9. Thefmiefts onMVE andBT M
are both positive and significant (0.48 and 0.45); the caeffts onROE andNEGEPS
are both negative and significant (-0.03 and -0.45). Altthowg might expect firms with
negative earnings to be riskier, we observe a negative cmeffionNEGEPS This is
consistent with a decision to disclose policies as criticdy when financial reporting has
not already revealed their risk. We also estimate a modelitn¢al policies using control
variables suggested by our earlier analyses. Data regeirsnfor the additional explana-
tory variables leads to a significant (75%) reduction in ample siz&> Given the high
explanatory power of equation 3 and loss of observationsaldata availability, we utilize
the parsimonious model throughout the remainder of thergag@edictNU MCAPS

Using the estimated coefficients we get an expected disepand defin& NEXPas
the difference between actual and predicted CAPs. We §jafaisns into groups based
on their disclosure surprise. Firms with more critical p@s than expecteddNEXP>
1.5) are classified as high surprise firm$lGH) and firms fewer CAPs than predicted
(UNEXP< —1.5) are low surprise firmsLOW). Firms within one disclosure of the ex-
pected number make up the no surprise grou@)( For these tests, we are left with 993
firms classified aEOW, 1650 classified aO and 964 classified d31GH.

For Hypothesis 4a, we estimate the regressions describeduations 4 and 5 below,
where coefficients vary for the six possible combination®- @mnd post-disclosure, and

high, low and no surprise.

Pt = o+B1EPS +B2BVii +B3GROWTH (4)

25For completeness, the coefficient estimates of both modelsrasented in Table 9.
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Pt = a+biOPING; +boNOPING: + bsCURASS+ bsLTASS +

bsCURLIAB; + beL T LIAB; +b;GROW T H (5)

Equation 4, estimates simple earning$Q and book valuegV) multiples. The pre-CAP
period is 1996-2000 and the post CAP period is 2003-2006Kgpee 2). Our hypothesis
predicts that the earnings multiplB1) will be lower in the post-disclosure period than it
was in the pre-disclosure period for the high surprise fiams, higher in the post-disclosure
period than in the pre-disclosure period for the low sugpfiems. Francis and Schipper
(1999) find an upward trend in the explanatory power of bodkesand earnings for market
values. To control for such trends in the data, we test thierdifice in differences of
the coefficients, using the no surprise group as the bent¢hméle estimate Equation 4
with controls for growth ASale3.?® Equation 5 allows for differences in the operating
and non-operating components of earnings as well as thé @348ASScurrent assets,
LTASSlong-term assets) and liabilitieS) RLIAB=current liabilitiesL T LIAB=long-term
liabilities) components of book value. Because non-ojpggahcome is likely to be harder
to estimate, we predict that the high surprise firms will eigrece a relatively larger decline
in their non-operating earnings multiple whereas the lompisse firms will experience a
relatively larger increase from the pre- to post-disclequeriod.

Table 10 presents the results on changes in coefficienthéovdriables of interest.
Firms with more disclosures than expectétl GH), have a decrease in their valuation
multiple on earnings of 0.24 (from 3.19 in the pre-disclesperiod to 2.95 in the post-
disclosure period). In contrast, the benchmark increasienperiod is 0.39 (the no-

surprise group has an earnings multiple of 3.48 in the pselasure period and 3.87 in

26\We report the results using the change in sales, but alsoastithe model using lagged book to price
(BP) and lagged earnings to pricéP). Results are unchanged.
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the post-disclosure period). This suggests that the magtaes earnings of firms with a
high surprise at a relatively lower multiple in the postettisure period than it does firms
with no surprise (or a difference in differences of 0.63, athis statistically significanfy-
value=0.00). Our hypothesis also predicts that the valnatultiple on the group of firms
with fewer than expected disclosures should increaseiveltd the benchmark. While
there is an increase from the pre- to post- disclosure péfiocth 3.60 to 4.36, or 0.76),
it is not statistically significantly larger than the incseaof 0.39 in the no surprise group
(p-value=0.13). One possible explanation for the lack of ificence is that fewer than
expected disclosures may be interpreted as either firms(igenuinely less risk or (ii)
weak/inadequate disclosure practices. To the extent gp#stare pooled together, it may
prevent us from finding the expected valuation reward (ietative multiple increase) for
the group with fewer disclosures than expected. While thiiphelon earnings decreases
for the high surprise group relative to the no surprise gyt multiple on book value in-
creases (0.87 to 1.20 vs. 0.80 to 1.03). Analogously, théipleibn book value decreases
for the low surprise group relative to the no surprise grdupq to 0.86 vs. 0.80 to 1.03).

Turning to the disaggregated model, the overall decreatieeiearnings multiple for
the high surprise firms can be attributed to a relativelydadgcrease on then-operating
income multiple (from 1.15 to 0.29 for high surprise firms ampared to a decrease from
0.70 to 0.49 for low surprise firms). There is an increase ennibn-operating earnings
multiple for low surprise firms (0.23 to 0.54) compared to deerease for the no surprise
group. The difference, however, is not significant. Thisaasistent with non-operating
income generally requiring estimates that are the leastilel The post-disclosure period
is characterized by apperatingincome multiple increase for all firms.

While our findings seem to confirm Hypothesis 4a, the modelnoape well specified.

