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Bikki Jaggi

This dissertation proposes and examines tlessarch questions on quarterly
earnings guidance on its discontinuity and revilraparticular, it examines the impact of
corporate governance on a firm’s decision to stogrigrly earnings guidance, the impact
of its discontinuity on a firm’s investment decisg) and why a firm restarts providing
guarterly earnings guidance. Corporate governaneeasured by board independence,
institutional ownership, types of institutional ogrship and CEOs compensation. A
firm’s long term investments are measured by chpitd Research and Development (R
& D) expenditure. Theories of firm performance &anings expectation management

are used to explain a firm’s decision to restart.

Using an industry-year-quarter matched sampléd0 firms (the STOPPERS and
the MAINTAINERS) from 2001 to 2006, this study fimthat a firm is more likely to
stop quarterly earnings guidance when its boandoe independent, institution
ownership is lower, the dedicate institution owhgrss higher and the level of cash
proportion of CEOs compensation is higher. It disds a firm is more likely to stop
when both past and expected future earnings peaioces are poorer or more difficult to

predict or the management is more optimistic aydtion risk is lower.



Second, this study finds that the STOPPERS hagleer levels of capital
expenditure and R & D expenditure in the subsequgears following the stop event
(one and two years). The change levels of the SER®are higher than that of the
MAINTAINERS. It implies that the quarterly earningsidance has adverse impact on

firm’s long term investments.

Third, using an industry-year-quarter matchease of 342 firms (the
RESUMERS and the NONRESUMERS) from 2004 to 2008pds that a firm is more
likely to restart when its earnings and marketmretmprove, or when the prevailing
market expectations are higher to beat/meet. litiadgdit finds that the R & D
expenditure of the RESUMERS are higher than thth@NONRESUMERS in the three
years before the restart event, which implies tih@tRESUMERS increase R & D and

capital expenditure after the stoppage, and imptiogdirm performance.
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CHAPTER 1 INTRODUCTION

|. DEFINITION OF EARNINGS GUIDANCE

Earnings guidance (forecds@lso known as "forward-looking statements", reter
the comments management gives about what it expgeadsmpany will do in the future.
King, et al. [1990] defined management earningedasts as voluntary managerial
disclosures predicting earnings prior to the exgebceporting date. It started in early
1970s when SEC permitted the inclusion of forwaiking disclosure in the financial
reports and gained its popularity after the passégjee Safe Harbor Act in 1979. In
1996 the Private Securities Litigation Reform ARS(RA) extended this act so that
firms cannot be easily sued for forecasts thatatamaterialize. In 2000, Regulation Fair
Disclosure prohibited selective disclosures andired firms to disclose information at
the same time with an equal access. Afterwardsageneal earnings guidance becomes

the only channel that a firm can communicate ifseexation of future performance to the

! The term earnings guidance is often used synonyiyaelith earnings forecasts. Alternatively, Miller
(2002) argues that earnings guidance representangger-provided information that guides outsidters
their assessment of a firm’s future earnings, loitictly and indirectly. Thus, earnings guidancemhi
include, but need not be limited to, earnings fasts. For instance, a firm’s comments on its propin
a new product market might be construed as indeantings guidance. All references to earningsandd
in this paper refer to earnings forecasts onlyhéligh earnings forecasts are commonly issued well i
advance of quarterly and annual earnings reletfismgare sometimes provided after the accountimigge
has ended but before the earnings are announcede Téiter forecasts are typically referred toaamiags
preannouncements. When management forecasts mdiglastantial shortfall from expected earningsy the
are commonly termed earnings warnings (Kaszniklawd[1995]). Even though preannouncements are
technically earnings forecasts, most of the litmatreats them as early earnings announcemehts rat
than late earnings forecasts. This study sepagatesngs preannouncements from earnings forecast.
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investors in publié. Later on, Sarbanes-Oxley Act in 2002 put sevegalleonsequence

on the management for their forecasts, leadingreverse trend of popularity.

As voluntary managerial disclosures, managemeniregs forecasts are generally
considered by investors as inside information Witther accuracy compared to the
forecasts from security analysts or time-seriesetsodPrior literature has well
documented many benefits, such as to reduce infmmasymmetry between the
management and the outsiders , thus reduce coapdhl (Botosan [I1997] and Healy,
Hutton, and Palepu [1998]), to preempt litigati@mcerns (Skinner [1990], Skinner
[1994], Kasznik and Lev[2000]), to establish oealinarket earnings expectations
(Ajinkya and Gift [1984], King and Pownall, [199@hd Waymire [1995], a term of
“expectation management”), or as a contracting toaignal the management’s abilities
to anticipate and cope with uncertainties, or taldsh and maintain a reputation for the
management for a transparent and accurate repdeimgvior. Costs of earnings
guidance are also identified in the prior literatuncluding litigation cost (Skinner [1994,
1997] and Trueman [1997]), proprietary cost (Hayed Lundholm [1996] and Piotroski
[1999a]) and management myopia cost (Bhojraj abty.{2005] and Cheng,

Subramanyam and Zhang [2005]).

Among listed costs of managerial earnings guidatmsemanagement myopia cost
is of special importance for quarterly earningdguice to understand a recent corporate
trend as discontinuing quarterly earnings guidatezkby high profile firms such as

Coca-cola, McDonalds, AT & T, GE and others. Masfporations stated that

2 Internationally, some countries, such as Japarlaidrequire firms to provide quarterly earnings
guidance to investors and other interested pattiesther countries, such as France and Canadaingar
guidance is voluntary disclosures, similar to USitntional environment.
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“managerial myopia” or “managerial short-termiss’the main concern for them to stop

guarterly earnings guidance. Managerial myopiaefndd by Michael Porter as
“sacrificing the long-term development to fulfiie short-term goals.” Both the corporate
world and some investors argue that frequent guparnings guidance encourages
investors and analysts to emphasize meeting short-¢arnings targets which fosters
myopic managerial behavior that is detrimentaitm$’ long-term growth and value
creation® The unintended consequence of quarterly earninigiagce as managerial
myopia has been supported by empirical studies asi@hojraj and Libby [2005] and
Cheng, Subramanyam and Zhang [2005]. In particBlaojraj and Libby [2005]
examined the effect of mandatory disclosure frequ&m managerial myopia in an
experimental setting and found individual corporaemnagers did sacrifice the long-term
high earnings projects to fulfill the short-ternr@ags goals. Furthermore, Cheng et al
study [2005] compared the long-term investmentgpast between frequent forecasters
and infrequent forecasters and found that earrgngtance has the adverse impact on
corporations’ capital expenditure and R& D expeaumait which in turn, leads to the long
term poorer performance (3 years’ ROA growth ratdyequent-forecast-firms than
occasional guiders. However, a competing view asftpmance argument” emerges

against the managerial myopia argument for expigithe discontinuity of quarterly

% The logic of quarterly earnings guidance and mariagmyopia is as follows: quarterly earnings
guidance leads to a short-term mentality for batmganies and investors, thereby shifting the fdous

the firm’s fundamentals to bottom-line earningsr{fe [2005]). Once expectations are managed through
earnings guidance, companies are under intenssupes® meet their earnings forecasts for two measo
First, earnings guidance induces investors to placenuch emphasis on meeting or beating earnings
targets, resulting in extreme price drops whendifail to meet targets (Skinner and Sloan [2002¢cond,
managers may face loss of reputation and crediliilthey are unable to deliver on their forecg&saham
et al. [2005]). The pressure to meet short-termiags targets in turn precipitates actions thatrdgs
long-term shareholder value, such as reduction8ib Bpending or cancellation of marketing campaigns,
when the firm is otherwise in danger of not beibtpao meet its forecast. Fuller and Jensen [2@éQ)e
that this “earnings game” even disrupts budgetimgj@anning processes in organizations.
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earnings guidance. This view suggests that there@abn for corporations to stop is due

to poor performance. In other words, if the firmulbhave performed better, they would
never have stopped quarterly earnings guidancs.viéw is supported by academic
researchers such as Chen, Matsumoto and Rajgd}j#a][and Houston, Lev and
Tuckers [20071.

Is guidance superfluous, an unneeded metric offready overloaded financial
landscape or its elimination is another step iqtaqueness and a lack of transparency --
just an extension of the clouded climate thatjgart responsible for the financial crisis in
the first place? The empirical question remainstiwiethe action of stopping quarterly
earnings guidance should be viewed as improvingras value by creating long-term
strategy or as deteriorating a firm’s informatiavieonment by less transparency caused
by poor performance. Despite numerous studiesactkat quarterly earnings guidance,
whether starting or discontinuing quarterly earsiggidance, most of them concentrate
on the association between earnings guidance emg&rformance, while little evidence
is gathered to examine the association betweennngarguidance and corporate

governance with the exception of Sengupta [200#thké&a, Bhojaj and Sengupat [2005],

* In particular, Chen et al's study (2005) shows théirm that public announces discontinuing quidyte
earnings guidance has poorer market performanceetife stop event and the market reacts the stop
event in a negative way. Specifically, they foundaaerage negative 4.8% three-day return around the
announcement to stop guidance and this reactiassigciated with poor future performance. After the
elimination of guidance, stock prices lead earniegs but there is no change in overall stock retur
volatility or analyst following. However, analysirecast dispersion increases and forecast accuracy
decreases following firm’s decision to stop guididgspite increased disclosures made in earniregs pr
releases. In addition, Houston et al’s study comgbdine performance of two groups: firms maintaining
quarterly earnings guidance (MAINTAINERS) and firstepping this practice (STOPPERS) and found
that STOPPERS have poorer earnings performancenarket performance than MAINTAINERS.
Furthermore, in terms of long-term investment, Honst al found that R&D Expenditure (expensed for
current period) is reduced after the stoppage ects push up the short term performance.



Karamanou and Vefeas [2005], and Chan, Faff, MahdrRamsay [200%7] These four
papers examined the association between corpavatgrgance and earnings forecasts
and found that stronger corporate governance festerings guidance practice, measured
by the tendency to provide earnings guidancerétgufency, its accuracy and Bias
Despite its merits, these studies did not spedifiestablish the association between
corporate governance and quarterly earnings gugamd used the firms before 2000
when Regulation Fair Disclosure was passed and lesfeme 2002 when Sarbanes-Oxley
Act was in effect. Furthermore, their studies dad control for the potential unintended
consequence of managerial myopia. Due to limitatiartheir studies, the association
between corporate governance and quarterly earguigsnce is still an unsolved puzzle,
especially in the recent trend that more corponatgtopped quarterly earnings guidance.
Therefore, this study aims to bridge the gap opomate governance and quarterly

earnings guidance under the light of managerialpiayarhen a firm discontinues

® A huge amount of previous research, such as Magpeoal (1983), Hermalin and Weishbach (1991),
Mehran (1995), Lin (1996), Cotter, Shivdasnai, Zedner (1997), Weisbach (1988), Klein(1998), and
Bhagat and Black (2000)) concentrates on the catpg@overnance and firm performance, and find that
strong corporate governance, represented by bodegphéndence, small board size, splitting of CEQitgua
higher institutional ownership, and higher equiggbd CEO compensation is positively associated with
firm performance.

6 Ajinkya, Bhojaj and Sengupta (2004) find that firmih more outside directors are more likely to
release their quarterly earnings figures earlyamedinclined to forecast more frequently. In addititheir
forecasts tend to be more specific, accurate asddptimistically biased. Their results are rollasthange
specification, Granger causality and simultaneausgon analyses. Karamanou and Vefeas (2005) also
find that board independence is positively assediatith earnings forecast practices. In firms widher
proportion of outside board, managers are moréyliikkemake or update earnings forecast and their
forecast is less likely to be precise, more aceuaad it elicits a more favorable market respo@éan,

Faff, Mather and Ramsay (2007) examined the imphictdependent director reputation on charactessti
of management forecasts. Their study extends tirature by refining the previously used proxy for
director independence and by distinguishing betweatine and non-routine forecasts and find a
significant positive relationship between the likebd and frequency of firms issuing management
earnings forecasts and the measures of audit coemiitdependence and independent director repatatio
but not board independence.
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guarterly earnings guidance by examining this aatioa between corporate governance

and the decision to stop.

Following the managerial argument proposed hgjij and Libby [2005] and
Cheng, Subramanyam and Zhang [2005], this studyexdamines the following question:
what's the impact of quarterly earnings guidanseaintinuity on firm’s long-term
investment? Although Cheng et al [2005] found thequent-forecast-firms invest less
on corporations’ capital expenditure and R& D expeme than occasional guiders, they
did not separate firms that originally forecastestjtiently but later discontinued their
forecasts. Therefore, this study uses STOPPERSIagjae sample to investigate
whether the capital and R & D expenditures areiledise post-stoppage period than in

the prior-stoppage period.

Interestingly, among corporations that discontingedrterly earnings guidance,
some restarted quarterly earnings guidance afiegls@ience in several years, according
to the study by Houston et al. [2007]. Why firmtegsagain? Following the performance
argument proposed by Chen, Matsumoto and Rajg@pal7] and Houston, Lev and
Tuckers [2007], is it because of the improved pentmce? Or following the
expectations management argument from Ajinkya aiftq{I884], is it due to the
pressure from the analysts and investor on tha-$&ion performance of a firm or even
due to the whole US capital system? This study @xaesrthe association between firm
performance, expectations management and a fireTsidn to restart quarterly earnings

guidance.



II.RESEARCH QUESTION AND MAIN FINDINGS

This paper proposes and examines two reseaestigns on quarterly earnings
guidance. The first research question relatesastip event and the second is on restart
event. In particular, the first research questisksawhat’s the role of corporate
governance in the stop decision? Following the gtpsion, what’s the impact of this
discontinuity on Research and Development and aldpikpenditure? The second

research question is why they restart this praetitey becoming silent.

For the first research question, | examine the@sson between board
independence, institution ownership, CEO compeoisand the decision to stop
guarterly earnings guidance. Both the performamngament (Chen, Matsumoto and
Rajgopal [2007] and Houston, Lev and Tuckers [2D@iH managerial myopia argument
(Cheng, Subramanyam and Zhang [2005]) providereiffepredictions on this
association. In particular, if the board and insintn investors weight more on
transparency than on a firm’s long-term developmamiegative association between
strong corporate governance and the probabilista should be found. On the contrary,
if the board and institution investors weight morea firm’s long-term development
over its transparency, a positive association shbalfound. Furthermore, Bushee [1998
and 2000] suggests heterogeneity among institutiestors and classifies them into
transient institution investors, quasi-index ingtdn investors and dedicated institution
investors. Due to their differences in informatmmeference and holding sensitivity on
the information environment, a potential link opég of institutions investors and the
stop decision should be observed. In additionntaaagerial incentives and stock

compensation argument (Miller and Piotroski [2080¢1 Nagar [2003]) suggests that



managers issue forecasts for reasons that arestamtsivith their own self-interests or
incentives instead of shareholders’ interestsahtiqular, Gong, Feng and Li [2007] find
a significant reduction in cash bonuses for CEOsmihey issue optimistic earnings
forecasts, and the magnitude of bonus reductioeases with the extent of optimism in
management earnings forecasts. Their study indi¢htd CEOs compensation on cash
and cash bonus has a negative impact on a firmésést behavior. In addition, Miller
and Piotroski [2000]'s empirical study shows th&d3 with a higher level of the stock
options with respect to total shares outstandiegwore likely to forecast. Nagar, Nanda
and Wysoski [2003] argues that managers with gréatels of equity-based
compensation issue more frequent forecasts(mebstiighe annual and quarterly
forecast of earnings, sales and other qualitatif@mation and the AIMR ratings for
disclosure) to avoid equity mispricing that couttversely impact their wealth. Therefore,
a potential link should be observed between CEOpamsation character and a firm’'s

decision to stop quarterly earnings guidance.

Using an industry-year-quarter matched sampl&a0 firms (the STOPPERS and
MAINTAINERS) from 2001 to 2006, | find that a firis more likely to stop quarterly
earnings guidance when its board is more indepénuhestitution ownership is lower, the
dedicated institution ownership is higher and thesl of cash proportion of CEOs
compensation is higher compared to a firm that edo¢stop. In addition, | also find a
firm is more likely to stop when both past and fetexpected earnings performance are
poorer or more difficult to predict. Furthermordind that a firm is more likely to stop

when the management is over optimistic and whegatibn risk is low.
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Second, this study examines the impact of gugréarnings guidance discontinuity

on a firm’s capital expenditure and R&D expenditang finds that STOPPERS have
higher levels of capital expenditure and R & D engliture in the subsequence years
following the stop event. This evidence suggesis dione to the unintended consequence
of quarterly earnings guidance as managerial mydipnas that stop quarterly earnings

guidance do increase the long-term investment.

Third, using an industry-year-quarter matchease of 342 firms (the
RESUMERS and NONRESUMERS) from 2004 to 2008, | timat compared to the
nonrestarting firms, it finds that a firm is moileely to restart when its past and future
expected earnings and market return become highamhen the prevailing market
expectations is higher to beat/meet or when theimgs are less difficult to predict. In
addition, it finds that the R & D expenditure oEtRESUMERS are higher than that of
the NONRESUMERS in the three years before the testant, which implies that the
RESUMERS increase R & D and capital expenditurerdfte stoppage, and improve the

firm performance.

The robustness analysis also supports the fimgiimgs. It first examines whether
SWITCHERS (18 firms that stopped quarterly earniggislance and switched to annual
earnings forecast) will change the results and tivad results are robust. Second, it
examines whether the Sarbanes-Oxley Acts has gogdnon the discontinuity of
guarterly earnings forecast by designing two sulngsofirms before SOX Act as one
subgroup and firms post SOX Act as another subgamaifinds that results are more
significant in the post-SOX Act period. Third, cadering the market condition between

2004-2006 and 2007-2008, | also test the year itmpaa firm’s decision to restart and
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separate RESUMERS into two groups, one group tdstaiween 2004 and 2006 and the

other restart between 2007 and 2008. The reswis gt a firm’s decision to restart is

more sensitive in period of 2004 to 2006.

1. RESEARCH CONTRIBUTION

This study contributes to the prior literatuneough the following aspects:

First, this study is the first study to examihe role of board independence,
institution ownership, types of institution invet@nd CEOs compensation in a firm’s
decision to stop quarterly earnings guidance. phanomenon of quarterly earnings
discontinuity is very timely, controversial and iarpant given the declining U.S.
economy in 2008, especially when more and moresfiiguch as GE) announced to stop
guarterly earnings guidance and when an increasirggeness of the costs of quarterly
earnings guidance emerges in the public, advodategveral leading institutions such
as Aspen Institute and the Committee of Economiel@ment, and Department of
Commerce. Therefore, this study provides timelglence of understanding this trend

and suggests implications for policyholders anapthterested parties.