In the pre-disclosure and post-disclosure periods, théficeat on book value is signif-
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icantly different from 1 (with a single exception). Conseqtly, we seek additional evi-
dence that there is “incremental” value to CAP disclosuBgsecifically, we test whether,
on average, the sign and magnitude of the three-day 10-K filariod returns, relative to
the three day earnings announcement returns, are relatled toitical policynews If the
information contained in the CAP disclosure is new, invesigill use it to update their
beliefs about level of uncertainty in the estimates undeglyhe financial statements. All
else equal, investors should dampen their reaction to tlaadial information for firms
that disclose more CAPs than expected, leading to a largersa of the price change
that occurred at the earnings announcement date. We intilgd@008) change in risk
sentiment metricARS as a control variable to ensure that reactions cannot bewa#d to
other disclosures in the 10-K. The risk sentiment is theuesgy of risk related words in
the MD&A section, and the change in risk sentiment is thesdé#fhce in risk related words
from one year to the next. Li (2008) shows tlthiangedn risk sentiment are generally

associated witfuturerealizations, rather than rigler se The basic model we estimate is
RFP = a+BiSIGNREY)i + B[R4+ BsARS (6)

whereSIGN(RFA) is the sign andRFA| is the unsigned magnitude of earnings announce-
ment date returns. The regression is pooled, with coefisiehEquation 6 varying across
surprise. As before a firm has a high (low) [no] surprise ititsual number of critical poli-
cies exceeds (is fewer than) [is within 1 of] its predictednioer. Hypothesis 4b predicts
reversals of the initial earnings announcement reactind faus a negative coefficient on
1) for firms with more CAPs than expected(GH=1) and a confirmation of the reac-

tion (a positive coefficient of;) for firms with fewer CAPs than expected. The results
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are presented in Table £1.The results from the estimation of Equation 6 are consistent
with the predictions and the F-values of the model are sicamti at the 0.05 level. For
firms with more CAPs than expecteh = —0.12 (p-value=0.25), for firms with no sur-
prise,3; = 0.08 (p-value=0.10) and for firms with fewer CAPs than expecf{ed= 0.24
(p-value=0.03). Although the coefficients are not individyaignificant for theHIGH
andNO surprise groups, an F-test rejects the equality of the oierifis across these two
groups. The coefficients on change in risk sentiment argmifstant for the groups with
high and low surprises. This is also consistent with Li (20@8ich finds that the mar-
ket does not seem to react to the information (about thedjizontained in the change in
risk sentiment. The significance for the no surprise grouggests a possible substitution
effect between CAPs and other risk discussions. When thébauof critical policies is
not unexpected, but the firm provides additional risk dis@uss, filing returns will be as-
sociated with this alternative risk disclosure. Thesestpsbvide evidence that the market
reacts on the filing date to information contained in thaaaltaccounting policy section.
In summary, we find that critical policy disclosures are gahg consistent with ex-
isting financial information, but also provide new infornoat, particularly when there are
more disclosures than expected. Managers seem to be mofdhg general information

interests of the firm and the overall disclosure strategynwdetermining CAP disclosures.

5 Conclusion

The main contribution of our paper is that we construct trst farge database of critical ac-

counting policy disclosures and provide both descriptiaéstics and analysis of the forces

2l\We also include in Table 11 estimates for models which inelalyst forecasts and institutional holding
as control variables. The sample size is (approximatelygdzand the coefficients are qualitatively similar).
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that drive the decision to designate an accounting policyiisal. We identify 25 different
critical policies, the most common of which are marketaldeusities, asset impairment,
and revenue recognition. As part of the regulatory proces SEC asks for comments
on its proposals before creating a final rule. Typicallyréhis insufficient information on
which to base conclusions, and the written comments reff@oian or conjecture. In this
case, because of the initial cautionary advice, and the llypgetween proposal and final
rule, we can provide direct evidence on the questions raiséte proposal. For example,
the proposal asks: “How many accounting estimates wouldapeny typically identify
as critical accounting estimates under the proposed defiffit The firms in our sample
disclose between 0 and 17 critical accounting policied) wimedian of 6.

The SEC seeks comments on whether the definition is “ap@tgyidesigned to iden-
tify the accounting estimates that require managementdaiggificant judgment or that
are the most uncertain.” The incidence of a balance sheetiatbeing designated as crit-
ical is positively related both to its relative size and igsiability. We interpret the former
as the materiality of the account and the latter as its intienecertainty. Additionally, the
likelihood that firms designate accounts receivable aridi@ntory as critical is positively
related to the firms’ Dechow and Dichev (2002) measure ofuatajuality. Our analysis
shows that the decision to disclose a policy as critical soeisted with the current and
future magnitude and variance of the account, and afteraiting for these and industry
membership, the firm’s litigation risk and future financirigns.

The covariance between accounts receivable and inverg@iga positively related to
the incidence of their disclosure, suggesting that the rexrabcritical policies depends on
the interrelatedness of accounts. That is, our evidencgestigthat firms are sensitive to
the realization of aggregations of accounts, and not julividual realizations. As far as

we know, this more “strategic” aspect of critical policy d@ssures has not been a concern
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of the SEC but our results suggest that it must be recognizé@ddressed.

The SEC asks: “Would additional information elicited by preposals would be useful
to investors and other users of company disclosure?” Weigecoavidence that the mar-
ket places a lower weight on earnings for firms with many CAPsamparison with the
weights that existed prior to the SEC recommendation tdaksdCAPS. We argue that this
lower weighting is consistent with CAPs providing incrertarinformation to investors
about the uncertainty underlying the realization of eagainrAdditionally, we find that the
market seems to react to critical accounting policy newselvine number of policies is
greater than expected, returns around the filing date are likety to reverse (i.e., be in the
opposite direction of) returns around the earnings annemeat immediately prior. When
the number of policies is fewer than expected, returns atdhe filing date confirm (i.e.,
are in the same direction as) the earnings announcementadates.

Taken together, our results provide quantitative respotséhe inquiries made in the
SEC proposal, as well as insights into the use of the criicabunting policy section as
a means of (i) providing information and (ii) providing sdfarbor protection for informa-

tion.

Appendix

We estimate thex antditigation risk of the firm using Equation 7

Pr(litigationj=1) = G(a + B1MVE + [(2Beta + BsReturn + BsSkewness

BsTurnover + BeLeverage + PB7Financing), (7)
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wherelitigation=1 if the Securities Class Action Clearinghouse listed tira fis a defen-
dant in a class action lawsuit in either 2001 or 2002 and z#terwise. The model is
estimated with 187 “sued” firms and 2,570 firms that were netlired in a suit. MVE
is the market value of equity, determined on the first day ¢f12@etais the slope co-
efficient from a model regressing daily returns on the equabhted market index in the
calendar year 2005kewness the skewness of daily raw returns in calendar year 2001,
Turnoveris [1— (1—Turn)?%? whereTurnis the average of daily trading volume divided
by shares outstanding and 252 is the number of trading d&@0h,Leveragds measured
as Debt/Equity at the beginning of 2001, a@ridancingis a dummy variable equal to 1 if
the firm issued debt or equity in 2001-2002. Parameter ettsraae in Table 12.

Table 13 presents the classification scheme for codingakiiccounting policy disclo-

sures.
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Table 1: Descriptive Statistics

Panel A: Disclosure Decisions, by Disclosure

Critical Policy # Disclosing % Disclosing
Accounts Receivable (RECEIVE) 2,508 50.80%
Asset Impairment (IMPAIR) 2,867 58.07%
Asset Retirement Obligations (RETIRE) 268 5.42%
Compensation (COMP) 1,459 29.55%
Consolidation (CONSOL) 294 5.95%
Contingencies (CONTING) 3,254 65.91%
Contractual arrangements (CONTRACT) 182 3.68%
Depreciation of Long-Lived Assets (DEPREC) 1179 23.88%
Hedging (HEDGE) 673 13.63%
Intangible Assets (INTANG) 2,659 53.85%
Inventory (INVENT) 1,381 27.97%
Leasing (LEASE) 1,529 30.97%
Loss Reserves (LOSSRES) 1,223 24.77%
Marketable Securities (MKTSEC) 3,313 67.10%
Oil and Gas (OAG) 169 3.42%
Pension and Post Retirement Benefits (PENSION) 857 17.35%
Regulatory Accounting (REGULATE) 658 13.32%
Restructuring (RESTRUCT) 361 7.31%
Revenue Recognition (REVREC) 2,727 55.23%
Sales Returns and Rebates (RETREB) 570 11.54%
Software (SOFTWARE) 271 5.48%
Special Purpose Entities (SPE) 42 0.85%
Taxes (TAXES) 2,722 55.13%
Warranties (WARRANT) 733 14.84%

This table presents descriptive statistics for all firmdwif a machine readable, electronic
10-K filing and (ii) a critical accounting policy sectioN=4,937
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Panel B: Disclosure Decisions, by Number of Disclosures

TOTAL CAPS #Firms | TOTAL CAPS # Firms
(of 25) (of 25)
0 1,090/44 9 473
1 160 10 326
2 230 11 192
3 362 12 122
4 504 13 57
5 529 14 18
6 680 15 11
7 665 16 2
8 560 17 2

T Of the 1090 firms with O disclosures, 44 have an identifial?d Gection in their 10-K.
Including firms with no CAP section: Median = 6; Mean =5.33taleample size: 5,984.
Excluding firms with no CAP section: Median = 6; Mean =6.46talgample size: 4,937.
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Table 2: Top 3 Critical Disclosures, by Industry

MOST FREQUENTLY DISCLOSED

NAICS INDUSTRY TITLE AVG # CAPs 1st 2nd 3rd
21 Mining 7.47 MKTSEC DEPREC TAXES
N=118 0.75 0.75 0.69
22 Utilities 7.73 REGULAT MKTSEC PENSION
N=105 0.88 0.82 0.77
23 Construction 6.33 CONTING MKTSEC REVREC
N=48 0.79 0.75 0.71
31 Manufacturing 6.78 RECEIVE TAXES CONTING
N=135 0.72 0.70 0.67
32 Manufacturing 6.21 MKTSEC CONTING REVREC
N=447 0.66 0.65 0.65
33 Manufacturing 7.74 REVREC CONTING RECEIVE
N=988 0.74 0.74 0.74
42 Wholesale Trade 7.20 RECEIVE CONTING INTANG
N=142 0.82 0.72 0.72
44 Retail Trade 6.73 CONTING IMPAIR  MKTSEC
N=108 0.80 0.75 0.62
45 Retail Trade 6.65 CONTING INVENT IMPAIR
N=75 0.73 0.68 0.67
48 Transportation 6.46 CONTING IMPAIR  MKTSEC
N=89 0.85 0.67 0.64
51 Information 7.61 REVREC MKTSEC INTANG
N=470 0.85 0.80 0.77
52 Finance/Insurance 4.84 MKTSEC LOSSRES CONTING
N=570 0.71 0.63 0.53
53 Real Estate/Leasing 5.70 MKTSEC CONTING REVREC
N=76 0.67 0.66 0.55
54 Professional/Scientific 6.84 REVREC MKTSEC RECEIVE
N=214 0.90 0.72 0.72
56 Administrative/Support 6.92 CONTING INTANG RECEIVE
N=100 0.76 0.76 0.75
62 Health Care 6.45 RECEIVE CONTING INTANG
N=85 0.85 0.76 0.75
72 Accommodations/Food Services 6.25 IMPAIR CONTING MKTSE
N=85 0.89 0.81 0.68