Second, this study also contributes to the aateagovernance literature by studying
the role of board structure, ownership charactessand CEO compensation in
mitigating the corporate disclosure agent problémhe. effect of corporate governance
on this disclosure agency problem is not extengigglmined in the literature even
though the effect of corporate governance is exacin several other issues. As
mentioned above, several studies (Ajinkya, Bharaj Sengupta [2004], Nagar, Nanda

and Wysoski [2003]) have examined this associatiomever, most of them use data
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prior Regulation FD and use different measuresautla specific research design on

guarterly earnings guidance. In particular, thislgtprovides additional evidence of
managerial myopia on quarterly earnings guidansgjaeffect of the separation of the
duty for the management and the principle. As altegthis study is the first study to
examine the association between the outside digdtestitutional ownership and CEOs

compensation and the stop decision of quarterlyiegs guidance.

Moreover, this study also extends the literaturdistlosure, especially on the
association between firm disclosure and firm penfamce, between disclosure and
expectations management, between disclosure andgaarent reputation and between

disclosure and litigation risk.

In addition, this study bridges the literatofdirm investment decision and
voluntary disclosure. Previous studies such as §Heabramanyam and Zhang [2005]
and others have found that disclosure might haverad impact on a firm’s investment
due to the pressure from the analysts and inveatoshiort-term focus, especially on a
firm’s capital and R & D expenditure. This studppides additional evidence as to
examine the impact of quarterly earnings guidanseodtinuity on a firm’s decision to
invest and finds that a firm’s disclosure policy thave a negative impact on its
investment policy. However, this link is valid orflyr quarterly earnings guidance with a

short-term focus.

Furthermore, it is also the first study to exaarthe motivations for the management
to restart quarterly earnings guidance. Thus ividies a more comprehensive picture

through the comparison on both stopping and réstadecisions. Performance argument
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is used to explain the restart event and the foglare consistent with the previous

theory that a firm with good news is more likelyftmecast. In addition, this study also
examines the theory of “expectation adjustmentppsed by Ajinkya and Gift [1986]'’s,
and finds that the management tends to use earfurggsast to adjust the market
expectations by releasing timely information of edy earnings guidance when a firm

restarts quarterly earnings guidance.

V. CHAPTER ORGANIZATION

The remainder of the thesis is structured as fald@hapter 2 presents background
of quarterly earnings guidance and relevant litesteview of earnings guidance and
corporate governance. Chapter 3 discusses thelisgstdevelopment. Chapter 4
presents model specification and sample seledibapter 5 describes data selection and
research results. Chapter 6 concludes the maiy,dbydresenting the research

implication, limitation and further research oppmities.



13

CHAPTER 2BACKGROUND AND LITERATURE REVIEW

King, et al. [1990] defined management earnflogscasts as voluntary managerial
disclosures predicting earnings prior to the exga:ceporting date. Miller [2002] argues
that earnings guidance represents any managerdacbunformation that guides
outsiders in their assessment of a firm’s futumaiegs, both directly and indirectly.

Thus, earnings guidance might include, but needadimited to, earnings forecasts.

Understand the regulatory forces throughout thehian provide a detail
illustration of how earnings guidance has evolved facilitate a comprehensive
understanding of its related literature. Five figant changes in the U.S. regulatory
environment have occurred over the last four dezadd shaped the earnings guidance
practice. Before 1970’s, forward looking informatis prohibited in the corporate
financial reporting. So the practice of many firbefore 1970 is to have annual meetings
with analysts once or twice in one y&awith the development of the semi-conductor in
the late 1960s, start-up companies begged for anmesvum to distribute their growth

prospects. The electronic conferences became tansrand from those conferences

" Although earnings forecasts are commonly issudtimadvance of quarterly and annual earnings
releases, they are sometimes provided after thmuatiog period has ended but before the earnirgs ar
announced. These latter forecasts are typicalbrmed to as earnings preannouncements. When
management forecasts indicate substantial shaitéeli expected earnings, they are commonly termed
earnings warnings (Kasznik and Lev 1995). Even ghgoreannouncements are technically earnings
forecasts, most of the literature treats them dg earnings announcements rather than late eaning
forecasts. The term earnings guidance often is sigeoinymously with earnings forecasts.

8 One cited AMP’s IRO as an example. Bill Oaklandswhe company’s only contact for analysts. AMP
ran one analyst meeting a year, in which all ofemanagement was on display, but Bill was avédab
throughout the year and he would provide earningdamce for the year and the quarters in terms of a
range. As the reporting period neared, the rangenaarowed to a couple of pennies and then a single
figure. Hill said there were never any reportingpsises at AMP and no volatility in the stock fallimg a
quarterly report.
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emerged the concept of “breakout sessions.” itwedsintil the late 1970s that the broke

sponsored annual conferences emerged.

Starting from 1973, the Securities and Exchange i@igsion (SEC) allowed firms
to include forward-looking information in their nglgtory filings. In order to motivate the
management to provide more forward-looking infororatthe SEC in 1979 provided
Safe Harbor Act to shield firms issuing forecastef litigation related to

forward-looking disclosures.

In the 1980s, the plaintiff began using the SEQ¥eRL0b-5 as a basis for suiting
companies that missed their estimates, allegingahgpanies’ executives defrauded their
investors with rosy projections. The popularityaksuits in the early 90s caused many
companies to curtail projections to avoid strikéssunder 10b-5. A typical scenario was
as follows: A company would miss the Street’s eagaiconsensus number with normally
on the downside resulting in a 20 percent dechngtack price. Within hours, one of
these firms would file a strike suit against thenpany and several of the other plaintiffs’
firms would pile on alleging senior managementaedied its investors. Over 90 percent
of companies, rather than fight these cases intceeftled at an average cost of $8
million. The plaintiff firms took some 30 perceriftthe settlement and the shareholders
represented in the suit received mere pennieselearly 90s, over 300 of these strike

suits were filed each year.

In 1996, the Private Securities Litigation Refort fFPSLRA) extended the safe
harbor so that firms cannot be easily sued fordases that do not materialize. This

additional protection kept the door open to cordtian of earnings guidance.
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Prior to Regulation Fair Disclosure (“Reg FD”), gastompanies worked closely

with analysts in the development of their earniegiimates. Analysts often emailed their
detailed spreadsheets to members of the firm’sstoverelation group, who reviewed the
earnings model and either provided detailed comsngat example, estimates of cost of
goods sold are too high, sales growth for the fogttarter too low) or simply indicated
whether management was comfortable with the analfgstecasts. Presumably both
sides benefited: analysts produce more accuratedsts informed by management’s
nonpublic company information, and firms experight@wver negative earnings surprises.
In early 2001, NIRI surveyed its entire membersimghe effects of Reg FD. Of the total
of 2,636 firms, 577 firms (21.9 percent) responttethe survey. Out of the 421 usable
respondents, 360 firms (85.5 percent) reviewedyahakrnings models prior to Reg FD.
Of the 61 firms (14.5 percent) that did not revi@malyst earnings models prior to Reg
FD. 50 firms neither reviewed analyst earnings neder provided public forecasts of
earnings. Private Business, Inc. 2003 demonstthgeknk between its guidance policy
and managerial reviews of analysts’ earnings modéis press release states, “The
Company will no longer provide any guidance oredsnings for the year ending
December 31, 2003, and thereafter. As part ofgbiEy, Private Business will also no
longer review or comment on any financial modelsamings estimates on the

Company.”

The regulatory attitude of fostering earnings goaastarts to reverse due to a term
called “selective disclosure”, when a firm seleelyvdiscloses its future expectations to
its big clients such as investment banks. Ther®B81former SEC Chairman Arthur

Levitt, in a speech before the Financial Executimssitute, labeled the earnings



16
guidance process a “game of winks and nods” betwestpanies and certain analysts,

thereby creating an un-level playing field. The StBén began crafting draft rules for
Regulation Fair Disclosure. Therefore, in 2000 $&S€sed Regulation Fair Disclosure
(Reg. FD) to mandate that material information carre disclosed selectively.
Regulation FD prohibits issuers, senior officials$he issuer, or any other officer,
employee, or agent of the issuer who regularly camigates with securities market
professionals or the issuer’s security holdersnfselectively disclosing material,
nonpublic information to a class of persons outsideissuer where there is no
simultaneous disclosure of the information to thbljz®. Professional associations
representing the analyst/institutional investoesmlong with securities lawyers, opposed
the proposed Regulation FD largely based on thetifed the rule would severely chill

information that companies would be willing to gharith the investment community.

Later on, with the increasing number of corporateuptions such as Enron and
Worldcom, Sarbanes-Oxley Act in 2002 put severallegnsequence on the
management for their forecasts, leading to a revieesid of popularity. As a summary,
the first four regulatory changes fostered moreljrelisclose forward-looking
information (including earnings forecasts). Accoglio McKinsey & Co. study

(1994-2001), only 92 of 4,000 companies (2.5%) wibenues over $500 million

® This class of persons includes: (1) broker-deal@jsinvestment advisers and certain institutional
investment managers; (3) investment companies addenhfunds; and (4) any holder of the issuer’s
securities under circumstances where it is reasgpiateseeable that the holder would purchase lbr se
securities on the basis of the information disalo$tegulation FD case: On March 24, 2005, the Steesir
and Exchange Commission filed its first Regulafid@h enforcement case involving a reaffirmation of
earnings guidance by an issuer and against antorwetations officer for violating this rule. Thsettled
enforcement action was against Flowserve Corporati® Chairman, President and Chief Executive
Officer, C. Scott Greer, and its Director of Inv@sRelations, Michael Conley. Flowserve and Gedso
consented to the entry of final judgment by a fatleourt requiring them to pay civil penalties &5$,000
and $50,000, respectively.
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provided earnings guidance at least once in 199%\wbout 1,200 of 4000(30%) firms

with over $500 million in revenues annually provddesarnings guidance at least once in

2000.

I. RECENT TREND OF QUARTERLY EARNINGS GUIDANCE

With the passage of Regulation FD and SOX Actyanmsng trend emerged as
many U.S. corporations started to reverse the ojpybf quarterly earnings forecast by
announcing to stop this practice from year 2000s Tilend was led by prominent firms
such as Coco-Cola, AT&T, McDonalds, and GE (Figurustrates the public
announcements and the stated reas@ri@r example, on December 13, 2002, the Coca
Cola Company announced that it would stop providjagrterly and annual EPS

guidance to financial analysts, stating that
“The company hoped the move would focus investenabn on long-run
performance and discontinuing quarterly earninggdgnce would help the company
focus on long-term objectives, such as expandggusiness into new markets,

without having to worry about meeting short-ternnéags targets (McKay and
Brown [2002]).

Shortly afterwards, AT&T and McDonalds made simdanouncements. This trend
of discontinuing quarterly earnings guidance insesan 2004. On September 14, 2004
Callaway Golf announced that it is suspending mneslly announced quarterly and
annual earnings guidance in an effort to fully eevithe business given the appointment

of new Chief Executive Officer William C. Baker. &e2006 also observes the trend of

10 The list of the firms that announced to discontiquarterly earnings guidance in public are as
followings(the list is inclusive and many firmstinis study also include firms that stop this preeti

without announcements to the public): Coco-ColaAmn&T, McDonalds, and GE Payless Shoesource,
Home Depot, Consol Energy, Microstrategy, Tweetemld Entertainment, WABTEC Corp. Technitrol,
Leapfrog Enterprises, Novell, MEDCATH Corporati@entral Parking, Haverty Furtniture, Copart, Guess,
Bob Evans Farms, Forest Oil Corp. ASTEC Indust@iakjon Carbon Corp. Principal Financial Group,
West Point Systems,

Action Performance, Int'Flavors & Fragnrances, Baritledia Corp.
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discontinuing. On Oct 19, 2006 DCT Industrial Trlmst., a Denver, Colorado-based

industrial Real Estate Investment Trust (REIT),amrcted today that it has suspended its

previously issued 2006 earnings guidance.

Following the “short-termism” argument in corporaterld, several independent
organizations also proposed changes on quartemyngm guidance. For example, the
CFA for Financial Market Integrity and the Busin&ssundtable Center for Corporate
Ethics published a white paper, “Breaking the Sfiertm Cycle,” in 2006, thus called
for discontinuing quarterly earnings guidance tift $he management’s attention to the
long-run performance by listing costs and negatimesequences of the current focused,
guarterly earnings guidance practices, includingu(productive and wasted efforts by
corporations in preparing such guidance, (2) neéglelong-term business growth in
order to meet short-term expectations, (3) a “quirresults” financial culture
characterized by disproportionate reactions amotegnal and external groups to the
downside and upside of earnings surprises, anchéyo-incentives for companies to
avoid earnings guidance pressure altogether bymgdwei the private markets.
Corroborating research identifies the most sigaificcosts of issuing guidance to be
management time (which 53 percent of respondegttifted as very costly), a focus on
short-term earnings (42 percent), and employee (85eercent). This white paper looks
not only at the corporate side of the issue, bkgda hard look at the incentives for
short-term behavior coming from the analyst/investde. Most of the incentive
compensation programs for asset managers aretehorfocused, i.e. quarterly, which

puts pressure on companies to guide on a quakliaghg since the investor side is being
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evaluated quarterly. This short-termism task fdrad four recommendations to deal with

this:

1. “Align corporate executive compensation wiahd-term goals and strategies and
with long-term shareholder interests. Compensatiould be structured to achieve
long-term strategic and value-creation goals.

2. “Align asset manager compensation with lorrgatperformance and with long-term
client interests.

3. “Improve disclosure of asset managers’ inaentnetrics, fee structures and
personal ownership of funds they manage.

4. “Encourage asset managers and institutionaktove to develop processes for
ensuring that the companies in which they investeftective, long-term,
pay-for-performance criteria in determining exeegttompensation.”

In March 2007, an independent commission estaldiblyehe U. S. Chamber of
Commerce issued a report, in which one of the pymecommendations focused on
ending the practice of quarterly guidance.

“Convince public companies to stop issuing earniggalance or alternatively, move

away from quarterly earnings guidance with one @&age per share (EPS) number to
annual guidance with a range of EPS estimates.”

In June 2007, the Aspen Institute released a satimdiples for long-term value
creation for U.S. firms and advocated against geeaf quarterly estimates. Interestingly,
the Aspen report was signed by a wide-ranging toalof business and investor
organizations, large companies, pension fundstraid@é unions, including prominent
individuals such as investor Warren Buffet. Thédiwing statement of U.S. economist

Peter Dawson sheds some lights on their standseoguarterly earnings guidance.



20

“Quarterly guidance, has encouraged a short-terrmtakty in corporate operations,
one that's not conducive to longer-term planningd altimately, sustainable
growth."**

On March 3, 2007 New York Times titled “Reportirgg Duty” by Robert Pozen, a
member of the Chamber’s commission, former heded#lity Asset Management and

now a professor at Harvard University. Mr. Pozenabaded his opinion piece saying,

“If we want American companies to take a long-teqpproach, we must help
chief executives free themselves from the tyrahpyopecting quarterly earnings.
Of course, American executives will still feel gt to meet the Wall Street
consensus on quarterly earnings. But that presailidoe much lower if company
chiefs are not trying to meet their own public potidns.”

A National Bureau of Economic Research report df dénior financial executives
where “80 percent said they were willing to forep@nding on research and
development to meet their predictions, while 55cpet were willing, for the same reason,
to delay projects that promise gains in the lommt®r their company.” When looking at
the costs of providing guidance, 53 percent citatagement time and 42 percent cited

focus on short-term earnings.

In 2008, as the U.S. economy started recessiantrémd of discontinuing quarterly
earnings guidance becomes increasingly popularatticular, in December, 2008,
General Electric (GE) CEO Jeffrey Immelt stated &g would no longer provide
specific quarterly earnings guidance when delivghis annual investor outlook on Dec
16th 2008. He also mentioned that short termismtivasinintended cost of quarterly

earnings guidance for GE to stop quarterly earngugdance.

1 Quote from “Is company quarterly guidance neces8aBy Joseph Lazzaro posted on Feb 9th 2009, at
WWW.BLOGGINGSTOCKS.COM
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“The relentless focus on "the number" can drivenpanies to engage in short
termism at the expense of the company's long-tatumef At the extreme, narrowly
defined earnings guidance can be a catalyst fonegs management and outright
fraud.”

The spillover has also gone into technology, aedcttimpanies which have adopted
this are setting the trend that it might now begponsible to offer guidance. Intel said it
was not going to issue formal guidance, and ontyipled a one-quarter internal revenue
target with expectations for much lower marginshef a week later, it sent an internal
memo to employees warning that it could have it fjuarterly loss in two decades.
Microsoft also lowered guidance, but with no realifard targets. It even noted the lack
of transparency in its lower guidance. AdvancedrblDevices (AMD) just lowered
guidance, but not with any formal targets. EBagdoot even look quite as rigid in its
own offering of an outlook for a full year or moréeven chip giant Texas Instruments
only gave earnings and revenue guidance for ongeguend that guidance was a very
wide range compared with the past, with annuaktsrgnly being forecast for certain

expense items and internal operating expectations.

This trend also extends to other industrials dudéadifficulty to predict under the
turmoil economic development. CarMax Inc. annourmedun 18, 2008 that they would
suspend the earnings guidance for 2009 based ercttmbination of the uncertain
economic conditions, rising fuel and food costs wedk consumer sentiment,
exacerbated by the rapid depreciation in SUVs argks.” On Oct 30, 2008, O'Charley's
also suspended earnings guidance for 2008 duetenticonditions in the general

economy and casual dining industry, and the resplincertainty about future



22
performance. Lithia Motors Inc. announced on ARg| 2008 that it was withdrawing its

earnings guidance for the second quarter and yeh2@08:

"While we remain confident in our responsei® $udden and unexpected increase
in the price of oil and the resulting shift in conser demands, we have not been
immune to the drop in national sales volumes fostrewery manufacturer we
represent. Until these factors stabilize, predigtfoture earnings is difficult.”

In 2009, with the deterioration of the US economyye firms reconsider the
earnings guidance practice. On April 23, 2009, In8Sustries Inc announced that it is
withdrawing its previous fiscal 2009 guidance isboa January 22, 2009, and stated that
it will suspend providing sales and earnings gugasiue to the difficulty in providing
reasonable estimates of future operating resuttsidering the uncertainty of the
economy and resultant outlook for the lighting gnaphics markets. One of the largest
paper and packaging manufacturing firms Smurfitp&apn May 09 2009 effectively
ditched its previous earnings guidance, sayingatdifficult to judge the outcome for
the remainder of the year since the environmeatiigently "conducive to guidance, and
uncertainty and volatility in the climate wouldniake guidance sensible for anybody.”
This trend of discontinuing quarterly earnings guice also extends to Canada. On
February 12, 2009, Gildan Activewear Inc annountsetinancial results for the first
quarter of its 2009 fiscal year, and suspendedlS guidance for the full fiscal year, due

to increasing uncertainty about macro-economic ttimms and the potential impact of

the economic and financial crisis on Gildan's semwmrkets and customer base.