Industry titles based on 2-digit NAICS code. Table inclugehistries in sample with at least 30 members.
Values show percent of firms within the industry reporting plolicy as critical.



Table 3: Critical Accounting Policies and Firm Charactics

Variable Number of Critical Accounting Policies

1-2 3-4 5-6 7-8 9-10 >11 p
In(Assets) 511 5.13 546 568 6.07 6.45 0.20
In(Sales) 392 423 494 533 572 6.17 0.30
In(MVE) 432 458 498 535 583 6.35 0.26
Book to Market BT M) 08 082 082 080 0.74 0.62 -0.06
Net Income 16.30 20.30 35.82 44.08 46.60 63.85 0.07

LT Debt/Total Assets 0.18 0.16 0.20 0.21 0.19 0.20 0.04
Return on EquityROE) | -0.10 -0.13 -0.06 -0.06 -0.02 0.03 0.07
Price/Earnings 518 434 9.15 10.76 12.15 1296 0.07
Business Segments 164 185 203 218 236 261 0.16
Geographic Segments| 1.38 1.78 217 251 286 325 0.26
Analyst Following 1.81 195 275 344 416 5.01 0.17
Insiders 20.65 20.87 19.24 1795 1544 13.71 -0.11
Institutional Holding 47.77 53.46 63.25 66.73 71.76 76.18 0.23

Values in this table are the means, by number of criticalcesi, of size related variables. The first
three size variables are the natural logarithm of assdes aad the market value of equiBT Mis
the accounting book value of equity divided by the marketiealf equity, ROE is measured as net
income divided by total shareholders’ equity. Analystdaling is the 4-quarter average number of
analysts’ following the firm in 2001. Insiders and instituts are the percentage of the firm held by
each type of market participant, respectively. Correfetiof the size variable with the number of
critical policies are given in the last column.
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Table 4: Balance Sheet Account Magnitudes and Variability

Panel A: Differencein Account Means and Variances. Disclosurevs. Non-Disclosure

CAP, [Variabld ~ CRIT  MEAN VARIANCE| CAP, |Variabld CRIT  MEAN VARIANCE
ACCTS REC; 0 0.108 0.004 DEPRECIATION; 0 0.227 0.007
[REC/TA 1 0.182 0.007| [PPE/TA 1 0.415 0.010
N =1350:2131  Diff (0-1)  (0.00) (0.00) N =2613:735 Diff (0-1)  (0.00) (0.00)
INTANGIBLES; 0 0.033 0.003| INVENTORY; 0 0.057 0.002
(INT/TA 1 0.171 0.011 [INV/TA 1 0.200 0.004
N =1515:2045  Diff (0-1)  (0.00) (0.00) N =2628:1271 Diff (0-1)  (0.00) (0.00)
LEASES; 0 0.145 1.400 MKT SECURITIES; 0 0.338 0.016
[LeasgLT D] 1 0.179 0.144| [MKTSEGTA 1 0.349 0.015
N =2109:974  Diff (0-1)  (0.05) (0.16) N=1110:2211 Diff (0-1)  (0.12) (0.22)
PENSION; 0 6.814 0.68¢ REVENUE REC; 0 0.135 0.003
[ExpROA 1 8.825 0.325| [REC/TA 1 0.169 0.007
N = 400:610 Diff (0-1)  (0.00) (0.02)| N =1119:2227 Diff (0-1)  (0.00) (0.00)
TAXES ; 0 0.013 0.000

[DTA=0] 1 0.015 0.000

N =1595:2364  Diff (0-1)  (0.02) (0.29

Variable Definitions:CAP= Critical Accounting PolicyVariable= Account linked toCAP, CRIT= 1 if critical; 0 otherwise REC= Accounts
ReceivableT A= Total AssetsPPE = Net Property Plant and Equipmemly T= Intangibles;INV= Inventory;LT D= Long term debtDTA=0

if deferred tax asset and 1 otherwisease Lease ObligationdExpROA: Expected return on plan asse®KT SEG: Marketable Securities.
Numbers presented are the group means of the individual fiyeeB meansM|E AN) measured over the period 1999-2001 and 10-year variance
(VARIANCB measured over the period 1992-2001. Values in parentlaesgsvalues for differences in means. Number of obsemsiioeach
subgroup given as 0:1 below the variable definition.
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Panel B: Percentiles of 3-Year Means and 10-Year Variances

MEAN VARIANCE
10% 25% 50% 75% 90% 10% 25% 50% 75% 90%
ACCTS REC 0 0.008 0.029 0.076 0.158 0.243®.000 0.000 0.001 0.003 o0.010
1 0.044 0.090 0.165 0.244 0.34D.000 0.001 0.002 0.007 0.017
DEPRECIATION 0 0.041 0.080 0.161 0.315 0.532.000 0.001 0.002 0.007 0.017
1 0.088 0.185 0.381 0.642 0.803%€.000 0.001 0.003 0.011 0.023
INTANGIBLES 0 0.000 0.000 0.000 0.023 0.10D.000 0.000 0.000 0.001 o0.006
1 0.003 0.036 0.119 0.257 0.422.000 0.000 0.003 0.011 0.031
INVENTORY 0 0.000 0.000 0.006 0.057 0.180.000 0.000 0.000 0.001 o0.004
1 0.043 0.097 0.171 0.277 0.3949.000 0.001 0.002 0.005 0.011
LEASES 0O 0.000 0.000 0.000 0.052 0.68®.000 0.000 0.000 0.017 0.200
1 0.000 0.000 0.000 0.107 0.713%.000 0.000 0.000 0.068 0.228
MKT SECURITIES| 0 0.025 0.070 0.262 0.577 0.813%.001 0.003 0.013 0.035 0.067
1 0.034 0.093 0.278 0.617 0.83®.001 0.004 0.014 0.038 0.071
PENSION 0 0.000 6.967 8.000 9.000 9.50@.000 0.000 0.000 0.125 0.443
1 8.000 8.500 9.000 9.500 10.00@.000 0.000 0.058 0.215 0.516
REVENUE REC 0 0.015 0.046 0.108 0.188 0.2840.000 0.000 0.001 0.002 0.007
1 0.028 0.071 0.149 0.235 0.333%.000 0.001 0.002 0.008 0.018
TAXES 0 0.000 0.000 0.000 0.009 0.04®.000 0.000 0.000 0.000 0.000
1 0.000 0.000 0.000 0.016 0.05®.000 0.000 0.000 0.000 0.001
This table examines the distribution of the variables (aefiim Panel A) linked to critical policies. Values in the ®lre the 10, 25, 50, 75, and

90th percentiles for the 3-year historical mean and 10-gistorical variance.



Table 5: Accrual Quality and CAP Disclosure Tests

Panel A: Receivable and Inventory Disclosures and Accrualify

NCAPS | Average Std.dev
sresid  sresid |[AWG| N

0 0.035 0.032 0.047 732

1 0.040 0.031 0.055 967

2 0.047 0.032 0.063 775
Diff 0-1 1-2 0-2

-0.005 -0.006 -0.011
(-3.05) (-4.25) (-6.74)

Panel B: Accrual Quality Quintiles and CAP Disclosures

Quintile | sresid |[AWG| %AR %INV AR+INV N

1 0.011 0.025 0.482 0.206 0.688 494

2 0.020 0.037 0.590 0.408 0.998 495

3 0.031 0.047 0.632 0.461 1.093 495

4 0.048 0.065 0.687 0.479 1.166 495

5 0.094 0.100 0.671 0.471 1.141 495
Diff 1-4 1-5 2-4 2-5

-0.477 -0.453 -0.168 -0.143
(-10.14) (-9.53) (-3.44) (-2.91)

This table links critical accounting disclosures to the Bmg-Dichev measure of accrual qual-
ity. The variablesresid takes the standard deviation of the residuals from a reigress the
changes in working capitab{v C) on lag, current and lead cash floldCAPS= 0 (NCAPS=1)
((NCAPS= 2)) if neither (one) ((both)) receivables and/or inventcritical; %AR and 4NV
are the percentage of firms disclosing as critical recedsbhd inventory, respectivelkR+ INV
sums these two percentages. Panel A ranks the firms on nurhbetical policies and compares
sresidacross the (three) groups. Panel B ranks the firms into testtased omsresidand com-
pares the number of critical policies across the groupdafistics for differences in group means
in parentheses.

a7



8v

Table 6: Subsequent Mean and Variances of Account Balances

Panel A: Low historical mean AND variance: No Disclosure Expected

CRIT RECEIVE DEPREC INTANG INVENT LEASES PENSION REVREC MISEC

aposT © 0.202 0288 0118  0.082  0.666 0.042 0.155 0.251
1 0.286 0281 0445 0472  0.708 0.573 0.248 0.213
p-value (0.00)  (0.88)  (0.00)  (0.00)  (0.10) (0.00) (0.00)  0@).

Panel B: High historical mean AND variance: Disclosure Expected

CRIT RECEIVE DEPREC INTANG INVENT LEASES PENSION REVREC MISEC

1posT © 0.279 0351  0.820 0201  0.388 0.523 0.344 0.477
1 0.311 0299 0340  0.092  0.330 0.353 0.296 0.500
p-value (0.35)  (0.15)  (0.00)  (0.00)  (0.04) (0.05) (0.17)  4@).

This table presents results on thgure mean and variance of account balances for firms across CAfRslises.
Panel A is the subsample of firms wiloth meanand variance in the pre-disclosure period in the bottom halfhef t
distribution or membership in an industry in which disclasis common (5 industries with highest percentage of firms
disclosing).BPOST= 1 if subsequent (post-disclosure) mearvariance in the top half, otherwiPOST= 0. Panel

B is the subsample of firms withoth meanand variance in the pre-disclosure period in the top half of thstridbution

or membership in an industry in which disclosure is uncomii@andustries with lowest percentage of firms disclosing).
TPOST= 1 if subsequent (post-disclosure) meanvariance in the bottom half, otherwiSePOST= 0. Values in
parentheses provigevalues on difference in means.