Responding to the increasing trend of quarterlyiegs guidance discontinuity, the
National Investor Relations Institute began tragkirends in earnings guidance in 2003.

The survey lasts 5 years, covering 2003, 2005, 220&/ and 2008. Figure 2 lists the
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main findings of the survey. Overall, the surveydB that some 70 percent of companies

are providing earnings guidance with a clear tri@wehrd annualized guidance with
quarterly updates; however attitude towards quigrearnings discontinuity changes
among different years. In 2003, 77% provide EPSI&uie, among which 75% are
range,9% are point estimate, 53% are annually, E8&guarterly and 22% are both
annually and quarterly. 19% consider the discoityraf EPS guidance but 27% fear of
losing analyst interest, 49% claim no impact onrthi 2005, survey suggested a trend
toward firms discontinuing guidance or moving todvaroviding annual guidance only.
In particular, this survey reports that 71% of mggent firms provide some form of
guidance (Thompson 2005), down from 77% in Decer2béB (Thompson, 2003b).
Moreover, the percentage of firms giving quartgiydance has declined from 75% to
61% and the percent giving annual guidance onlyir@asased from 16% to 28%. In
particular, this survey reports that 82% of resgordirms provide some form of
guidance with 52% as annual guidance. As to distoatthe guidance, 14% say that
they will consider, but among them, 47% claim tthaty are due to a change in
management philosophy, 27 % rely on changing imgustnds to discontinue while 25
% fear with a low earnings visibility. In 2007, thervey finds that 71% of the firms
provide guidance, among which 77% are EPS guidahde 71% are revenue guidance.
In 2008, 71.8 % of the firms still provide guidaneath 28.2 annual guidance, 18.3%
quarterly guidance and 19.7% both annual and quguidance and 5.6 % of selective
period guidance. As to the future EPS guidance&%4espond to reduce the frequency,
while 5.7 % prefer increasing the frequency with#€onsider discontinuing earnings

guidance. As to the impact of discontinuing earsiggidance, 43.7% held that no
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changes could be attributed to this change, wh@&e&hink it will increase stock price

volatility and 6.3% think it will reduce the analysoverage and 18.7% think this change

will shift away from a short-term, quarter to queirfocus.

Apart from survey evidence from NIIR, McKinsey & Calso conducted a survey in
2006. It found that 75% of participating compamese providing earnings guidance and
48 % were doing so on a quarterly basis. As tduh&e change of this practice, 83 %
said they have no plans to change their guidankeigmand 67% said they have not

changed the frequency of their guidance in the {hase years.

The deteriorating US economy in 2008 and 2009 ials@ases the earnings
guidance practice across industries. Accordingdtudy by Fontenot and Loew [2009],
in which they compared two groups: fifty largesbficicompanies (Bloomberg fifty) and
22 large technology companies (technology grougpr@imately 40 percent of the
companies in the Bloomberg fifty provided annuaheays guidance for 2009, but less
than 10 percent provided quarterly earnings guidabess than 15 percent in the
technology group provided annual earnings guidamwbéde more than one-third provided
guarterly earnings guidance. Additionally, many pames that provided guidance as an
absolute number or range in 2008 either began girmyiguidance as a range (where
previously absolute) or moved to a more expansnge in 2009, reflecting relative
uncertainty about future earnings. Companies irbre&king and financial sectors
generally provided no earnings guidance, reflediivegrapid, dramatic changes occurring
in that industry, as well as the difficulty of pretihg the performance of global securities
markets, to which many of those companies' opegagnults are subject. Nor did

companies in the energy sector provide earningsagee, perhaps due to similar



25
forecasting challenges associated with the comnesdiarkets. Most energy companies,

however, provided estimates of future capital exigeres, reflecting the materiality of
new investments to those companies’ future busesessd the relative confidence with

which capital expenditures could be accurately ipted.

Fontenot and Loew [2009] study also found that $itfmat stop earnings guidance
are more due to current economic circumstances(dlify forecasting future results due
to market volatility and uncertainty in global ecomc conditions) than a response to the
long-standing call by many corporate governancegments to move away from
guarterly guidance. Of those companies not progi@arnings guidance for 2009, less
than 10 percent of those in the Bloomberg fiftyypded quantitative revenue guidance,
while over half of those in the technology groupypded revenue guidance. In addition,
numerous companies not providing earnings guidéorc2009 nevertheless provided
guidance with respect to specific line items thatythad confidence in their ability to
forecast, such as operating expenses, capital ditpess, retirement costs, research and
development, depreciation and amortization, oruesiring charges and potential

operating developments specific to the company.

Many scholars held a different view against distanhg quarterly earnings
guidance based on short-termism. Economist David/éhg argued that guidance is
both a key metric, and like it or not, it's ingrathin the U.S. financial system.

"Some ratings agencies may disagree, but in my &ieampany's discontinuance of

quarterly guidance is management's statement beat kack confidence in their

operation, in their outlook in the quarters ahedad the fact that companies are
eliminating guidance during a recession, when tiex@sbad, is all the more
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telling. If they view guidance as so destructiveionecessary, why didn't they
eliminate it during the economic boom?"

A survey on sell side analysts also indicates thieism on the validity from the
management arguments. To examine the analystsioraxf the discontinuity of
guarterly earnings guidance in the corporate AraeitWW Group's Financial Relations
Board survey more than 100 sell side analysts to@aetter understanding of their
preference of earnings guidance in environmengoéssion. Their findings revealed that
most analysts understand the challenges presenti leconomic slowdown and still
believe that companies should continue provideiegsrguidance. The majority of
analysts indicated that there could be adverseecpuesices for companies that suspend
earnings guidance, including damage to both stack @nd management credibility.
Interestingly, as to the alternatives to not prongdearnings guidance, analysts propose a
more frequent quarterly earnings guidance over anguidance due to the visibility
since they assume that companies should at leastdoane visibility into the next three
months. In addition, analysts agree that a vaoety wider range of earnings guidance
than normal point estimate should be preferredtdukfficulties in the economy and
guidance can take different form with a discussibthe sensitivity to key factors that
will impact their business and to provide moreghsiinto what causes the financial

results to be at the high-or low end of the guidarmge™

12 Quote from “Is company quarterly guidance neces8aBy Joseph Lazzaro posted on Feb 9th 2009, at
WWW.BLOGGINGSTOCKS.COM

13 Their main findings include the following aspeatiout 93% of analysts feel that it is inappropriate
stop earnings guidance given the uncertain econemictonment, among which 26% prefer to continue to
provide earnings guidance as usual, 40% prefeonitirue to provide earnings guidance, but provide a
wider range of earnings guidance than normal. 288fepto limit guidance to particular line itemsth

they have more visibility on (e.g. operating expengross margin. As to the practice of suspending
earnings guidance, 72.4% of analysts argue thgtwfilebe more concerned about the outlook for the
business and 76.3% think that the suspension wifldnalized by the market for this decision. Athto
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The interaction between the corporate disclosudetlag analyst forecast adds

complexity of the earnings guidance practice. Iriipalar, the fundamental question
arises is that analysts still need to provide tfaiecasts to investors. So the second
guestion following is how analysts obtain infornoatiwith regard to firm’s future
performance, given no earnings forecasts are franpmocations. The following quotation

from analysts surveyed may shed light on their ictemations:

“Quarterly guidance is better than no guidanceadit The Street will still have
“consensus” estimates, so even if the company doeless the estimates, they still
have to hit that bar or the shares will be penaipa the quarter. So suspending
guidance only creates a wider dispersion of exgexta, which creates excess
volatility, and keeps potentially new longer-terneated shareholders on the
sidelines.”

Due to the complexity of U.S. financial system gmiged with analyst forecasts and
investor attentions on short-termism, exacerbagetthé remuneration policy for analysts
and their career path based on the accuracy offthrecasts, actions from corporations

to discontinue quarterly earnings guidance mightx@opermanent.

Interestingly, among firms that discontinue quaytearnings guidance, some
actually restarted giving quarterly earnings fostcdter several years silence, according
to the study by Houston et al [2007]. Various ressare cited to the restart event,
including the visibility of future performance, imgved performance, and management’s
expertise gained during the silence period. Fompta, Conn’s, Inc. a specialty retailer
of home appliances, consumer electronics, compugere and garden products,

furniture and mattresses, on January 08, 2009 anweduearnings guidance for the

switch guidance from guidance to non-guidance,esufinds that for companies that typically provide
annual earnings guidance, 65% of analysts woulfépteat companies switch to providing quarterly
guidance rather than suspending guidance altogdtbethe forms of guidance, 43% of analysts indica
that any range of guidance-no matter how widetilishlp.
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guarter ending January 31, 2009. Though the Compeewously suspended its issuance

of earnings guidance, it is releasing this infoioyabn a one-time basis since it has
completed the two biggest months of the quarterdargdto the continuing turmoil in the
economy in general and specifically in light of reunt retail market conditions. This
strong performance under difficult economic cormatis was driven by robust sales

growth, and improved expense leverage.

[1.LITERATURE ON MANAGEMENT EARNINGS FORECASTS
Previous literature has identified three stagethermanagement’s forecast
disclosure decisions. The first stage is that ta@agement decides whether disclosure is
necessary and chooses from many disclosure pagsghisuch as earnings forecast, sales
forecast, or management actions like shares repsesh After making a decision of
releasing a forecast, the management decides wtltetpablicly release the information
or private release the information (Regulation FBhibits the practice of private
communication and select communication). The l&gjesis the decision on the form and
content of earnings forecast (such as open-endhgatrpoint earnings, range earnings,
maximum or minimum earnings or qualitative earn)ngsrizon (quarterly,
semiannually or annually) and the timing of theefrast. This dissertation will
concentrate on the first stage as to the decis@aking process for the management on
issuing quarterly earnings guidance, thereforefdhewing literature review will focus

on this particular aspect.

1. Information Asymmetry and Benefits of M anagerial Forecast
Management earnings forecasts are voluntagjadisres that provide information

about the future expected earnings for a partidutar, thus share similar presumptions
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as voluntary disclosure literature (see an intensivmmary paper by Healy and Palepu

[2001] about voluntary disclosure literature). Badly, voluntary disclosure studies
assume that, even in an efficient capital markanagers have superior information to
outside investors on their firms’ expected futuegfprmance and are concerned about the
current perceptions of the firm’s value. Finandisiclosure diminishes agency problems
by bridging the information asymmetry gap that exisetween management and
shareholders. Milgrom [1981] and Grossman [198thioretic studies suggest that in a
voluntary disclosure scenario, managers with faveréunfavorable) information than
the average valuation assumed by the market vedlasure (withhold) and their firms’
values will be revised upward (downward). Two typésmformation risk are discussed
in the literature, as information risk through coktapital and liquidation risk caused by
informed and uninformed investors. Barry and Br¢gh®85, 1986] and Merton [1987]
argue that when managers have more informationdbasutsiders, investors demand an
information risk premium. Firms can reduce theistaaf capital by reducing information
risk through increased voluntary disclosure. Diachand Verrecchia [1991] and Kim
and Verrecchia [1994] suggest that voluntary dsate reduces information asymmetry
between uninformed and informed investors, and itcreases the liquidity of a firm’s
stock. Miller [2000] empirical study finds that #eefirms increases disclosures in
response to earnings increases, still increaseksise changes until the end period of
strong earnings and decreases disclosures wheingsdeclines until its disclosure level
reaches to the period of flat earnings. Bad newslasure is beneficial as good news
disclosure, if it reduces information risk morernthareduces expectations about cash

flows.
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Along this line, Lang and Lundholm [1993, 20@dbpose that managerial forecasts

are positively associated with the prospectus mfreustock transaction and document
that these analysts’ ratings of disclosures arbdrifpr firms issuing securities in the
current or future periods. In addition, Healy anegly [1999a and 2000] find that firms
with increased analyst ratings of disclosures teavabnormally high frequency of

subsequent public debt offers.

Another benefit of providing earnings forecagproposed by Ajinkya and
Gift[1984] as “expectations adjustment”, which hifpesized that managers disclose
forecasts to alter investors’ earnings expectatisanghat management have the incentive

to release both favorable and unfavorable forecast.

Another benefit of earnings guidance is to baiedibility with analysts, especially
through bad news disclosure. Graham, Harvey angdpa) [2005] survey evidence
finds that CFOs place a great deal of importancaaguiring such a reputation: 92.1% of
the survey respondents believe that developingataton for transparent reporting is

the key factor motivating voluntary disclosures.

Managerial earnings forecasts are associatédmanagement self-talent or
self-interests, which can be used as signal effextexample, Trueman [1986] argues
that talented managers have an incentive to malkmtasy earnings forecasts to reveal
their type. Hutton and Stocken [2007] also shoves finior forecast accuracy affects the
credibility, or believability, of current forecassuggesting that the decision to forecast
may be influenced by the firm’s prior accuracy. Abdg and Kasznik’s study [2000]

shows that firms delay disclosure of good newsautlerate the release of bad news
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prior to stock option award periods, consistenhwiianagers making disclosure

decisions to increase stock-based compensati@similar vein, Cheng and Lo [2006]
and Rogers and Stocken [2005] find that insidetit@is related to unfavorable
management forecasts. Both studies suggest thatgaenhave incentives to time their

bad news forecasts to take advantage of a lowehpse price.

2. Costs Related to Managerial Earnings For ecasts

The theory of disclosure scenario predictsllg fevealing outcome where all firms
disclose voluntary, except those with the worstsidwawever, this normative approach
falls short to the fact that only 10-30% of the lubrms’ disclosure forecasts (Ajinkya
and Gift [1984], Skinner [1994], Aboody and Kaszf2R00], Miller and Piotroski
[2000]). Following the failure of normative theaapproach, scholars attempt to provide
alterative explanation of the constraints for tlilclosure, referred as the “cost of

disclosure” literature.

Firm-specific litigation risk (the threat ofafeholder litigation) determines whether
a firm issues a forecast or not. First, legal axtiagainst managers for inadequate or
untimely disclosures can encourage firms to in@easuntary disclosure. That is,
managers often issue forecasts to preempt eardisagesures, particularly when they
involve bad news, and to avoid subsequent litigaéiod its cost (Skinner [1994, 1997]).
A fail to preannounce bad news can lead to stode guming on the earnings
announcement date. Short-run stock return volagibund the earnings announcement
date attracts class-action lawyers who have compubgrams that identify firms (for

potential law suit) whose stock prices fall morartt20% in a few days. It is not as much
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a question of whether a firm can win or lose a latybecause most of them get settled

out of court. The press coverage associated wilptentially frivolous lawsuit is
another deterrent. Second, litigation can potdgtraduce managers’ incentives to
provide disclosure, particularly of forward-lookiirformation, especially when the
prediction is inaccurate. Trueman [1997] studiesdfiect of litigation liability under

SEC rule 10-b by imposing a cost for non-disclosafread news as well as for good
news disclosures that turnout ex-post to be owgstimistic. He predicts and finds that
managers will disclose bad news in a timely matoemwithhold good news until it is
realized. However, bad news disclosure to avaigaliton cost is not a straightforward
answer. Due to the negative price reaction on #terlews, the management weights the
benefit of reduced litigation risk and the stockcpreduction caused by bad news.
Several interviewed CFOs in Graham, Harvey and ¢pab[2005] survey argue that
they delay bad news in order to further study amerpret the information, or in hopes
that the firm’s status will improve before the nexquired information release, perhaps
saving the company the need to ever release thenfmachation (e.g., interest rates might

rise before year-end, correcting a current imbaangension funding).

Theory of proprietary cost proposes anothet ebgoluntary disclosure, since such
disclosures can damage a firm’s competitive pasitioproduct markets. Hayes and
Lundholm [1996] argue that proprietary costs indfiicas to provide disaggregated data
only when they have similarly performing businesgments. Piotroski [1999a] examines
firms’ decisions to provide additional segment lisares and concludes that firms with
declining profitability and with less variability iprofitability across industry segments

are more likely to increase segment disclosures.
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Another unintended cost of quarterly earnings guieas “management myopia”, a

term that describes the management’s willingnesataifice long-term value creation to
achieve short-term earnings targets. Accordingotbel? [1992], myopia refers to
sub-optimal underinvestment in long-term projeotstiie purpose of meeting short-term
goals (e.g., Porter). This definition emphasizesdhaspects: underinvestment in
long-term projects occurs with the objective of timegeshort-term goals, such as
meeting/beating analyst earnings forecasts, wigialld to sub-optimal in the sense of
impairing long-term growth and value creation. 8{di989], Bar-Gill and Bebchuk
[2003] suggested that the degree of myopic behavoald be influenced by capital
market incentives which determine the extent toclwimanager’s care about short-term
price relative to long-term value, even in the alogeof agency frictions. Prior research
documented the conflicts between short term gaald@ng term value creation activities.
For example, Bhoraj and Libby [2005] document t&ihg accruals or discretionary
expenditures (such as R&D expenditure) to meeteat Bnalyst forecasts results in
short-term positive impact on firm performance, lomgy-term underperformance relative
to firms that do not manage earnings to meet fatscélthough they have established a
link between the frequency of required disclosure ae myopia pattern, their study did
not specifically the impact of voluntary earningsd@ance on managerial myogfaThe
most recent study of management myopia and quagarhings guidance is by Cheng,

Subramanyam and Zhang [2005]. This study arguegjtieaterly earnings guidance has

14 Specifically, Bhojraj and Libby [2005] conducted experiment where they examine whether short-term
capital market pressures can force managers to mg&pic investment decisions. The experienced
financial managers choose between projects wheoaflict exists between near-term earnings and tota
cash flow. In response to a pending stock issuaheg,choose projects that they believe will maxzini
short-term earnings (and price) as opposed to tatdt flows. The myopic behavior is increased duced

by increasing the frequency of required disclosdemending on the earnings patterns of the projects
involved and whether the firm is likely to issueck.
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unintended consequences as “managerial myopiafiaasi that dedicated guiders invest

significantly less in Research & Development (R&dg}ivities than occasional guiders
so that they can meet/beat analyst forecasts megadntly than occasional guiders. As a
result, dedicated guiders have lower long-termg@y) growth rate (ROA) than
occasional guiders. Cheng [2007]'s paper suppbeptevalent view from the
management who argue that by discontinuing qugréaninings guidance, they can
concentrate on the firms long-term strategy rathan short-term meeting/beating

analysts forecasts.