Table 7: Probit Analysis of CAPs for Voluntary Disclosure@rs

Panel A: CAPsWith Traceable Financial Statement Accounts

RECEIVE DEPREC INTANG INVENT LEASES

PROBLIT  1.72 -0.34 2.87 2.12 3.14
(0.00) (0.60) (0.00) (0.00) (0.00)
FINAVG  0.69 0.08 0.49 0.71 0.16
(0.00) (0.75) (0.05) (0.01) (0.65)
X2 21.74" 0.33 29.67 22.25  25.20%*
MKTSEC PENSION REVREC  TAXES
PROBLIT  3.26 -0.33 3.90 1.72
(0.00) (0.85) (0.00) (0.00)
FINAVG  0.22 0.49 0.59 0.38
(0.36) (0.21) (0.01) (0.07)
X2 31.36" 1.59 54,07 15.98*

Panel B: CAPsWithout Traceable Financial Statement Accounts

CONTING WARRANT RESTRUCT RETREB IMPAIR

PROBLIT  1.50 2.19 4.59 2.52 2.04
(0.01) (0.00) (0.00) (0.00) (0.00)
FINAVG  0.19 -0.10 0.52 0.25 0.66
(0.37) (0.75) (0.28) (0.43) (0.00)
X2 10.46%  12.28™ 63.26" 17.97*  30.12*

Variable definitionsCAR , = 0 if firm i does not disclose poliayas critical andCAR , = 1 if firm

i discloses policyn as critical; PROBLIT is firm i's estimated litigation probabilityFINAV G is

firm i's financing activity over the period 2003-2005. The unrégabcoefficients on industry and
control variableHM, HV, FM andFV (historical and future means and variances) are consistent
with earlier findings. Numbers in parenthesesmkaluesfor significance of coefficients(?-values
represent the joint significance BROBLITandFINAV G, *** denotes significance at the 0.01 level.



Table 8: Disclosure Decisions and Account Covariances

Panel A: Regression @ARINV onCOV and controls

MODEL 1l1a: All firms | MODEL 1b: All firms | MODEL 2: COVAR< 0
(N=3688) (N=1355) (N=422)
Variable Coeff p-value | Coeff p-value Coeff p-value
cov 17.97 0.01 | 27.97 0.03 83.43 0.02
HMAR 0.58 0.23 2.32 0.02 3.81 0.05
HMINV -0.01 0.99 1.79 0.11 3.40 0.12
HVAR 4.94 0.10 0.11 0.99 27.30 0.04
HVINV 4.58 0.14 3.47 0.66 4.91 0.76
FMAR -0.39 0.44 -2.00 0.06 -3.63 0.08
FMINV 1.24 0.04 -0.88 0.46 -2.19 0.32
FVAR -1.93 0.57 9.44 0.35 1.46 0.92
FVINV -0.99 0.83 -7.81 0.64 0.40 0.99
PROBLIT 2.19 0.00 2.83 0.05
FINAVG 0.45 0.10 0.46 0.37
INSTIT 0.00 0.25 0.00 0.61
AF -0.03 0.00 -0.05 0.00
BUSSEG -0.05 0.05 0.01 0.90
GEOGSEG 0.02 0.48 -0.04 0.34

Panel B:COV by Critical Policies

SUM cov Difference T-stat p-value
0 -1.57E-04 0-1 -3.32 0.00
1 4.49E-04 0-2 -8.96 0.00
2 1.49E-03 1-2 -6.30 0.00

This table presents the results of a logistic model of CAEBId&ure on the covariance between accounts (and
other controls)DARINV = 1 if either accounts receivable or inventory are critical aero otherwiseCOV

is the covariance between Accounts Receivable and Inventar the period 1993-200HMAR (FMAR)
andHMINV (FMINV) are the historical (future) mean of Accounts Receivablklamentory, respectively;
HVAR(FVAR andHVINV (FVINV) are the historical (future) variance of Accounts Recdiwand In-
ventory, respectivelyPROBLIT is the ex antelitigation probability; FINAV G is the number of years the
firm seeks financing in the post-disclosulSTIT is the percentage of institutional holdingBSE Gand
NGSE Gare the number of business and geographic segmahtss the number of analysts following the
firm. SUM= RECEIV E+ INVENTwhereSUM= 2 if both receivables and inventory are critical)y M= 1

if either but not both is critical an8UM= 0 if neither is critical.



Table 9: Predictive Model of Number of Critical AccountinglRies

Variable Model1 Model 2
MVE 0.477** 0.261**
BTM 0.446"* 0.113
ROE -0.034** -0.085
NEGE -0.446* 0.091
PROBLIT 3.921**
INSTIT 0.002
AF -0.036*
BUSSEG 0.220*
GEOGSEG 0.159*
ACCQUAL -0.033
RS -1.792
RS/Size 0.010
Adj. R? 88.69%  90.78%

This table estimates a predictive model of critical accmgnpolicies. MV E is the natural logarithm of the
market value of common equity (calculated as share pricadlfiyear end divided by shares outstanding);
BT Mis the book value of equity divided by the market value of §qiROEis the return on equityfNNEGEPS

is the average number of times the firm has negative earningjsei pre-regulation period (1986-2000);
PROBLIT is the estimated litigation probabilityNSTIT is the percent of the firm held by institutional
investors;AF is the average number of analysts’ following the firm in 20BWU,SSEGandGEOGSE Gare
the number of business and geographic segmex@§;QUAL s the Dechow-Dichev measure of accrual
quality, measured over the period 1986-20R8andRS Sizeare the total number of risk related words (risk
sentiment), and the number of risk related words scaled bydize, for the 2000 10-K filing.



Table 10: Earnings and Book Value Multiples: Pre- and PogelDsure

MODEL 1: Py = o + B1EPS + P2BVi + BsGROW T H

LOW NO HIGH Diff in Diff

PRE POST| PRE POST| PRE POST| LOW-NO NO-HIGH

EPS 360 436| 3.48 387 319 295 0.37 0.63
(0.00) (0.00)| (0.00) (0.00)| (0.00) (0.00)]  (0.13) (0.00)

BV 079 086/ 0.80 1.03 0.87 1.20 -0.16 -0.11
(0.00) (0.00)| (0.00) (0.00)| (0.00) (0.00)]  (0.00) (0.02)

ASales 214 1.33] 261 197 312 1.07 -0.16 1.40
(0.00) (0.00)| (0.00) (0.00)| (0.00) (0.01)]  (0.76) (0.02)

Firm/year obs 3845 2475 6621 4273| 3927 2515

MODEL 2: By = a + bjOPING; + bpNOPING; + bsCURAS$+ bsLTASS + bsCURLIAB; + bgLT LIAB; + b;GROWTH

LOW NO HIGH Diff in Diff

PRE POST| PRE POST| PRE POST| LOW-NO NO-HIGH

OPINC 3.86 431| 356 4.75 369 4.78 -0.75 0.11
(0.00) (0.00)| (0.00) (0.00)| (0.00) (0.00)]  (0.00) (0.68)

NOPINC 023 054/ 070 049 1.15 0.29 0.51 0.65
(0.24) (0.02)| (0.00) (0.00)| (0.00) (0.09)]  (0.16) (0.00)

CURASS 057 074/ 073 080 0.83 0.92 -0.10 0.03
(0.00) (0.00)| (0.00) (0.00)| (0.00) (0.00)]  (0.20) (0.68)

LTASS 0.85 0.81| 094 097 090 0.97 0.08 0.04
(0.00) (0.00)| (0.00) (0.00)| (0.00) (0.00)]  (0.44) (0.10)

CURLIAB -0.76 -0.69| -0.86 -0.89| -0.92 -1.14 -0.09 -0.19
(0.00) (0.00)| (0.00) (0.00)| (0.00) (0.00)]  (0.30) (0.59)

LTLIAB -1.09 -0.95| -1.12 -1.15] -1.01 -1.10 -0.17 -0.06
(0.00) (0.00)| (0.00) (0.00)| (0.00) (0.00)]  (0.09) (0.48)

ASales 216 1.69| 2.74 193 368 1.10 0.34 1.76
(0.00) (0.00)| (0.00) (0.00)| (0.00) (0.01)]  (0.53) (0.00)

This table presents the estimates of an OLS stacked regnesgith coefficients varying across perioasd surprise. Pre-disclosure period
is 1996-2000; post disclosure period is 2003-2068GH (LOW)[NQ] are firms with 2 more (2 fewer) [within 1] CAP(s) of the predidt
amount determined by Equation BPSis earnings per share excluding extraordinary ite@®BJNC is per share operating incomdOPINC

is non-operating income &PS— OPINC, BV is common equity per shar€URASSCURLIAB) andLTASSLTLIAB) disaggregate assets
(liabilities) into their current and non-current portioROW T His measured as the percentage change in sales. Overall RogeB4.68%
(aggregated) an@? = 84.67% (disaggregated). Values in parenthesepatdues for significance.



Table 11: Incremental Information: Reactions around 10HKd Dates

MODEL : R™P = o+ B1SIGNRFA) + B2|REA+  B3ARS+ B4AF +BsINSTIT

Variables
Num Obs.

HIGH
NO
LOW

SIGN(REA) 4 6H
SIGN(REA)no
SIGN(REA) Low

IREA HiGH
|REA|NO
|REA|LOW
ARS4iGH
ARSvO
ARS ow
AR4iGH
ARo

AR ow
INSTITHiGH
INSTITNo
INSTIT ow

p-value: B1CH = pN©

Predicted SighMODEL1 MODEL 2 MODEL 3

2365

0.059
-0.114
-0.203***

- -0.122
? 0.080
+ 0.240***

-0.036
0.005
-0.008

0.05
1.64%

1855

0.059

-0.237***

-0.177*

-0.117
0.144*
0.279***

-0.025
-0.017
-0.003
0.106
0.291***
-0.139
-0.013
0.019***
-0.016**

0.06
2.35%

1348

0.168
-0.159
-0.075

-0.09
0.199**
0.271**

-0.041
-0.012
0.014
0.112
0.383***
-0.280**
-0.018*
0.017**
-0.014
-0.000
-0.002
-0.002

0.09
3.11%

This table examines whether CAP surprises, garnered onGHe flling date, alters the initial
reaction to earnings news (measured on the earnings argroent date). We estimate a stacked
regression allowing coefficients to vary across three $£8€CAP surpriseH|GH (LOW) surprise

is defined as having at least 1 more (fewer) critical poli@ntiexpected (using the model given in
equation 3). A firm is classified as havitNQO surprise if the number of critical policies is within
one of the predicted numbeR™P(REA) measures three day returns around the filing (earnings
announcement) dat&yRSis the change in risk sentimen&F is the analyst following in 2001;
INSTIT is the percentage of the firm held by5i§stitutional investdrs, ™ * denote significance at
the 0.01, 0.05, and 0.10 levels respectively.