Recently, researchers also examined the impacegtiRtion Fair Disclosure on a
firm’s voluntary disclosure pattern. Prior to Regjidn Fair Disclosure ("Reg FD"), some
management privately guided analyst earnings estanaften through detailed reviews
of analysts' earnings models. Hutton [1995] papanenes the characteristics of the
private guidancers and finds that managers are hhkefg to review analyst earnings
models when the firm's stock is highly followeddmyalysts and largely held by
institutions, when the firm's market-to-book rasdigh, and its earnings are important
to valuation but hard to predict because its bissing complex. A comparison of guided
and unguided quarterly forecasts indicates thateglianalyst estimates are more
accurate, but also more frequently pessimisticeRamination of analysts' annual
earnings forecasts over the fiscal year does stinduish between guidance and
no-guidance firms; both experience a "walk-downaimmual estimates. Unguided
analysts walk down their annual estimates whemtagrity of the quarterly earnings
news is negative; guided analysts walk down themual estimates even though the

majority of the quarterly earnings news is positiyang [2007] studies the impact of
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Regulation Fair Disclosure on a firm’s disclosuadiqy and the econommonsequences

of this disclosure regulation. Using a new measfifg@ivate earnings guidance, she finds
roughly half of the firms as private earnings guickers replacprivate earnings guidance
with non-disclosure instead of public earnings guitkand as a result, these firms suffer
significant deterioration itheir information environments. Consistent withdhge firms

are more likelyo replace private earnings guidance with nondsoie if they haviewer

information asymmetry and higher proprietary infation costs.

3. Resear ch on Management Earnings Guidance Discontinuity

Four papers have examined the phenomenonadrdiauity of quarterly earnings
guidance directly, using different explanationse@hMatsumoto and Rajagopal [2006]
and Houston, Lev and Tucker [2007] both proposeftiras are more likely to stop
quarterly earnings guidance due to poor earnindswarket performance. In particular,
Chen et al [2006] investigate 96 firms that pulli@nounced quarterly EPS guidance in
the post-FD period (10/2000 to 1/2006) and find BIBOPPERS have poor trailing stock
return performance and lower institutional ownegpsproxied by the pension fund
ownership. In addition, they examine the markettiea on announcement date and
document an average negative 4.8% three-day ratotmd the announcement to the
stop decision due to expected poor future perfoomaRurthermore, they also examine
analyst following characteristics, by finding tlaatalyst forecast dispersion increases and
forecast accuracy decreases following firms’ deciso stop guiding, despite increased

disclosures made in earnings press releases.
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The weakness of Chen et al’'s paper [2006] estduheir research design. Since

their study includes firms that announced stoppjagrterly earnings guidance in public,
implications of their study have limited to thegens and no evidence has been found to
the firms that silently stop quarterly earningsdguice. To overcome their limitations,
Houston, Lev and Tucker [2007] study hence extebidsen’s study by including both
types of firms that announced quarterly earningdance discontinuity in public or not

in public. In particular, they find that that pagperating performance (decreased past
earnings, missing analyst forecasts, and lowecipgatied profitability) is the major
reason for firms to stop quarterly guidance. Inithold, they find that contrary to the

claim that firms would provide more alternativerviard-looking disclosures in lieu of
the guidance; firms that stop quarterly earningdajce did not increase other type of
guidance. In addition, they also find that as altesf stopping quarterly earnings
guidance, a deterioration in the information envinent of guidance STOPPERS in the
form of increased analyst forecast errors and &medispersion and a decrease in analyst

coverage.

Brochet, Faurel and McVay [2008] and Feng andHK@007] provide alternative
theories as “management talent and forecast optifriis explain quarterly earnings
guidance discontinuity. Brochet et al [2008] exaeriine relation between CFO turnover
and the frequency and attributes of earnings gaigland find that among firms that
issue forecasts regularly, earnings guidance iscediin the quarters following the CFO
turnover, and that new CFOs that do issue guideemzkto issue less precise forecasts. In
addition, they also document that expertise ot CFOs (proxied by industry

knowledge and firm specific knowledge) and the pbress of the turnover is negative
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associated with the decision to withhold and trexigion of their guidance. Feng et al

[2007], on the other hand, argue that the stopst@tis positively associated with the
prior optimistic forecast behavior of the managemenparticular, firms with a history

of falling short of their own forecasts or analystspectations are at increased risk for
falling short again in the future and they are mike&y to stop when past management
forecasts have been overly optimistic or when frastasts have resulted in
disappointments at earnings announcements and pastriorecasts were accompanied
by high levels of stock price volatility. In additi, they find that even firms continuing to
guide give less precise guidance and guide forfenrarters within a year when they

have previously experienced adverse outcomes fssuing guidance.

As a summary, previous studies documented berséfitanagement earnings
forecast, as reduced information asymmetry, redeostof capital and as a credible
signal of management talent as well as its costis as proprietary cost, and management
myopia. However, a specific link of management nig@nd the quarterly earnings
guidance discontinuity has not been examined. thitiad, with regard to the
discontinuity of quarterly earnings guidance, teefgrmance argument proposed by
Chen at al and Houston et al and the management @igument by Brochet et al and
Feng et al also provide reasonable explanatiomderstand the discontinuity

phenomenon.

[11. LITERATURE ON COPROATE GOVERNANCE
Corporate governance refers to the set of mechartisat influence the decisions
made by managers when there is a separation ofrelipeand control. A variety of firm

level mechanism is associated with the governahtieequblic corporation, classified as
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the internal and external governance mechanismintamal governance mechanism

includes board of directors, the auditor committestitutional ownership and insider’s
ownership. The external governance mechanism igsltite takeovers and the market
for corporate control. This paper concentratednaniiternal governance mechanism,

therefore, the following chapter focus on boardrabers and institutional ownership.

1. Board of Directors

a. Board Independence

Under the NYSE Rules, independence occurs whemal lmember has not been
and is not currently employed by the company oaitditor during the past three years
and may not have a close relative who is an emplayel the board member’s employer
doesn’t do a significant amount of business with¢bmpany. However, no specific
require was given by regulation that board of doexcshould be all independent except
recommending that the majority of the board shd@dndependent. The NYSE and
NASDAQ rule in December 1999 required that listiech$ to maintain audit committees
with at least three directors, “all of whom haveratationship to the company that may
interfere with the exercise of their independemoenfmanagement and the firm”. The
Sarbanes-Oxley Act also extended the requiremédiisard independency. On August
16, 2002, the New York Stock Exchange filed propog®anges in listing requirements
with the SEC that requires that “the board of diwexof each listed company to consist

of a majority of independent directors”.New listing standards, such as NYSE

15 NYsE Listing Guide, Section 303.01(B)(2)(a); NASDA@arket Listing Requirements Section
4310(c)(26)(B). NASD and NYSE Rulemaking: RelattogCorporate Governance, available at
http://www.sec.gov/rules/sro/34-48745.htm NYSE C@eR 303A.04-.07, specifically, CG Rules

303A.04(a), -.05(a), -.06, -.07b
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Corporate Governance Rules, require public compani@ave a majority of independent

directors on their boards (with an exception fantcolled companies). In addition, the
new rules require that certain key committees lmprsed entirely of independent

directors such as audit committee, compensatiomutige and nomination committee.

Since board decisions are based on the informatraitable to and provided by
both insiders and outsiders, board compositioneh#pe information set of board
members by affecting the strategic interaction letwinsiders and outsiders. Previous
research has shown that outside directors are tifterght to play the monitoring role
inside boards. Fama [1980] and Fama and JenseB][@&8&hasize the fact that they
have incentives to build reputation as expert nwosjtfollowed by Kaplan and Reishus
[1990] and Farrell and Whidbee [2003]. However, iti@nitoring role of the board
includes both the monitoring on the firm performaneither through CEO selection or in

special event such as takeover, or the monitootegyan the financial reporting process.

In terms of the monitoring role of firm performandtee primary question is to
examine the association between board independenteorporate performance. Four
research streams have investigated this associ@imnstream is the contemporaneous
correlations between accounting measures of pedocsand proportion of outside
directors on the board. MacAvoey et al [1983], Halirmand Weishbach [1991], Mehran
[1995], Klein [1998], and Bhagat and Black [2008port an insignificant relationship
between accounting performance measures and tttefraf outside directors on the
board. A second approach is to use Tobin’s Q asfanmnance measures. Hermalin and
Weisbach [1991] and Bhagat and Black [2000] usedbproach and find no noticeable

relationship between the proportion of outsideaoes and Tobin’s Q. Third, Bhagat and



40
Black[2000] examine the effect of board independeamt long-term stock market and

accounting performance and find insignificant rielaship. One reason to explain the
overall insignificant empirical evidence is from &fasoy and Millstein [1999].
According to them, the measurement of board indegece is the data that preceded
boards taking an activist role. In their study ythee CalPERS’ grading of board
procedures and find highly positive associatiomieen the accounting based measures
of performance and the board independence. Firthkyfourth research stream is to find
stock market reaction related to director indepandeRosenstein and Wyatt [1990]
examine the stock price reaction on the day ohtiuncement that outside directors
will be added to the board and find that on avethgee is a statistically significant 0.2
percent increase in stock price in response tanm@uncement and shareholder wealth

increases with the addition of outsiders to therdhoa

The most commonly discussed responsibility eftibard is to choose and monitor
the firm’s CEO are more likely to remove poorly foeming CEOs (Weisbach [1988]
and nominate outside CEOs (Borokhovich, Parrind, Brapani [1996]. The association
between firm performance and board compositiotsis @camined through the board’s
action on hiring and firing CEOs. Hermalin and Weish[1998] offer a model in which
the firm’s performance provides a signal of the CEability and predicts that the CEO
prefers a less independent boards, while the afdrs to maintain its independence.
When a firm’s good performance increases a CEQ'gdnaing power, the board
independence declines. Alternatively, poor firmfpenance reduced a CEO'’s perceived
ability, increasing the likelihood of replacememntaddition, their model also predicts

that CEO turnover is more sensitive to performamken the board is more independent
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and board independence increases following poar ffierformance and board

independence declines over the course of a CE@sdeTheir predication is supported

by Bhagat and Black [2000] and Hermalin and Weiklj4688].

Previous studies also examine the role of outsigketdrs in the corporate events
such as takeover and tender offers. Research ghawirms with outsider-dominated
boards are more likely to participate in major masiuring events such as merges,
takeovers and tender offers (Lin [1996]).Cottenyv8asnai, and Zenner [1997] provide

evidence that outside directors enhance shareheigi@th during tender offers.

In terms of financial reporting process, pmarks suggest that managers acting in
the best interests of the firm should enhance catpdransparency, including the
likelihood of financial fraud, earnings managemamd earnings forecast. In particular,
Dechow, Sloan, and Sweeney [1996] and Beasley |if#tiba negative association
between outside directors and likelihood of finah&iaud. Similarly, Klein [2002]
documents a negative relation between outsidetdineand earnings management. The
association between corporate governance and asjudisclosure has also been
examined extensively. Sengupta et al [2004] docuittent, firms with more outside
directors are more likely to release their quaytedrnings figures early. Ajinkya, Bhojaj
and Sengupat [2005] finds that more outside dirscioe more likely to issue a forecast
and are inclined to forecast more frequently. Iditoh, their forecasts tend to be more
specific, accurate and less optimistically biagdeeir results are robust to change
specification, Granger causality and simultane@usBon analyses. Karamanou and
Vefeas [2005] also find that board independengmsstively associated with earnings

forecast practices. In firms with higher proportmfroutside board, managers are more
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likely to make or update earnings forecast and floeecast is less likely to be precise,

more accurate and it elicits a more favorable ntadsponse. Cheng and Courtenay
[2006] find that firms with a higher proportion ioidependent directors on the board are
associated with higher levels of voluntary disctesChan, Faff, Mather and Ramsay
[2007] examine the impact of independent direadputation on characteristics of
management forecasts. Their study extend thetliterdy refining the previously used
proxy for director independence and by distinguighetween routine and non-routine
forecasts and find a significant positive relatlupsetween the likelihood and frequency
of firms issuing management earnings forecastglandeasures of audit committee
independence and independent director reputatibnditboard independence. In
addition, they also find that director independeisaelated to more specific forecasts.
Furthermore, these results are driven by the rewgarnings forecasts over which

management have greater discretion.

b. CEO Duality

CEO duality refers the practice of one person sgrtaoth as a firm's CEO and
board chair. Previous literature has predicateddposite consequence for CEO duality.
Agency theory suggests that CEO duality is negatssociated with firm’s performance
because it compromises the monitoring and confriieCEO. Stewardship theory, in
contrast, argues that CEO duality may be goodifiors performance due to the unity of
command it present$hree lines of research specifically examine trsoagtion
between CEO duality and firm performance. One lises accounting performance as a
proxy (Peng, Zhang and Li [2007], Rechner and Del&®06]), however, the evidence is

mixed. Peng, Zhang and Li [2007]’s study of 403lmplisted firms and 1,202



43
company-years in China, finds stronger supporstewardship theory and relatively

little support for agency theory. Rechner and Da[R0D06] examines the differential
financial implications of these choices for 141pmations over a 6-year time period.
Results indicate firms opting for independent leakig consistently outperformed those
relying upon CEO duality. The second line useslaeket measurement of the
performance as a proxy. Carapeto, Lasfer and MadB6e05] assess the market
valuation of the decision of CEO duality and firgditing (combining) is associated with
significant positive (negative) abnormal returnd #mese abnormal returns are strongly
related to various measures of agency costs. Haweeevidence suggests strong
overperformance (underperformance) of companidssiiie (combine) the roles in the
post-event period. The third line uses event studthodology to examine the market
reaction on the changing of CEO duality. Moyer, Rad Baliga [2002] consider the
announcement effects of changes in duality staityunting measures of operating
performance for firms that have changed their dyatructure, and long-term measures
of performance for firms that have had a considtstory of a duality structure. Their
results suggest that: (1) the market is indiffeterchanges in a firm's duality status; (2)
there is little evidence of operating performanbarges around changes in duality status;
and (3) there is only weak evidence that dualiyust affects long-term performance.
Empirical evidence also indicates that the sensjtaf CEO duality on the firm
performance is associated with the board stru@ndea firm’s operation environment.
Yu [2009] suggests that year difference for theaotmf CEO duality on firm’s
performance. Through a longitude study of all Chepublic listed firms except finance

industry from 2001 to 2003, she finds that CEO itly& negatively related with firm
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performance in 2001, the negative relation disamgueen 2002 and 2003. The negative

relation with firm performance is weaker where Bbsalary, board and CEO

shareholding is higher and stronger when debt lisveigher.

Studies of CEO duality and voluntary disclosuregate an insignificant association.
For example, Cheng and Courtenay [2006] find tinatsf with a higher proportion of
independent directors on the board are associatadigher levels of voluntary
disclosure and board size and CEO duality are sed@ated with voluntary disclosure.
Interestingly, this association is moderated byitbard independency association. For
example, Gul and Leung [2004] examine the linkdges/een CEO duality, board
independency, and voluntary corporate disclosunddiads that CEO duality is
negatively associated with levels of voluntary avgbe disclosures. However, the
negative association is weaker for firms with higheard independency. Ho and Wong
[2001] examine the association between corporatergance attributes (board
independency, the existence of a voluntary auditradtee, CEO duality, and the
percentage of family members on the board and timaisthe existence of an audit
committee and board independency are significantty positively related to the extent
of voluntary disclosure, while the percentage ofifg members on the board is

negatively related to the extent of voluntary discire.

As a summary, due to the insignificant associabietween CEO duality and
voluntary disclosure level, this study does notcdjmally examine their impact on firms’

decision to stop quarterly earnings guidance.

c. Board Size
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Jensen [1993] and Lipton and Lorsch [1992] sugtiedtlarge boards can be less

effective than small boards. The idea is that wihasrds become too big, agency
problems (such as director free-riding) increasiwithe board, thus the board becomes
more symbolic and less a part of the managemenepso Yermack [1996] tests this
view empirically and finds its support. In partiatylhe examines the relationship
between Tobin’s Q and board size and find thagaifstant negative relationship.
Eisenberg et al [1998] also document a similargpattor small and midsize Finnish

firms and find that board size and firm value aggatively correlated. Another measure
is through the market view. Gertner and Kaplan gl@xamine the boards of a sample of
reverse-leveraged buyouts and find that boardsttebd smaller than in otherwise
similar firms. Wu [2000] also finds that board sdmcreased on average during
1991-1995 due to the pressure from active investiach as CalPERS. As a conclusion,
market participants also think that small boarsdeetter job of monitoring management
than do large boards. Despite the prevailing evaddar smaller boards, it is surprising
seeing that large boards are still popular andquestion arises why the market permit
them to exist. Again, due to limited studies of fabsize and voluntary disclosure level
and insignificant association presented in the alstudies, this dissertation does not

study the role of board size on firm’s decisiorstop quarterly earnings guidance.

2. Ownership Structure

a. Institution Ownership
The theoretical paper by Diamond and Verrecchi@]1@nd Kim and
Verrecchia[1994] propose a positive associatiowbeh disclosure and institutional

investors. Healy et al [1999] find that increasedisclosure are associated with increases
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in institutional ownership. Bushee and Noe [20Gi}fam this association, but find that

increases in “transient” institution investors {ingions that trade aggressively) are
associated with increases in stock price volatiktgsuming that increases in stock price
volatility are costly, this finding is consistenitivthe intuition that partial disclosure is
optimal, and that too much disclosure can be attycas too little disclosure. Tasker
[1998] finds that firms with greater analyst follmg and greater institutional ownership
are less likely to have conference calls, and Baighi@l [2001] find that firms with
greater analyst following and greater institutiooahership are less likely to have
conference calls that provide open access toadsitors. This evidence is consistent with
the intuition that informed investors prefer lessctbsure, but is also consistent with the
notion that analysts and institutions produce imi@ation, and reduce information
asymmetry and the need for conference calls. litiaddEng and Mak [2003] show that
ownership structure (managerial ownership, bloak&obwnership and government
ownership) affect disclosure. Specifically, thaydfithat lower managerial ownership and
significant government ownership are associateH initreased disclosure. However,

blockholder ownership is not related to disclosure.

b. Typesof Institution Ownership

Prior literature (Bushee [2000]) indicates thafetént institutions have different
long-term and short-term interests and instituticas be classified into three groups as
transient institutions, quasi-indexer institutiamsl dedicated institutions based on

investment horizon, information gathering and goaece activities.
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Transient institutions (trade aggressively das® short-term trading strategies in

diversified portfolios) invest more heavily in fiswith higher disclosure rankings and
respond their holdings in response to changesstiatiure rankings. Banks, mutual funds
and investment companies are transient institutimsstock liquidity is an important
feature that attracts them. To the extent thatnapamy’s disclosure decreases the price
that traders pay for immediacy, transient instingé may leave firms that reduced
disclosures. Quasi-indexer institutions (holdingé diversified portfolios and trade
very infrequently) also invest more heavily in fgmwith higher disclosure rankings.
However, they tend to sell their holdings in firthat experience decreases in disclosure
rankings but do not immediately increase holdimyeesponse to disclosure rating
improvements. Dedicated institutions (large, stddalelings in a small number of firms
and trade infrequently) show no sensitivity to thsare rating levels or changes,
suggesting that corporate disclosure practices@tra significant factor affecting these
institutions' investment decisions. Pension funasyersity funds and endowment are
generally freer from conflicts of interest and aangite pressure than other institutional
shareholders and they are known to be aggressarelsider activists. In terms of
information gathering, dedicated institutions amdifferent to firms’ disclosure practice

or may even prefer firms with fewer public discloss) since they can monitor firms by

serving on the board.

Beyond the different disclosure sensitivity fomséent, quasi-index and dedicated
institutions, different holding preferences amolmggé types of institutions also show that

dedicated institutions might advocate firms to ®on the long run. On the contrary,

16 pension funds can alien together to have the sblaters proposals, in which they request from iiter
the structure of board governance or managemeaniives to the removal of takeover defenses.
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firms with a higher transient institutional ownershre less likely to invest long term

investments, such as R& Ds. For example, Bushe@8]idocuments that myopic R&D
spending is more pronounced in firms that are bglttansient institutional investors.
Therefore, if the main stated reason for stoppungrigrly earnings guidance is to focus
on the long-term performance, the stopper firmsrkeomed by the quasi-index and

dedicated institutions.

3. CEOs Compensations

The managerial incentives and stock compensatipothgsis’ suggests that
managers issue forecasts for reasons that arestamtsivith their own self-interests or
incentives instead of shareholders’ interests. hgact on CEOs compensation takes
two stages, the first stage when the CEOs compendatdetermined, such as the
exercise price of stock optiofisand the second stage after CEOs compensation is
determined. The argument for CEOs equity-based eosgiion on the second stage
shows that the management will disclose both gowndbad news. When the
management has private good news, and they arested in trading their stock

holdings, they have incentives to disclose priviafermation to meet restrictions

" Prior literature (Ke Petroni and Safieddine [1988# Shin [2005]) has shown that institutional
ownership and CEO compensation are closed relltguhrticular, higher institution ownership, esdigi
long-horizon institution ownership, more weighpigt on equity based CEO’s compensation. However,
higher short-horizon institutional ownership, mareight on CEO cash compensation since mutual funds
do not like the earnings surprises. Institutionahership can affect CEO compensation by the lefvel o
compensation and the pay-performance sensitititg.dlso argued that institutions can directly ftam

the firm by delegating board members instead ofgiSIEO compensation.

18 The argument for CEO shares for the first stagaigmested by Aboody and Kasznik [2000]. They show
that firms delay disclosure of good news and acatdehe release of bad news prior to stock opieard
periods, consistent with managers making disclodenssions to increase stock-based compensation.
Specifically, they report that managers issue baglsnearnings forecasts around stock option award
periods to temporarily depress stock prices and &alkvantage of a lower strike price on managersoop
grants. However, they also argue that this gamenoatast for long period since investors will rgoze

it.
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imposed by insider trading rules and to increapadity of the firm's stock and to correct

any perceived undervaluation (relative to their omformation set) prior to the

expiration of stock option awards.

Most CEOs compensation studies examine the earfongsast behavior with the
composition of the CEOs compensation and with ttene of the news. For example,
Aboody and Kasznik [2000]'s study shows that fime$ay disclosure of good news and
accelerate the release of bad news prior to stpttkroaward periods, consistent with
managers making disclosure decisions to increas&-ftased compensation. Miller and
Piotroski [2000]'s empirical study shows that CE@th a higher level of the stock
options with respect to total shares outstandiegwore likely to forecast. However,
their study does not disentangle the earnings &stsar other forms of forecasts.
Therefore, their study does not specifically docotiibe association between earnings
forecast and the CEOs compensation. When the reegeoid, management will be in
favor of forecast earnings to boost the share pniceder to reap the stock options.
Nagar, et al. [2003] argues that managers withtgréevels of equity-based
compensation issue more frequent forecasts (mebsthehe annual and quarterly
forecast of earnings, sales and other qualitatif@mation and the AIMR ratings for
disclosure) to avoid equity mispricing that couttversely impact their wealth.
Consistent with their hypothesis, they find tha tlequency of management earnings
forecasts is positively related to the proportibl€&Os compensation affected by stock

price as well as the absolute value of sharesthettiat individual.

One study by Gong, Feng and Li [2007] specificabgmines the association

between CEOs compensation and quarterly earnirigamee. In particular, they
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examine whether corporate boards consider thetgudlmanagement earnings guidance

when setting CEOs incentive compensation. Aftetrotling for firm performance and
the incidence of missing analysts’ earnings forescdley find a significant reduction in
cash bonuses for CEOs when CEOs issue optimistiings forecasts, and the
magnitude of bonus reduction increases with thergdf optimism in management
earnings forecasts. In addition, they also find tha bonus reduction associated with
forecast optimism is larger for firms exposed tghir litigation risk, firms held by more
short-horizon shareholders, and firms having moragiex business operations. Gong et
al’ study [2007] implies that boards utilize boramtracts to penalize poor quality
management earnings guidance. Moreover, sharehmdes associated with poor quality
earnings guidance and direct monitoring costs piaigninfluence boards’ deliberation

process in setting CEO cash bonuses.

IV.CHAPTER SUMMARY

As stated in the above paragraphs, prior literabfi@rporate governance examines
its role in a firm’s performance and a firm’s refog process. Most of them study
heavily on the first role with less attention oe #econd role. A fundamental assumption
is that both monitoring roles do not conflict tackather. Ideally, a stronger corporate
governance can both monitor firm performance amd financial reporting, proxied by
board independence, splitting role of CEO duaktyialler board size, higher institutional
ownership, especially higher dedicated institutiavenership and higher proportion of
equity based CEOs compensation. However, no predtudy has specifically designed

to tackle this question as suggested by the mai@hgeyopia argument that, when the
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board’s monitoring role on firm performance andfiom financial reporting conflicts,

due to the fact that frequent quarterly earningdance results in the sacrifice of firm’s
long term investment to serve short-term goals sicimeeting/beating analyst forecasts.
Therefore, this dissertation aims to fill this gapexamine whether sound corporate
governance (board independency, institutional oshipr type of institutional ownership
and CEO compensation) can explain a firm’s decisiostop quarterly earnings guidance

when managerial myopia is the main reason for tihgpsage.
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CHAPTER SHYPOTHESIS

This chapter develops three sets of hypothesisuarteyly earnings guidance
discontinuity and restart. The first set of hypsieeexamines the association between
corporate governance and the decision to stop,uredss board independence (H1),
institutional ownership (H2), types of institutiownership (H3), and CEOs
compensation (H4). The second set of hypothesesiiyates the impact of the stop
decision on a firm’s long term investments, proXigtR & D expenditure and capital
expenditure (H5). Finally, the third set of hypailseexamines the reasons for a firm to
restart quarterly earnings guidance, testing fierfggmance hypothesis (H6) and

earnings expectation adjustment hypothesis (H7).

l.HYPOTHESISON THE STOPPING

Corporate governance is the set of processe®ras, policies, laws and institutions
affecting the way a corporation is directed, adstamed or controlled. In prior studies,
corporate governance has multiple aspects, inauiditernal mechanisms such as board
characteristics, CEOs compensation, institutiomalership and external mechanism
such as legal frameworks with different provisiofkis study only focuses on three
aspects of internal mechanism of corporate govesaas board independence,
institutional ownership and CEOs compensation. WWépect to the institutional
ownership, | development hypothesis on types ditutnal ownership as dedicated
institution, quasi-index institution and transi@mgtitution, based on Bushee [1998]

classification.
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1. Board Characteristics

Most previous studies (Fama [1980], Fama and Jgi8€83], Kaplan and Reishus
[1990] and Farrell and Whidbee [2003]) emphasizéhenmonitoring role of board
directors due to their incentives to build reputatas expert monitors. Therefore, much
of the research has focused on the associatiorebattihe board independence and the
corporate performance (MacAvoey et al [1983], Hémmand Weishbach [1991],
Mehran [1995], Klein [1998], and Bhagat and Bla2R(0]). However, the monitoring
power of the board is not only on a firm’s perfomoe, but also on a firm’s financial
reporting. Actually, an active role for independdirectors is to monitor a firm'’s
voluntary disclosure policy to improve corporagparency. Owing to their fiduciary
duty toward shareholders, directors, especiallgpeshdent directors, have a
responsibility to ensure greater transparency whierin the shareholders’ interests. One
aspect of the corporate transparency is to provadientary disclosure. Quarterly
earnings guidance, as voluntary disclosure, canceethe information asymmetry
between the inside managers and the outside imgeStioerefore, a firm with a higher
proportion of independent directors in the boamhase likely to initiating earnings
guidance to improve transparency in reporting amckat starts this practice, it is less

likely to discontinue.

Surprisingly, despite the important monitoring rofea board on a firm’s financial
reporting, little evidence has been gathered tiotiesassociation between board
independence and a firm’s forecast behavior, eafpgthe earnings forecast behavior
with the exception of Ajinkya, Bhojraj and Senguft804] , Karamanou and Vefeas

[2005] and Chan, Faff, Mather and Ramsay [2007¢iiTtree studies all document that
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the firms with more outside directors are moreliike release their quarterly earnings

figures early and are inclined to forecast morguently and their forecasts tend to be
more specific, accurate and less optimisticallygéth One limitation of their studies is to
use annual forecasts as the proxy of managemesddsir behavior instead of quarterly
earnings forecasts. Given the difference natuiguafterly and annual earnings guidance
in terms of forecast frequency, managerial focusamalyst reactions, their studies did
not provide empirical evidence of the associatietwieen board independence and
guarterly earnings guidance initiation, frequerspgecificity, accuracy and optimism.
Second, this study examines specifically a phenomémat firms discontinue quarterly
earnings guidance, not initialing quarterly earsiggidance. Therefore, the first
hypothesis of board independence on quarterly egsrguidance discontinuity is a null

hypothesis:

H1: There is no association between board indepecgl@and a firm’s decision to
stop
quarterly earnings guidance.

However, based on the findings in Karamanou e2@0%] and Ajinkya et al [2004]
that board independence is positively associatéul @arporate financial reporting
transparency, improved by providing quarterly eagsiguidance, | should hypothesize
that firms with more independent directors are lg®gdy to discontinue the quarterly
earnings guidance since its discontinuity leads llmwver level of corporate transparency.
Hence, we should observe a negative associatievebatboard independence and the

likelihood of stopping quarterly earnings guidantieerefore, alternative Hla is

Hla: Firms are less likely to stop quarterly earggnguidance when their boards of
directors are more independent than that of the NIBAINERS firms.
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One limitation of Karamanou et al [2005], Ajinkyaas [2004] and Chan et al
[2007]'s studies is to assume that the board’s todng role to the management on a
firm’s performance does not conflict with its rae a firm’s corporate reporting policy,
especially on its voluntary disclosure policy. Hee Cheng et al.[2005] and Bhojraj
and Libby [2005] find that both mandatory and vaarmg disclosure frequency have an
adverse impact on a firm’s long term investmentgoas, a term called managerial
myopia, which leads to the long term poorer perfmoe of frequent-forecast-firms than

occasional guiders.

Beyond the research findings, firms that discorgiguarterly earnings guidance
often cite the following logic: the pressure of rileg/exceeding quarterly earnings
guidance or analyst forecasts based on earningsugee is so higher for the management
to reach that they sacrifice the long-term investisi¢o meet/beat analyst forecasts, thus
to focus on the short-term performance. For exan@pbea Cola and Scientific Games
Inc. both indicates that their decisions are suigabloy the board of directors.

“ Following a series of discussions with our BoarfdDirectors over the past year,
our management team has established a policy gbroeiding quarterly or annual
earnings guidance!-we believe that establishingtstesm guidance prevents a more
meaningful focus on the strategic initiatives tag&ompany is taking to build its business
and succeed over the long-run!-Our share ownerdbast served by this because we
should not run our business based on short-terxpeetations. We are managing this
business for the long-term.!” (Coca cola, presseese, 12/13/2002)

“Following the recommendation of our board of ditexs, our management team
will implement this policy to highlight the bensgfdf our strategy over the long term to
employees and shareholders. The provision of revand earnings guidance
encourages a short-term outlook which, in our vieswot in the best interests of our
company or our shareholders.” (Scientific Gamesne®s release, 2/26/2004).
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In addition, Committee for Economic Developmentsaf stopping quarterly

earnings guidance by stating that

"Quarterly guidance is at best a waste of resoured, more likely, a self-fulfilling
exercise that attracts short-term traders.”

Therefore, if the monitoring role of directors esseéncourage the management to
focus on long term goals instead on short termgg@add if quarterly earnings forecasts
lead to a decline of a firm’s future long-term penhance due to focusing on short-term
goals, we should find a positive association betwszard independence and the stop

decision. Therefore, the alternative H1b is afed:

H1b: Firms are more likely to stop quarterly earggnguidance when their boards
of directors are more independent than that ofNAEENTAINERS firms.

To test this H1, | use the percentage of outsidecthrs in the board (OUTPCTG) of
a firm in the pre-stop event period as a proxyadrd independence. If the association of
the stop decision and the board independence iBvegshe board of directors concerns
the potential conflicts between quarterly earniggglance and a firm’s long-term
performance; whereas if the association is negdtineboard of the directors concerns

less of the conflicts and focuses more on the pamcy in corporate reporting.

2. Ownership Structure

a) Ingtitution Ownership

Fund managers at financial institutions, such a&$ansurance companies, mutual
funds, pension funds, university endowments, ahdrgtrofessional investment services,
handle about half of the stock holdings of U.S. panies. Institutional investors are

sensitive to corporate disclosure practices forynaasons. First, these managers have a
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fiduciary responsibility for the fund that they name and to the investors whom they

represent. To fulfill these responsibilities, fumdnagers need to choose their stocks
prudently and monitor the performance of the congsacontinuously. Institutions
require information, both as a basis for investnasdisions and to satisfy standards of
fiduciary responsibility® Fiduciaries have cited use of analyst reports/aeace of

care and prudence. Additional to the analyst repastthe information source for
institutions, corporate disclosures provide funchagers with low-cost means of
monitoring (Bushee and Noe [2000]). Second, Hediyton, and Palepu [1999] argue
that, since greater disclosure reduces the infoomaisymmetry between the firm and
investors, between informed and uninformed tradadsincreases market depth, it also
lessens price impacts of trades by reducing battabk spreads and the amount of
information potentially revealed by large tradégrefore, when institutions tend to
invest more heavily in firms with greater averagaling volumes, they are attracted to
firms with more informative disclosure practicesiich disclosure reduces the price
impact of trade. Third, institutions could be sémsito corporate disclosure practices if
disclosure influences the potential for profitatskeding opportunities. If the sophisticated
investors have superior ability to interpret th@lications of public signals than ordinary
investors, greater disclosure could enhance popfibrtunities. However, this effect of
disclosure on the profit opportunities of an ingtdn depends on its
information-gathering and processing capabilifidss aspect is particular interesting
due to the pass of Reg. FD which prohibits thecsete disclosure. Therefore,

institutions with superior capabilities of infornat gathering and processing are more

19¢ they are sued by beneficiaries for poor investtperformance, fiduciaries are held to a “prudent
person” standard, which is to exercise the carguahginent a person of ordinary prudence and igeatice
would exercise in dealing with his or her own pntypeunder the circumstances existing at the time.
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attracted to the firms with greater public disclesu Finally, a corporate disclosure

practice is important to institutions if they redg public disclosure for corporate
governance activities. Thus, institutions thataotve in corporate governance and/or do
not have the resources to engage in private infilomaollection will be likely prefer

firms with greater disclosure.

Empirical studies also find a positive associabetween disclosure level and
institutional ownership. For example, Healy, Huttord Palepu [1999] and Bushee and
Noe [2000], increased disclosure can attract unstibal investors; once attracted, these
investors are more likely to prompt the managernteobntinue strong disclosure
policies. Eames [1995] argued that institutionsdnegustify trading behavior due to
their fiduciary responsibilities, compensation lthea short-term portfolio performance
compared with indices, and the difficulty of anahgzhundreds or thousands of stocks
held in their portfolios. However, both Healy e{H99] and Bushee et al [2000]
focused on the overall analyst ratings, rather tramanagement earnings forecasts.
Ajinkya et al's study [2005] uses annual earnimged¢asts and finds that firms with
greater institutional ownership are more likelydsue a forecast and are inclined to
forecast more frequently. Institutional investdogus on quarterly earnings surprises
gives management incentive to ensure that neard¢gpactations are managed and met.
Thus, managers of firms with higher institutionalnership are likely to face greater
pressure not to disappoint, and are less likektap quarterly earnings guidance. If
guarterly earnings guidance improves a firm’s disale level and its discontinuity
deteriorates this disclosure level, | should obse@rwegative association between the

institutional ownership and the decision to stopergfore, | hypothesize:



59
H2: Firms are more likely to stop quarterly earngnguidance when their

institutional ownerships are less than that of MARNNERS firms, proxyed by
the institutional share percentage (INSTPCTG).
To test H2, | use the average of institutianahership percentage of four quarters
before the stop event period.
b) Typesof Institution Ownership
However, the association between the quareaigings guidance discontinuity
decision and the institutional ownership dependthertypes of the institutions as transit
institution, quasi-index institution and dedicatstitution, suggested by Bushee [1998,
20007°. Transient institutions are characterized as fghigh levels of portfolio
turnover and diversification, which reflect thetférat they tend to be short-term-focused
investors with little interest in long-term capitgpreciation or dividends (Porter [1992]).
Because they focus on attaining short-term rettongheir positions in a firm’s stock,
high liquidity is important for them so that theqarimpact of their trading does not
erode any potential trading gains, therefore, greyexpected to be attracted to firms
with more informative disclosure practices and rieaye firms that reduced disclosures,
to the extent that company disclosure decreasgwittesthat traders pay for immediacy.
A recent survey work by Graham, Harvey, and Rajpgf#04] indicates that managers

believe that transit investors set their firmst&tprices and that the relative performance

evaluation of fund manager promotes a focus ontegar earnings performance by these

20 Detail classification of transit, quasi-index aretltated institution can be referred to chaptendeu
the literature review part on types of institutiomsansient institutions are those trade aggrebsheased
on short-term trading strategies in diversifiedtfmdios. Banks, mutual funds and investment comgsni
belongs to the transient institutions and stockitlily is an important feature that attracts ttemsient
institutions. Quasi-indexer institutions hold lardeversified portfolios and trade very infrequerdihd
their information mainly based on public informatidedicated institutions are large, stable holslimga
small number of firms and trade infrequently. Dagtteir long holding attitude and large, stabledhals,
they show no sensitivity to disclosure rating leved changes.
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institutions. Since quarterly earnings guidanceviples inside information of a firm’'s

short-term performance, a firm with a higher lesktransient institution ownership is

less likely to stop this forecast.