Figure 1: Critical Policies and Voluntary Disclosure Theer
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Figure 2: Estimation Periods and Valuation Multiples

Critical accounting
policy disclosure
regulation

Pre-disclosure period
(te{1996-2000});

Reliability unknown

Post-disclosure period
(te{2003-2006});

Reliability known

P, = a+p, EPS, +/:BV, +; GROWTH

where the coefficients vary across disclosure period i fpre, post} and
JjE{more than expected, fewer than expected, as expected)
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Table 12: Probit Estimation d&x AnteLitigation Risk (N = 2702

Pr(Litigation; = 1) = G(a + 1MV E + 2Beta + BsReturn+
BaSkewness BsTurnover + BeLeverage+ B7Financing)

Coefficient Estimates p-value
Intercept -3.1906 (0.00)
MV E 3.47E-08 (0.00)
Beta 0.2857 (0.00)
Return 0.0401 (0.65)
Skewness 0.1237 (0.05)
Turnover 1.0751 (0.00)
Leverage 0.0179 (0.75)
Financing 0.6071 (0.01)

Variable definitionsLitigation=1 if the Securities Class Action Clearinghouse listed tima fis a defendant

in a class action lawsuit in either 2001 or 2002 and zero otiser The model is estimated with 187 “sued”
firms and 2570 firms that were not involved in a sl E is the market value of equity, determined on the
first day of 2001 Betais the slope coefficient from a model regressing daily rezuom the equal weighted
market index in the calendar year 20@kewnesss the skewness of daily raw returns in calendar year
2001, Turnoveris [1— (1— Turn)?>3 whereTurnis the average of daily trading volume divided by shares
outstanding and 252 is the number of trading days in 20@Yerageis measured as Debt/Equity at the
beginning of 2001, an&inancingis a dummy variable equal to 1 if the firm issued debt or equit®001-
2002.
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Table 13: Disclosure Key Words and Classifications

Allocation across Bundle
Contracts with multiple elements
Purchase price allocation

Compensation
Employee stock options
Executive compensation
Stock based compensation
Variable compensation

Consolidation
Consolidation

Contingencies
Claims
Commitments
Contingencies
Contingent Liabilities
Environmental
Environmental Reserves
Estimates from counsel
Legal Contingencies
Legal proceedings
Litigation
Litigation contingencies

Contracts
Contractual agreements
Contractual commitments
Financial guarantees

Deferred Taxes
Deferred Tax Assets
Deferred Tax Liabilities
Deferred Taxes
Income Taxes
Tax Valuation Allowances

Depreciation
Amortization
Depletion
Depreciable Lives of Plant and Equipme
Depreciation
Valuation of long-lived assets

Fresh Start Accounting
Fresh start accounting
Fresh start reporting

Hedging
Accounting for Derivative Instruments
Derivative instruments
Hedging Activities
Interest rate swap
Risk Management Activities
Impairment
Asset Impairment
Asset Impairment Determinations
Asset Impairments
Impairment of Assets
Long-Lived Asset Impairments
Recoverability of long-lived assets
Intangible Assets
Brand names
Goodwill
Impairment of goodwill
Intangible Assets
Recoverability of goodwill
Trade names
Trademarks
Valuation of Intangible Assets
Inventory
Inventories
Inventory
Inventory Costing
Inventory Obsolescence
Inventory Reserve
Inventory Valuation
Obsolete Inventory
Surplus inventory
Investments
Fair Value Accounting
Forward
Futures contracts
Marketable securities
Spot
Valuation of positions
Leases
Equipment on or Available for Lease
Lease
lease operating expenses

Valuation of Purchased Leases and Contracts



Disclosure Key Words and Classifications, Continued

Long term revenue contracts
Installment
Percentage of Completion

Loss Reserves
Allowance for credit losses
Allowance for loan losses
Loss adjustment expenses
Reserves for losses

0O&G Accounting
Full Cost
Oil and Gas Reserve Estimate
Successful Efforts

Post Retirement/Pension
Accrued pension cost
Employee benefit plans
Pension
Pension and Post-Employment Bene]
Pension costs
Post Retirement
Post-Employment
Post-Retirement

Rebates
Cash rebates
Promotional allowance
Sales Rebates

Receivables
Accounts receivable
Allowance For Collection Losses
Allowance for Doubtful Accounts
Allowance for Receivables
Allowance for Uncollectible Accounts
Bad Debt
Bad Debt Expense
Bad Debt Risk
Collectibility

Regulation

Rate regulation

Regulatory accounting
Restructuring

Restructuring Allowance

Restructuring Charges
Retirement

Asset retirement obligations
Returns

Allowance for returns

Returns and Allowances

Revenue Reserves

Sales Returns
Revenue Recognition

Revenue

Revenue Recognition

tSoftware

Capitalized software development costs

Software development costs
SPE, VIE

Special purpose entity

Variable interest entity
Warranties

Product Warranty

Product Warranty Reserves

Warranties

Warranty Cost

Pool of receivables
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