Quasi-indexer institutions are characterized asngaow portfolio turnover and
highly diversified holdings, which suggest a passiwy-and-hold strategy of investing
(Porter [1992]). Since quasi-indexers lack the ueses to actively manage their
portfolios, corporate disclosure are often a céfgetive method of monitoring firm
performance, which indicates that they should prigfiens with more disclosure.
However, compared to transit institutions, theyraweso sensitive to the change of
disclosure levels since they tend to sell theidimgs in firms that experience decreases
in disclosure rankings but do not immediately iaseeholdings in response to disclosure
rating improvements. Since quarterly earnings guidgrovides additional information

of a firm, a firm with a higher level of quasi-ind&s ownership is less likely to stop.

Dedicated institutions are characterized as taldrge stakes in firms and having
low portfolio turnover, both are consistent withedationship approach to investfig
Due to their large, stable ownership positionsy thigen have better access to private
information about their portfolio firms (Porter [28]). Therefore, public disclosure is
less important in monitoring firms and is potenyi@ostly if it reveals proprietary

information. Since they are not frequent traddrs, liquidity benefits of disclosure are

21 Many public pension funds index a large portionhair portfolios precludes selling underperformers.
For example, TIAA-CREF indexes 80% of its domestjaity portfolio. The level of indexing in public
pension funds is reflected by their very low turenvCalPERS has annual turnover in its equity mgjsliof
approximately 10%; and the New York Retirement fihdve annual turnover of about 7% of total equity.
The constraints on selling under-performers impdsethe indexing strategy have provided an impdrtan
motivation for shareholder activism by public pemsfunds.
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likely to be less important to them than other s/péinstitutions, therefore, they show

no sensitivity to disclosure rating levels or chesygeither they can express their voice
through their delegates on the board, or they sartheir own in-house analysts to
analyze information and more likely, they prefemis with less disclosure. Thus, a firm
with a higher level of dedicated institutional owstap is more likely to stop quarterly

earnings guidanc®.

Based on Bushee’s argument, before the firm malesdecision to stop quarterly
earnings guidance, they need to weight the subségogential changes of institutional
ownership level caused by the disclosure decisidhe firm has a higher level of
dedicate institutions prior to the stop event, theymore likely to stop since the dedicate
institution investors might not change their loegat holdings based on the corporate
disclosure. On the contrary, if the firms have ghler proportion of the transient
institutions and quasi-index institutions, they kss likely to stop for the fear of losing

them.

22 pension funds are dedicated institutions. The frgeblic pensions funds in the U.S are CALPERS,
the New York City Employees’ Retirement System, #relState of Wisconsin Investment Board have the
policy to vote. Institutions use different chars monitor the management, through voting shases

the right to vote as attached to voting sharesiiasic measure of share ownership and is particular
important or one to one meetings: A company willally arrange to meet with its largest institutibna
investors on a one-to-one basis during the courigeg/ear. The meetings tend to be at the higbest

and usually involve individual key members of ttuatd in a meeting once, or may be twice, a weekirTh
“target” institutional investor audience would inde large shareholders (saythetop30) and brokers’
analysts (saythetop10) or others. In addition, thieyld tend to phone an institutional investohiéy

hadn’t seen them in the last year to eighteen nsorithe issues which are most discussed at thesingsee
between firms and their large institutional investare areas of the firm’s strategy and how the f&
planning to achieve its objectives, whether objyestiare being met, the quality of the manageméntAe
case of dedicated institution participate in thepooate governance is XEROX. Xerox Corporation has
shown poor performance in the recent years and GR3(the Californian Public Employees’ Retirement
System ) is one of the largest and most influeptgadsion funds. It finds that Xerox retained a doaith
same board members when experiencing the finapdalems with duality role of Chairman/CEO. So it
includes Xerox into a corporate governance foatli poorly performing companies, and asks 3 more
independent directors should be on the board, atieMe that the audit, remuneration and nomination
committees should be composed totally independesdtdrs.
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Beyond the different disclosure sensitivity fiansient, quasi-index and dedicated

institutions, different holding preferences amolmgé types of institutions also show that
dedicated institutions might advocate firms to ®on the long run. On the contrary,
firms with a higher level of transient institutidreavnership and quasi-indexers are less
likely to invest long term investments, such as B& For example, Bushee [1998]
documents that myopic R&D spending is more pronednn firms that are held by
transient and quasi-index institutional invest@sshee’s finding is consistent with the
actions from pension funds. On Aspen Institutefgoreon “Break short-termism” cycle,
pension funds like the New York State Common Reteet Fund, also support the
initiative to discard the quarterly earnings guicann addition, the concentrated
ownership of the dedicated institutions such asijpenfunds and university funds and
endowments makes monitoring management a critatadity. Based on Bushee [1998]'s
classification of transient, quasi-index and de@idanstitutions, | would argue that a
firm with a larger ownership by dedicated instibuis is more likely to stop quarterly
earnings guidance. On the other hand, firms withdatransient and quasi-index
institutional ownership are less likely to stop ady earnings guidance since they need

to meet the short-term goals to attract them.

H3: Firms are more likely to stop when their dedéastitutions
(transient/quasi-index institutions) have highemanships than that of
MAINTAINERS firms

To test H3, | use the measure of institutiatgre ownership percentage. The data
of three different institutions is kindly providég Brian Bushee from Wharton Business
School, detail of his data can be obtained fronphisers [1998 and 2000]. Since

institution ownership can be classified as soléngpshare, shared voting share and no
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voting share, | use the ratio of sole voting shaedd by the institution and the total

shares outstandif) This measure is averaged among four quartersebéfe stop event
period. The levels of quasi-index institutional @sship and dedicate institutional
ownership are tested. Since the average transistitiutional ownership is 1%, | did not
test the ownership by transient institutions. balse a dummy variable DEDDM, which
takes 1 if dedicate institutional ownership is &rthan 50% of the total institutional

ownership, 0 otherwise

3. CEOs Compensation

The theory of managerial incentives and stock corsgion suggests that managers
issue forecasts for reasons that are consistenttiaeir own self-interests or incentives
instead of shareholders’ interests. CEO compensatis two components, cash and cash
bonus based on accounting performance and equitpeasation based on market
performance of a stock. The incentive of CEO comspgan of earnings guidance

depends on the proportion of equity vs proportiboash and bonus.

If CEO compensation relies heavily on equity, theenagement is more likely to
issue forecasts despite the nature of the newsl(gobad). When the news is good,
management will be in favor of forecast earningbsdost the share price in order to reap
the stock options. Miller and Piotroski [2000] dament that CEOs with a higher level of
the stock options in their compensations are mkedylto forecast. Nagar, et al. [2003]

argues that managers with greater levels of edpaged compensation issue more

23 Untabulent results shows that percentage of susolefvoting shares and the shared voting shatds he
by the institution and percentage of total amodrshares held by the institution have the simiésuits.

% |n the data collection, some institutions areidentified neither as transient, quasi-index orici
institution, | title them other institution. Butegtsummary statistics shows that their ownership is
insignificant compared to dedicate institution aasi-index institution.
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frequent forecasts(measure both the annual andeglyafiorecast of earnings, sales and

other qualitative information and the AIMR ratinfgs disclosure) to avoid equity
mispricing that could adversely impact their weatlonsistent with their hypothesis,

they find that the frequency of management earnioigcasts is positively related to the
proportion of CEO compensation affected by stoekepas well as the absolute value of
shares held by that individual. In the case of éachings performance, if the equity
proportion of CEO compensation is higher, the manant tends to issue future good
news forecast on the earnings announcement datetain away the bad performance
and shift the investors’ attentions to the futueei@d instead of on the current period.
Cohen [2002] argues that the management stillladiscretion of future expected
earnings, therefore, in order to maximize the valuequity based compensation, the
management is more likely to issue future earnfogscast to shift the investor’s
attention. When the news is bad, the managershigtier level of equity compensation
tend to release the bad news forecast before thenga announcement date to adjust the
market expectations down so to avoid the huge pieckiction on the earnings
announcement that will adversely affect their eguéllue. Second, due to litigation risk,
the management is also likely to disclose newsediitigation risk will reduce their
ownership on the stocks. In addition, investordwattional expectation respond to
non-disclosure as “worst” news. Furthermore, witligher equity level in compensation,
the managers care more to build credible relatipnsith analysts since their wealth ties
tightly with the stock performance in the futuren8ling bad news forecast early also can

help build reputation for credibility in the infoation disclosure.
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If the CEO compensation is heavily based on caditash bonus, CEOs care less

about voluntary disclosure of the future perfornaarideally, when the CEO
compensation is a flat wage, management is unlikelgduce disclosure, since
managers derive private benefits from control.ddition, non-disclosure increases the
owners’ cost of intervention and allows managersotatinue extracting rents from their
employment. In order to reduce the economic resdrd of directors design CEOs
compensation plans so that the cash bonus ussdiigsed on firm performance. Graham,
Harvey and Rajgopal [2005] survey evidence findg dtompanies often have internal
earnings targets (for the purpose of determiningtiver the executive earns a bonus) that
exceed the external consensus target to set theslp@yout. Bonuses are a function of an
internal “stretch goal,” which exceeds the interfimaidget EPS,” which in turn exceeds
the analyst consensus estimates. Hence, meetirxtial earnings target (such as
analyst forecasts) does not guarantee a bonus pa&jowever, in the case of poor
performance with the benchmark of external earntagget, management is at the risk of
cash bonus reduction, a signal of CEO'’s inabilityrtanage the firm. Second, when the
management issue earnings guidance, they needdalfa possibility of missing their

own earnings guidance when the market or econaiiat®n changes. Failing to miss
their own forecasts sends a signal of their incaipabo manage the firm and anticipate
the unpredictable uncertainties. Gong, Feng arfdQ07] shows that corporate boards
consider the quality of management earnings guilaren setting CEO incentive
compensation and penalize CEOs with poor earningtagce prediction, especially
when the management forecast is optimistic of peviearnings guidance. They find a

significant reduction in cash bonuses for CEOs wthewy issue optimistic earnings
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forecasts, and the magnitude of bonus reductiaeases with the extent of optimism in

management earnings forecasts. Therefore, in atisituof bad firm performance that
leads to a huge reduction in cash and cash bondsydditional reduction based on the
possibility of inaccurate forecast due to uncettain the future, firms with CEOs with
higher proportion of cash bonus are more likelgttp quarterly earnings guidance to

avoid further bonus loss in the future. Hence Higpetis 4 is:

H4: Firms are more likely to stop quarterly earnsnguidance when the CEO
compensations are based more on cash and cash fbansthat of the
MAINTAINERS firms.

| use the cash proportion of the CEOs compensé&@&sHPCT) to proxy the
management’s incentive to provide timely forecag&trimation to the investors. | expect
a positive association between the cash perceonfa€EOs compensation plan and the

decision to stop.

[I.HYPOTHESISON THE IMPACT OF STOPPING

What is the impact of stopping quarterly earningslgnce on a firm’'s long-term
investment proxied by Research and Developmentresepand capital expenditurés?
Research and development expenditure is crucidhogrowth of a firm, however, the
long-term time lag between the investment decisiah the associated returns for
Research and Development expenditures createdlactbatween short-term goals and

long term goals, a term called managerial myop@otding to Stein [1989], managerial

% R & D expense is used as a proxy for long ternestment due to three factors: First, theoreticakwo
on corporate long-term investment by Stein [198@Jieitly suggests the use of Research and
Development expense to measure investment in lemg-projects. Second, the prior empirical work of
Barber [1991], Dechow and Sloan [1991] and Busti&88] use of Research and Development expenses
to examine corporate investment in long-term pitsjethird, the long-term time lag between the
investment decision and the associated returnRdésearch and Development expenditures makes i@ go
proxy for investment in long-term projects.
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myopia as the desire to achieve a high currenkgidce by inflating current earnings at

the expense of longer-term cash flows (or earnirgis)theoretical study shows that, in
the face of a rational stock market, managers ieffmt to influence the market’s current
assessment of the firm’s value would sacrificeltcésh flows to boost near-term

income.

Under U.S. GAAP, R&D expense is immediately expdngecording to FAS 2,
issued in 1974, all R & D costs encompassed bysthtement shall be charged to
expense when incurré The total R & D costs charged to expense shoeldisclosed
in the financial statements in each period for \Wwraa income statement is prepared.
Also, under FASB Interpretation No. 4, Applicalylaf FASB Statement No. 2 to
Business Combinations Accounted for by the Purchetod, in-process R & D costs
should be written off to expense on the day theyaaquired. The Board considered such
factors as uncertainty of future benefits of indisal R & D projects and lack of causal

relationship between expenditures and berféfits

% These costs include: (1) costs of materials, egeif and facilities that have no alternative fuuses;
(2) salaries, wages and other related costs obpeed engaged in R & D activities; (3) purchased
intangibles that have no alternative future usé&scéntract services; and (5) a reasonable allmcati
indirect costs, except for general and administeatiosts, which must be clearly related to be etland
expensed.

2" The Board considered an accounting method of setectpitalization, which is to capitalize R & D
costs when incurred only if specific conditions fulilled and to charge to expense all other R &@ts.
This method, requiring establishment of conditithrest must be fulfilled before R & D costs are calied,
has been practiced in many countries. For exaroplatalization of selected R & D costs has beemnadd
under certain conditions in Japan and France, velifgtalization of development costs has been joett
in the United Kingdom is required under internaéibaccounting standards. The selective capitatinati
method requires prerequisite conditions that ase@&n such factors as technological feasibility,
marketability and usefulness. In US, Developmefarssto the translation of research findings intmp or
designs for new products or process. Most of safwampanies do not capitalize development costs du
to its immateriality, such as Microsoft, Netscapd &ymantec. However, Lotus in 1994 charged 159
million of R & D costs to operations and capitatiZ6 million of development costs. The amortizatdn
capitalized software development costs is on aagghit-basis over the specific product’s econorfi; |
generally three years.
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The requirement to expense R & D expenditures vithecurs make it vulnerable

to cuts by managers burdened by pressure to achiereterm earnings targets although
recent GAAP has allowed partial capitalization efelopment cost for software industry.
Managers have incentives to reduce R & D investnmeotder to avoid earnings
disappointments that would trigger a temporary wakeation of the firm’s stock price.
The misevaluation of the stock price is harmfultfoe management due to the
compensation plan, the near-term equity fundingiregqnents, the potential takeover
threat due to temporary undervaluation. Therefiimas with pressures to boost earnings
tend to under-invest in R & D in the short termr Emample, a major pharmaceutical
company executive recently confided in a privaterview that the past ten to fifteen
years, his firm had an explicit policy linking appal of R & D expenditures with the
projected success in hitting the target rate afrretor the year. If the return projected to
be greater than the budgeted, more would be speRt& D, if it is expected to be less
than planned, it should be lowered. Empirical stadilso find that firms

underperforming to the industrial competitors us& B expenditure to boost incorffe

For example, Perry and Grinaker [1994] find a digant negative association between
the unexpected R & D expenditures and the unexgeamings. In addition, Graham,
Harvey and Rajgopal [2005] survey evidence finds 80% of the respondents reduce
discretionary R & D, advertising and maintenanceesxiture to beat/meet analyst

forecasts. Bhojraj et al. [2005] document that ggincruals or discretionary expenditures

2 Three mutually exclusive cases are distinguishekdo the investment decisions affect the ability t
report earnings greater than the income objecti®ase 1: the earnings before the R & D expendénte
target income exceed the cost of acceptable R &Bstment opportunities. Case 2: The ability tarep
earnings greater than the income objectives depamtise R & D investment decision. Case 3: the
earnings before R & D is less then the income disjecUnder the case 2, most firms will changeRh&
D patterns to achieve income objectives due tatimepensation incentives or to the takeover threat.
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(such as R&D expenditure) to meet or beat anatysichsts results in short-term positive

impact on firm performance, but long-term underperfance relative to firms that do not
manage earnings to meet forecasts. Houston, LeWacker [2007] find that compared
to the MAINTAINERS, the R& D Expenditure and Capipenditure of the

STOPPERS are lower.

A capital expenditure is incurred when a businpesnds money either to buy fixed
assets (purchase expenditure) or to add to the wdlan existing fixed asset with a
useful life that extends beyond the taxable yegn@vement expenditure). Capital
expenditure needs to be capitalized if the assets future benefits; this requires the
company to spread the cost of the expenditure thneeuseful life of the asset. If,
however, the expense is one that maintains thé asge current condition and assumes
no future additional value, the cost is deductély fas the expense in the year of the
expenditure. Similar to R & D expenditure that ¢esahe conflicts with short-term goals
and long term goals, capital expenditure also aheerable to cut to improve the
short-term earnings performance. If a firm thapstquarterly earnings has poor
performance in the short-term, R& D Expenditure eaglital expenditure will be

reduced to boost short-term earnings. Therefongotiesis 5a states as follows:

H5a: For STOPPERS firms, R& D Expenditure/ capgapenditure will be lower
in the post-stop period than in the prior-stop pelri

Since gains from R&D are realized only in the ldagn, but the expense of R & D
will lower the short term performance of a firm, ianreasing focus on the short-term
performance such as quarterly performance to mesdtdmalyst forecast will inevitably

sacrifice the R & D expenditure to boost short t@erformance. Quarterly earnings
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guidance also has the short-term focus as suggesgtind US corporations and

institutions. For example, Coca Cola Company statefibllowings:

“the company hoped the move(of discontinuing quirearnings guidance)
would focus investor attention on long-run perfonoa and discontinuing quarterly
earnings guidance would help the company focu®ng-term objectives, such as
expanding its business into new markets, withouinggto worry about meeting
short-term earnings targets.”

General Electric (GE) also mentioned that shorhigm as a result of quarterly
earnings guidance cause it to stop quarterly egsmuidance.

“The relentless focus on "the number" can drivenpanies to engage in short
termism at the expense of the company’s long-tetund. At the extreme, narrowly
defined earnings guidance can be a catalyst fonie@s management and outright
fraud.”

In addition, CFA Institute, U. S. Chamber of Comasgrand the Aspen Institute
propose a discontinuity of quarterly earnings gnatato shift the management’s focus
on the long term rather on the short term. Thif shn be observed through the changing
level of R & D expenditure in corporations. Pritetature has established the link
between R & D expenditure and managerial myopiahant-term and argued that
increasing R & D expenditure can be viewed podyias a reduction of managerial
myopia. For example, Dechow and Sloan [1991] anshBa [1998] have found that
R&D expenditures are negatively associated withmla@agement myopia behavior. In
addition, Cheng et al [2005] finds research ancetigpment (R&D) expenditure is used

to proxy for the managerial myopia and ceterislpesj dedicated guiders spend

significantly less on R&D than occasional guiders.

If the argument of US firms and institutions fdioag term focus by abandoning
guarterly earnings guidance is true, we can finchareased level of R& D Expenditure

for firms that stopped quarterly earnings guidainade post-stop period than that in the
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pre-stop period since without quarterly earningsiguice, firms can focus on the

long-term investment proxied by R & D expenditutdsnce, alternative hypothesis of

the association between the quarterly earningsageil and the R & D expenditure is:

H5b: For STOPPERS firms, R& D Expenditure/ capggbenditure will be higher in
the post-stop period than that in the prior-stopipe.

To test H5, | compare the levels of R&D expenditame capital expenditure of the
STOPPERS. If STOPPERS increase R & D expenditutieeipost-event period, after
controlling other factors, we can argue that tiog €vent does mitigate the management
myopia behavior. Otherwise, we can argue thatdbad of long-term goals by
discontinuing quarterly earnings guidance is juse®cuse to shift the investor’s

attention away from short-term performance.

1. HYPOTHESISON THE DECISION TO RESTART

1. Performance Related Hypothesis

Lang and Lundholm [1993] reported that firms pr@ddetter disclosures subsequent
to good earnings and stock performance or in guaimn of improved future
performance. Miller and Piotroski [2000] documentieal the frequency of voluntary
forward-looking disclosures was higher for firmgwstronger, more persistent earnings
during turnaround periods. Miller [2002] finds thiae frequency of voluntary disclosures
increases when firms perform well and that manalgeceme more secretive during
challenging times. Similarly, Wasley and Wu [206i6§ that firms voluntarily issue cash
flow forecasts when they have good news to img@ziren et al. [2007] and Houston

[2007]'s studies also document that firms with pperformance are more likely to stop
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earnings guidance. My hypothesis is that, whemaldiearnings performance or market

performance is improved, firms are more likelyéstart quarterly earnings guidance.
H6: Firms are more likely to restart quarterly eamgs guidance when firms’

operational performance and market performancelaatter than that of
NONRESUMERS firms.

To test this hypothesis, | predict that good perni@amnce in the past period and
expectation of good performance in the future gkrsopositively association with the
decision. To test this hypothesis, | use similgorapch to test the stop decision by using
variables PEPS, FTEPS. PEPS as the average eachiagge in the four pre-event
guarters relative to their respective same-qudaataryear values, deflated by the stock
price at the end of the pre-event period. We ptelat the higher this variable, the more
likely the firm is to restart guidance. FTEPS meadby the change in average diluted
earnings per share (split-adjusted) from the foargvent quarters of restarting to the
four post-event quarters, deflated by the stookepat the beginning of the pre-event
period. If firms restart guidance because of exgubgbod earnings performance, we
expect a positive coefficient on FTEPS. The seqmrtbrmance indicator is market
performance- RETURN. It is measured by the buy-aoid-return (compounded
monthly) during the one-year period before the isgannouncement for the quarter
preceding restarting, less the buy-and-hold retarthe equal-weighted market index in
the same period. If firms restart guidance becafigeod stock performance, we expect

a positive coefficient on Return.
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2. Earnings Expectations Management Hypothesis

Prior literature has documented that the mamagé has the incentive to meet or
beat analyst forecasts. Since mid-1990s, the resutieeting or beating analyst
expectations has become the most important thr@sbohanagers, more important than
either avoiding quarterly losses or quarterly esgaidecreasé$ Incentives to meet or
beat analyst forecasts arise in two factors ob#reefits associated with beating/meeting
analyst forecasts and the costs associated withgao meet. First, beating/meeting
analyst forecasts leads to a risk premium forra.fBarth, Elliot and Finn [1999] find
that, all else constant, firms that report contuimigrowth in annual earnings are priced at
a premium relative to other firms. Bartov, GivolydaHayn [2002] find that firms that
meet or beat analyst expectations earn higher s&takns than these that miss the
expectations, and that these returns are not atfdnt whether the firm achieves this by
managing earning$ or expectations, suggesting high reward to enggigirarnings
expectations management. In addition, they find fihas that meet or beat analyst
expectations often report superior future opergb@dgormance. Graham, Harvey and
Rajgopal [2005] survey evidence finds that an ovewing 86.3% of participants

believe that meeting benchmarks has the followimgglits such as to build credibility

29 Graham, Harvey and Rajgopal [2005] survey finds ttar performance benchmarks as earnings in the
same quarter last year, previous quarter earnzage,earnings or loss, and consensus analyst Bireca
earnings. Among them, the consensus analyst fdreaasings is the key metric as earnings benchmark.

30 Real actions that firms can take to avoid missiagiags targets include: (i) postpone or eliminate

hiring, R&D, advertising, or even investments (tmia depreciation charges to earnings or othet-sfar

charges); (ii) manage other expenses by cuttingrével budget, delaying or canceling software sipen

or deferring maintenance spending; (iii) sell bameestments that are not marked-to-market andetoes,
permit the firm to book gains; (iv) securitize assév) manage the funding of pension plans; (@iwnce
customers to increase their order quantity towtrdsend of the quarter; and (vii) announce an emeen

product prices in the first quarter of the comirguyto stimulate demand in the fourth quarterubipcices
in the fourth quarter and hope to make that ugghdr volume.
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with the capital market, to help analysts with tHierecast jobs, to facilitate to maintain

or increase the firm’s stock or to convey futurevgh prospects to investors. Second,
fail to beat/meet analyst forecasts implies badagament for a firm. Skinner and Sloan
[2002] show that the market’'s asymmetric reactimnsarnings news--the absolute
magnitude of the price response to negative swpsgnificantly exceeds the price
response to positive surprises, particularly fghhgrowth firms. Growth firms that fail
to meet earnings benchmarks (such as analyst etjpas) suffer large negative price
reactions on the earnings announcement date. Megssdimpact on negative earnings
surprise is due to two scenarios: with earningsi@uie or without earnings guidance.
Without guidance, the market holds that the manage¢man find a penny to beat/meet
analyst forecast by using alternative accountimgsror to seek reduction of discretionary
R & D expenditures. In a case with guidance, theketanterprets the fail to meet as the
management’s inability to provide accurate foreeast suspect the ability of the
management to manage the firm. As a result, th&ehaoncludes that the firm probably

has poor future prospects and, hence, depressémttestock price’

Apart from the stock price considerations from tiegative or positive earnings
news, the management also uses guidance to bpiltateon on the earnings
predictability. An important reason for giving gaitte is to ease the analyst’s job in
computing forecasted EPS by providing guidanceuitdearnings predictability instead

of leaving analysts to forecast by themselves withigher dispersion in their forecasts.

31 The tone of the conference call on the earningsamcement date is dramatically different for gusit
or negative earnings news. If they meet the easiiaget, they can devote the conference callgo th
positive aspects of the firm’s future prospectscdntrast, if the company fails to meet the guidedhber,
the tone of the conference call becomes negative fdcus shifts to talking about why the compang wa
unable to meet the consensus estimate. Analysis tiedoubt the credibility of the assumptions
underlying the current earnings number and thectsteof future earnings. Such a negative envirohmen
can cause the stock price to fall and even resutdebt-rating downgrade.
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Earnings are thought to be unpredictable if theyalatile or if the firm underperforms

earnings benchmarks, and unpredictability leadswostock returns. A poor reputation
for delivering transparent and reliable informatgam increase the information risk of a
firm, also hurting stock performance. Stock maskatiation, especially related to
earnings predictability, causes an executive todmeerned about her company’s
reputation for delivering reliable earnings andcttising transparent information.
Earnings predictability can be reached by providjnglance to reduce the chance of
missing analyst forecast or to smooth earningsh&ra Harvey and Rajgopal [2005]
survey finds that predictability of earnings isauer-arching concern among CFOs. The
executives believe that less predictable earniageféected in a missed earnings target

or volatile earnings command a risk premium inrtreket®?

Analyst forecasts are often used as proxiemfmket expectations to the future
earnings. However, earlier studies investigatingyst forecast bias have generally
found an optimistic bias in analyst forecasts (Ersand Philbrick [1993], Lin and
McNichols [1993] and [1997], Dechow, Hutton, and&i [1999]). Empirical and
anecdotal evidence also suggest that managersdaed influence analysts' earnings
forecasts. For example, survey evidence from GrgRa0b6] indicates that the primary
role of voluntary disclosure from a CFQO'’s pointascorrect investors’ perceptions about

current or future performance, so that the stogkised off company-provided

32 First, predictability of earnings makes it easmrifivestors to get a sense for what portion ofiegs

will be paid out versus reinvested. Second, tha fias no obvious interest in increasing earnindgtiity.
CFOs feel that speculators, short-sellers and hidgs are the only pares that benefit from moiatite
earnings and, consequently, a volatile stock pBeenpy earnings streams undermine their trusten th
company and its numbers. Executives point outttie@tulture of “predictability in earnings” goesege

down the organizational hierarchy. Divisional magragdevelop reputations as “no surprise guys” by
creating cushions in their revenue and spendingétsd These dependable managers are rewarded in the
firm because they delivered earnings.
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information rather than “misinformation”. Similarhjjinkya and Gift [1984] found that

forecasts are issued by managers in an effort teerpoevailing market expectations
toward management beliefs about future earningseban nonpublic information), and
condition on the management forecast signal, tpgatanarket revises its expectations
(and the equilibrium value of firms common shaiesgn unbiased fashion- a "good

news" ("bad news") forecast is associated with@mand (downward) price revision.

Recent empirical research documents systematierpatin analyst earnings
forecasts suggestive of such managerial earningsugee, including persistent
pessimism in their quarterly earnings forecaststgMiaoto 2002), non-normal
distributions of earnings deviations from conserfsuscasts (Burgstahler and Eames
2004), and walk-downs in analysts' annual earngstisnates (Richardson et al. 1999,
2004). Furthermore, Soffer, Thiagarajan, and Walfp@00] find that firms use
pre-announcements of earnings to manage analypetttions and managers are
selective in the content of their disclosures gmaear to receive stock price benefit from
managing analysts toward beatable targets. Bro@@1[pfinds an overall increase in the
percent of zero and positive forecast errors anee ts consistent with managers taking
actions to avoid negative earnings surprises (aisguthe incentive to avoid negative
earning surprises has increased over time). Cqttera, and Wysoski [2004] find that
the switch to pessimistic forecasts appears tmbeantrated around the release of
management forecasts. Therefore, it is arguabtdithamanagement has strong
incentives to beat earnings targets because imgesttongly penalize firms that miss

these targets.
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Analysts, on the other hand, also dislike the ew@us pattern of failing to meet

their forecasts due to two factors: if a firm’sdtgrice co-varies with the stock prices of
other firms in the same industry, analysts mighd fit worthwhile to let this firm’s stock
“look good” and beat the earnings estimates. Otlservthey run the risk that the stock
prices of other firms in the industry would falltife firm does not meet the estimate,

increasing the odds that the analyst’s analysikade other firms might look bad.

Therefore, based on empirical studies, | hypoteafat the management might

restart earnings forecast to adjust the marketatapen of future earnings.

H7: Firms are more likely to restart quarterly eamgs guidance when the analyst
expectations for future quarterly earnings are ldgthan that of
NONRESUMERS firms.

| use two proxies to test this hypothesis.tFlrase the extent of the analyst forecast
bias (FBIAS) before the management to restart gugréarnings guidance. My
argument is that a more optimistic bias of the ystdbrecast, a higher incentive for
management to engage expectations managementedtredsmeasurement is the change
of the proportion of just meet/beat analyst foretafore/after the management gives
guarterly earnings guidance (CMB). My argumenhat higher proportion of just
meet/beat analyst forecast in the post-event pedotpared to that in the pre-event

period, higher incentive for them to engage expittananagement before event period.

V. SUMMARY OF HYPOTHESIS

As a summary, H1-H4 examines the association betwerporate governance and

the decision to stop quarterly earnings guidan&ekbmines the impact of the stoppage
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decision on a firm’s investment on capital and ® &xpenditure. H6 and H7 examine

the association between a firm’s performance, agaéxpectation management and its

decision to restart quarterly earnings guidance.

H1: There is no association between board indeperedand a firm’s decision to
stop quarterly earnings guidance.

Hla: Firms are less likely to stop quarterly eagsiguidance when their boards of
directors are more independent than that of the WININERS firms.

H1b: Firms are more likely to stop quarterly eagsiguidance when their boards of
directors are more independent than that of the WININERS firms.

H2: Firms are more likely to stop quarterly earsiggiidance when their

institutional ownerships are less than that of NORSPER firms, proxyed by
the institution share percentage (INSTPCTG).

H3: Firms are more likely to stop when their dethaastitutions

(transient/quasi-index institutions) have highenevships than that of
MAINTAINERS firms

H4: Firms are more likely to stop quarterly earsiggiidance when the CEO

compensations are more based on cash and cash Hwaruthat of the
MAINTAINERS firms.

H5a: For STOPPERS firms, R& D expenditure/capixgdenditure will be lower in
the post-stop period than in the prior-stop period

H5b: For STOPPERS firms, R& D expenditure/capitgdenditure will be higher
in the post-stop period than that in the prior-gtepod.

H6: Firms are more likely to restart quarterly éags guidance when firms’

operational performance and market performancéetter than that of
NONRESUMERS firms.

H7: Firms are more likely to restart quarterly eéags guidance when the analyst
expectations for future quarterly earning are highan that of
NONRESUMERS firms.
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CHAPTER 4 RESEARCH DESIGN AND METHODOLOGY
|. RESEACH DESIGN

1. Industry-Year-Quarter Matched Research Design for the Stop Event

The research design in this dissertation is matgnedp comparison. For the stop
event, | find two groups of firms as STOPPERS adNTAINERS. For the restart
event, | find two groups of firms: RESUMERS and NRBSUMERS. | match both
groups using industry-year-quarter matched methbd.advantage of using industry
matched sample is to control other factors thag eanong industries. First, different
industry has different operating features suchagéal intensive, labor intensive,
different level of tangible assets or intangibleads, different complexity levels and other
characters. Second, argued by Field, Lowry and[3D@5], various industries have
different levels on probability of lawsuits. Foraample, high tech industry (biotech
industry, computer industry, electronics industng @he retailing industry) (2833-36,
3570-77, 3600-74, 7371-79 8731-34) have a highavahility of lawsuits due to the
growth uncertainty. Healthcare and wholesale intkssare also the target of lawsuit due
to the “deep pocket” theory. Regulated industrisl@-13 4833 4841 4811-99 4922-24
4931 4941 6021-23 6035-36 6141 6311 6321 633 Ineanared to provide operating
information to regulatory bodies on a regular baam& such information is often more
detailed and timelier than quarterly earnings ameement, so that this flow of
information reduces the information asymmetry vitbestors and hence decreases the
need for voluntary forecast. The third examplédesrietail industry, which has lower
litigation risk due to the fact that this industryually releases monthly sales figures,

which provides better and detailed information eacmth. Therefore, by matching
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industry, | can control for the litigation risk smme exterit. Lastly, it is well

documented (Houston, Lev and Tucker [2007] thatgirforecast behavior might be
influenced by the industry practice; therefore cbwytrol the industry factor through
matching, it will improve the empirical results.th, R&D expenditures vary
differently among industries. Previous study, Bghé89] finds that the industry of
Computer programming, software and services hakighest ratio of spending R&D
costs, represent about seventeen percent of Bigsin the industry ranking is the drugs
and pharmaceuticals industry, where R&D is aboupdrzent of industry sales. Other
relatively “glamorous” industries on the list indkiindustries of Computers and
electronic equipment, electronics and other elealtequipment excluding computers and
communications. Another industry is industry of igportation equipment. As a
summary, matching STOPPERS and MAINTAINERS, RESUISERd
NONRESUMERS by industry can reduce the impact dbigtry variation on the
interested dependent variables in this study. Skdamse the year-quarter matched
method, based on the assumption that many of theested variables are highly

sensitive to the time frame.

Throughout the time period fron¥ Quarter in 2001 to"Quarter in 2006, | have
defined three types of quarters as “event quang€g-event quarter and post-event
quarter. The preceding four quarters as the “pes\period, while the event quarter
and its subsequent three quarters are labelee dpdbt-event” period. “Guidance
stoppers”’(STOPPERS) are the firms that issue ga&léor at least three out of the four

pre-event quarters, but give no guidance for arth@four post-event quarters while

3 | also can use Roger’s model of litigation rislegiimate it. However, since | already matched the
industry, the untabulent results show that the ithpa litigation risk on the stop decision is nigirsficant.
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“guidance maintainers” (MAINTAINERS) provide guidanfor at least three out of the

four quarters in both the pre- and post-event perare termed. For example, Coco-cola
announced that it will stop quarterly earnings gaick in Dec 2002, so 4 quarters before
December 2002, Coco-Cola has 4 earnings guidamgedeevent period, but no earnings
guidance after event quarter. The event quarteY guarter in 2003. In addition, | also
check the STOPPERS firms, to examine whether tt@FFPERS are due to bankruptcy

or merge or takeover. The STOPPERS need to continwperation for at least 2 years.

Pre-Event Period Post-Event Period

Qra Q3 Q2 Q1 Qt Qi1 Q2 Qi3
Event Quarter

| used the first 2 digits of the SIC code tachathe MAINTAINERS, at the same
time, | need to match by year and quarter sinceymariables examined in my study are
sensitive to the time period. For example, if oA®BPERS firm X is in business service
industry with a SIC code of 73, | identify firm ¥ & maintainer in the same industry of
SIC code 73. If Firm X’s year quarter is 20052@&rth use 20052Q as the event quarter
for Firm Y. Before allocating the event quarter Form Y, | also need to check that firm
Y has at least 3 quarters forecast in the pre-gvembd and at least 3 quarters forecasts

in the post-event period.

2. Industry-Year-Quarter Matched Research Design for the Restart Event

Same research design as industry-year-quarter ethtstapplied for the restart
event. The data selection procedure for the RESUSMEBRI NONRESUMERS are

similar to the STOPPERS and MAINTAINERS excepteli&nt time period from
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2004Q1 to 2008Q2. The criteria for RESUMERS is thrais must have at least 4

forecast within 18 month after they restart provgdguarterly earnings guidance to

maintain a consistent pattern.

The procedure to match RESUMERS and NONRESUMER &sfellows: first |
identify RESUMERS discussed above. Second, | fiNDANRESUMERS firm for each
firm in RESUMERS, matched by industry based onfitisé¢ 2 digits of SIC code. Third, |
matched NONRESUMERS and RESUMERS by year. For elgnipne RESUMERS
firm X is in business service industry with a Si@le of 73, then | identify firm Y is a
NONRESUMERES in the same industry of SIC code #7Birm X’s year quarter is
20052Q, then | use 20052Q as the event quartdirfior Y. Before allocating the event
quarter for Firm Y, | also need to check the stepn quarter for Y to ensure that

20052Q as the event quarter for being silence shoeilater than the event quarter for

stopping.

I[I.RESEARCH METHODOLOGY STUDY OF THE STOP EVENT

1. Univariate Analysisfor the Stop Event

a. Univariate Analysis for the Decision to Stop

| use t-test to find the difference of board indegence (OUTPCTG), institutional
ownership (INSTPCT), types of institutional ownepsas transient institution
(TRANSITPCTG), dedicated institution (DEDPCTG) aqghsi-index institution
(QIXPCTG) and CEOs compensation (CASHPCTG) in tnaugs of STOPPERS and
MAINTAINERS. The following description gives detaileasure of each variable in the

univariate analysis.



OUTPCTG = the fraction of nonexecutive to total directors (The sum of the number of outside directors and
the number of outside-related directors.) before the stop event

INSTPCTG = the fraction of commons stock owned by qualified institutions before the stop event, calculated
from the Thomson Reuters Ownership Data, the sum of sole voting shares held by institution divided by total
shares outstanding. The percentage is averaged the pre-event four quarters.

DEDPCTG-= the fraction of commons stock owned by dedicated institutions before the stop event, calculated
from the Thomson Reuters Ownership Data, the sum of sole voting shares held by dedicated institution
divided by total shares outstanding. The percentage is averaged the pre-event four quarters. Lists of dedicate
institutions are obtained from Bushee [1998) paper.

QIXPCTG= the fraction of commons stock owned by quasi-index institutions before the stop event, calculated
from the Thomson Reuters Ownership Data, the sum of sole voting shares held by quasi-index institution
divided by total shares outstanding. The percentage is averaged the pre-event four quarters. Lists of
Quasi-index institutions are obtained from Bushee [1998) paper.

TRANSITPCTG= the fraction of commons stock owned by transient institutions before the stop event,
calculated from the Thomson Reuters Ownership Data, the sum of sole voting shares held by transient
institution divided by total shares outstanding. The percentage is averaged the pre-event four quarters. Lists
of transient institutions are obtained from Bushee [1998) paper.

CASHPCTG= Proportion of the cash and cash equivalent annual incentive award, calculated by the sum of
CEO annual bonus and annual base salary, divided by the total annual CEO compensation before the stop
event. Total Annual CEO Compensation includes the sum of total annual compensation, plus all long-term
payments, including restricted stock, the value realized from stock options, any LTIP payouts and all other
compensation. CEOALLTOTALCOMPENSATION is the sum of total annual compensation, plus all long-term
payments, including restricted stock, the value realized from stock options, any LTIP payouts and all other
compensation. **

b. Univariate Analysis for the Impact to Stop

| use t-test to find the difference of R & D exp#uark and capital expenditure for
STOPPERS in the pre-event period and post-eveitdodn particular, | examine the
capital and R & D expenditures one year and twasyatier the stop event. The

following is the variable measurement for R & D erditure and capital expenditure.

RDX=R&D expenses (Compustat data #46) for the year scaled by total assets (data#6) at the beginning of
the fiscal year.

CAPX=Capital expenditure (data#30) for the fiscal year scaled by the total assets (data#6) at the beginning of
the year;

34IF Corporate library gives the CEORESTRICTEDSTOCK (BroValue of restricted stock awards) and
CEOOPTIONVALUEREALIZED (Value realized on the exise of stock options or stock appreciation rights
(SARs)).CEOOTHERANNUALCOMP options, SARs or defer@mpensation; tax reimbursement; the value oftésgount
received on the purchase of shares. The valugeediiom stock options is calculated from Proxyesteent, since after 2004,
corporate library does not provide. Year 2007 gihestotal CEO compensation, while year 2004-2008y listed the number of the
shares as stock option, so | use the CEO total ensgtion based on the estimated value of the ktist option or other long-term
incentive grant(corporate library data item CEOTQTARGETCOMP)
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2. Multivariate Analysisfor the Stop Event
a. Multivariate Analysis for the Decision to Stop

To examine the association between outsidetdigadnstitutional ownership, types
of institutional ownership, CEOs compensation srdntinue quarterly earnings
guidance, | use the probability of discontinuingeftasts, defined as:

STOPPERS=L1 if the firm stops providing quarterly earnings guidance during the fiscal quarter and O
otherwise

To determine the association between the aectsi stop and corporate governance,
| specify three widely used measures—the propoxticthe outside members in board,
proportion of institutional ownership, proportiohdedicate institution ownership,
proportion of quasi-index institution ownership @HOs cash compensation. Variables
that related to board directors are discussedepthvious section of univariate analysis,
such as board independence, institutional ownergypps of institutional ownership,
CEO compensation. | also use a dummy variable (DEPD classify a firm with

dedicated institutions own more than 50% of thaltimistitutional ownership.

DEDDM=dummy variable (0,1) for dedicate institution majority. If dedicate institution ownership is larger than
50% of the total institutional ownership, then it takes 1, else is takes 0. | use the interaction of DEDDM and
INSTPCT to examine the difference of institution types.

Control Variables
Based on prior research, | select several iewlégnt variables to control for other
possible determinants of the stop decision.

Firm Performance

Lang and Lundholm [1993] find that firms progiletter disclosures subsequent to

good earnings and stock performance or in anticpatf improved future performance.
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Miller and Piotroski [2000] document the fact tfiains with stronger prospective

earnings performance are more likely to provideveoyd-looking disclosures after
controlling for prior disclosure decisions. MillR002] finds that the frequency of
voluntary disclosures increases when firms perfaet and that managers become more
secretive during challenging times. Graham, Hawsy Rajgopal [2005] survey
evidence finds 2 firms stop quarterly earnings goa and ask CFOs why. Their
answers reveals that when the firm is unstablereparting negative earnings, CFOs feel
that they are better off talking about assumptiomderlying the earnings process and the
firm’s performance relative to those assumptionghat analysts can make their own
earnings estimates. In short, the interviews sugges guidance is desirable if the firm is
stable enough to deliver the guided number, budange is undesirable if the firm is
unsure of its ability to deliver the guided earsin§imilarly, Wasley and Wu [2006] find
that firms voluntarily issue cash flow forecastsawtihey have good news to impart.
Chen et al. [2007] and Houston [2007] both docuntieait firms with poor performance
are more likely to stop earnings guidance. Theegfbcontrol for the operational and
market performance of a firm as FTEPS, MBPTN and BEN. FTEPS measured by
the change in average diluted earnings per shaliedsjusted) from the four pre-event
quarters to the four post-event quarters, deflbjethe stock price at the beginning of the
pre-event period. MBPTN is the frequency of manag@rbeat/meet analyst forecast in
the four quarters before the stop event (I usedeélator to show the percentage).
RETURN is the buy-and-hold return (compounded flghiduring the one-year period

before the earnings announcement for the quaréeeping stoppage, less the
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buy-and-hold return on the equal-weighted marka¢xnin the same period. If firms stop

guidance because of poor stock performance, wecegpgegative coefficient on Return.

Difficulty to Predict

Many corporations claim that the reason to siogrterly earnings guidance is due to
the difficulty to predict. For example, more thahflrms that stopped quarterly earnings
guidance, including Leapfrog Enterprises, Tweetemid Entertainment, Microstratgey,
Novell, Central Parking, Haverty Furniture, Cop&viestpoint Systems, Action
Performance, Int'l Flavors and Fragrance, Bob Earsns and Penton Mediagives, all
state that “difficult to predict” are the primargasons for ceasing the guidance. | use two
proxies (DISP and FUTUREVAR) to measure the ditfigof predicting earnings trend
from the analyst and from the management. DISPeigsured as the standard deviation
of analyst forecasts of earnings as of the moginteconsensus before earnings
announcement, averaged over the pre-event pericaptore forecasting uncertainty. To
scale for cross-sectional differences in EPS, latieforecast dispersion by the stock
price at the end of the pre-event period. FUTUREMARhe change, from the four
pre-event quarters to the four post-event quarietsie sum of the absolute difference
between quarterly EPS and the EPS in the sameequdithe year before the pre-event
period. | deflate this measure by the stock priddebeginning of the pre-event period.

Prior Forecast Optimism

Management prior forecast characters affecpthsperity of future management
forecast. In particular, considering the severa@ghument of stock reaction for missing
analyst forecast and the potential litigation risignagement with optimistic forecasts

tend to risk their reputation without any crediyilgain from providing earnings forecast.
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In particular, Hribar and Yang [2006] finds thatowonfident CEOs are more likely to

miss their own forecasts of earnings, hence hasgedpecific forecast after missing
analyst forecasts. | use MGTBIAS to measure thectional difference between the
actual earnings and the management forecast eardifdGTBIAS is higher, it means
that the management forecast is less optimispioslt a negative association between
MGTBIAS and the decision to stop.

Price Volatility

Lang and Lundholm [1993] argue that the valitglof the past return performance
is likely to reflect the unpredictability of futuperformance and therefore proxy for the
information asymmetry. In particular, they suggést firms with higher volatility will
be less likely to stop quarterly earnings guidaiseevey evidence in McKinsey & Co. in
2006 also suggests that price volatility is onéhefmain concerns to stop quarterly
earnings guidance. As to consequences of reducenfrequency of EPS guidance and
41 percent said their share price would become mvaladile. If EPS guidance were
eliminated, 46 percent cited increased share potaility. | use VOLATILITY to
measure the information asymmetry between the neament and the investors,
measured by the standard deviation of monthly nefiur the past one year before the
stop event. | predict that higher VOLAILITY, leskdly for a firm to stop quarterly
earnings guidance.

Analyst Following

Previous Literature (Bhushan [1989a, b] andg.and Lundholm [1996]) suggests
that analyst following is associated with a firrdisclosure policy, especially voluntary

disclosure. Sell-side analysts are concerned waimtaining an information advantage
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regarding upcoming earnings to enhance their tractrd for accurate earnings forecasts.

At the extreme, if management refuses to provideiegs guidance, analysts may drop
coverage rather than dam age their accuracy re@dndn management’s private
information is not fully revealed through requirdidclosures, voluntary disclosure
lowers the cost of information acquisition for aysa6 and increases the amount of
information available to analysts, and hence irsgedhe number of analysts following
the firm. However, evidence on its directions ixed. On one hand, firms with higher
levels of large analyst followings are more likedywoluntarily provide forecast to attract
their attentions. On the other hand, firms withhgiglevels of analyst following may not
need to provide information since they are alreatthacted by the analysts and are less
likely to be neglected by the market. However, oiheeanalysts are attracted and the
firm reduces the quarterly earnings forecast, thpigcal evidences suggest that analyst
followings do decrease. Survey evidence in McKin&eyo. in 2006 also suggests that
more than three-fourths of the companies providiR$ guidance say that the practice
helps to satisfy the demands of analysts and iox&sind slightly fewer attribute the
value of guidance to be a means for maintaininigaancel of communication with
analysts and investors. As to consequences of irgglttee frequency of EPS guidance,
46 percent cited a decrease in company visibitg@alysts reduce coverage. If EPS
guidance were eliminated, 56 percent said the cagipaisibility would be negatively
affected. | use ANALYST as a proxy for analyst éelings, measured by the average
number of analysts whose forecasts are includéukimost recent consensus before
earnings announcements for the four pre-event epsaitpredict a negative association

between the firm’s decision to stop and the andb}kiwings.
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Growth Opportunity

Stock market’'s asymmetric response to earning s@p(stock prices respond more
to negative earnings surprises than to positiveiegs surprises) is particularly large for
high-growth firms (Skinner and Sloan 2002). Therefonanagers of firms with higher
valuation multiples (price-to-earnings and markebbok) are likely to face greater
pressure not to disappoint. Miller and Piotrosk§(@] argued that firms with higher
market/book value are more likely to provide fostda maintain the higher expectation
of the market. In particular, high growth firms tkermore of their value from growth
opportunities, meaning that their earnings in aayqal tend to be less certain, which is
potentially associated with a higher cost of capga they may attempt to lower
information asymmetry by making future forecastse Tower the book-to-market ratio is,
the less reflective accounting is of firm value &nel more difficult it is to interpret
accounting information. Thus, a negative relatietween the book-to-market ratio and
management’s decision to provide earnings forecaatsalso reflect management’s
decision to supplement low-quality accounting infation with high quality of earnings
guidanceAlternative explanation is that low MB firms are timated to communicate to
the market to increase its market value. Howeveteims of bad news, low MB firms
are less likely to provide forecast due to the lomarket value already. | use MB as a
proxy of growth opportunity, measured by the madaiity ratio.

Size

While some research finds that large firmsraoee likely to disclose (Lev and
Penman [1990] and Lang and Lundholm [1993]) duestteomics of scale to make

earnings forecast preparation and dissemblingdesity for large firms, other research
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indicates that smaller firms are more likely tocttise to increase stock’s liquidity and

attract analysts attention (Brown and Kim [1993ffé&ences in firm size can proxy for a
host of firm attributes, including, but not limitéo, differences in information
environments, legal liability and disclosure coE@GMVE is used to control for firm
size, measured as the log of the market valueufyein millions) at the end of
pre-event period. Given that the relationship betwirm size and disclosure may be
context specific, | do not provide any empiricaggiction on the expected relationship.

Litigation

Different industry displays different litigatiarsk. Prior studies (Skinner [1996]) has
identified that four industries as the bio-techQ2i833-2836), computer hardware (SIC
3570-3577), computer software (SIC 7371-7379),teaccs (SIC 3600-3674), and retail
industries (SIC 5200-5961) have higher litigati@mks than that of other industries. | use
LITIRISK, a dummy variable to proxy the litigatiaisk. It takes 1 if the firm belongs to

the four high risk industry and 0 otherwiSe.

35 Other control variables include financing need, ptaxity of business, sophisticated financial
transaction, and value-relevance of earnings aepri For financing need, firms in need of extensgdital
are likely to be more susceptible to pressure filoeninvestment community to provide earnings guigan
because they need analyst coverage and institlfianicipation to facilitate the placement of new
securities offerings. Managers of these firms &se lkely to be more concerned with temporary
undervaluation that may follow disappointing eagsimews, whereas a firm that does not require matter
financing faces less pressure from Wall Streetteasifewer concerns with temporary undervaluation,
whereas such firms are less likely to provide em®iguidance of any sort (selective or public) (see
Frankel McNichols, and Wilson 1995). Alternativeliyms in need of external capital are courted by
sell-side analysts who are willing to provide piesitrecommendations and optimistic growth forectsts
win investment banking business. External Financnign of debt and equity issurances in years-1 to+1
surrounding the year of interest, scaled by thal esets (Data from Securities Data Corporatio@)SD
Complexity of the firm’s business and frequencytaf sophisticated financial transaction are alsal @s
control variables in the previous studies such aitdd [2005]. When a firm engages in many lines of
business, the analyst community is less likelyrtavjgle sufficient coverage (Gilson, Healy, Noe, and
Palepu 2001).Number of segments is a proxy of timeptexity of business. Similarly, when a firm engag
frequently in sophisticated financial transactisnsh as mergers, acquisitions, and divestituresystis
are likely to face greater difficulties in foredastits future earnings (Barth, Kasznik, and McNitsh
2001). The percent of assets that are intangibleatsm proxy for active (stock for stock) acquisiti
strategies and managerial incentives to avoid gisiating earnings news, that is, firms with active
acquisition strategies are likely to face greateentives to manage near-term earnings expectatons



LIST OF CONTROL VARIABLES:

FTEPS =The change in average diluted earnings per share (split-adjusted) from the four pre-event quarters
before the stop event to the four post-event quarters, deflated by the stock price at the end of the pre-event
period.

MBPTN=The proportion of quarters in the four pre-event quarters before the stop event for which a firm
meets or beats the most recent analyst consensus compiled before earnings announcement. Its values are 0,
0.25,0.5 and 1.

RETURNS=The buy-and-hold return (compounding monthly) in the one-year period that ends with the month
of the earnings announcement for the quarter before the stop event, subtracted by the buy-and-hold return of
the equal-weighted market index during the same period.

DISP=standard deviation of analyst forecasts included in the most recent consensus before earnings
announcement, averaged in the four pre-event quarters before the stop event and deflated by the stock
price at the end of the pre-event period.

FUTUREVAR=change, from the four pre-event to the four post-event quarters before the stop event , in the
sum of the absolute difference between quarterly EPS and the EPS in the same quarter of the year before the
pre-event period, deflated by the stock price at the end of the pre-event period.

FERROR= Absolute analyst forecast error, calculated by absolute value of the difference between Actual
value and the mean analyst forecast in the most recent consensus, in average four pre-event quarters,
deflated by the stock price at the end of the last quarter of pre-event period before the stop event .

ANALYST=number of analysts whose forecasts are included in the most recent consensus before a firm’s
quarterly earnings announcement, averaged in the four pre-event quarters before the stop event

VOLATILITY= the standard deviation of monthly returns in the one-year period before the stop event,
subtracted by the standard deviation of the equal-weighted market return in the same period.

MGTBIAS= Management forecast error, calculated by (Actual value- Management forecast value), in
average four pre-event quarters before the stop event, deflated by the stock price at the beginning of the
pre-event period. If the forecast is a close end, then it is the midpoint as the management forecast value. If it
is an open end, | compare the actual value to the minimum or to the maximum. If it is qualitative then the
forecast error is 0.

LITIRISK=Dummy variable if the firm belongs to the high litigation risk industry, the bio-tech (SIC 2833-2836),
computer hardware (SIC 3570-3577), computer software (SIC 7371-7379), electronics (SIC 3600-3674), and
retail (SIC 5200-5961) industries, respectively. 0 means otherwise.

MVE =the market value of equity of the last quarter before the stop event (in millions of dollars, calculated by
the shares outstanding multiply the stock price at the beginning of the pre-event period (Compustat DATA 14*
DATAI15, adjusted by the stock split factor, in millions of dollars).

TA = Total Assets at the end of the pre-event period before the stop event (Compustat data 44) (in millions of
dollars).

avoid dramatic (if only temporary) stock price deeb resulting from earnings shortfalls. Importante
earnings to share price can also be control vaslgroxied by Industry-ERC Rsquare. Rsuare from a
regression of market-adjusted returns on annualggan earnings and level of earnings/deflatedrinrp
price, estimated by 4-digit SIC code over 1997-2008arnings are a strong indicator of future clistvs
and firm value, then market participants are likelyeact more strongly to earnings surprises; éenc
managers of firms with high value-relevance of aays are likely to be more concerned about meeting
analysts’ forecasts (Matsumoto 2002) and theredogdess likely to stop quarterly earnings guidance
However, prior research suggests that the valiamaelce of earnings and other accounting informasion
lower in some industries, particularly high-techogy industries (e.g., Amir and Lev 1996).
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MB=Ratio of the market value of equity before the stop event (Compustat DATA 14* DATA15)/book value of
equity (Compustat data 59).

LOGMVE= log transformation of Market Value of Equity

Model 1 to 5 test the hypothesis of corporate gaaece (H1, H2, H3, H4) on a
firm’s decision to discontinue quarterly earningeetast. Specifically, Model 1 tests H1
of board independence, Model 1 test H2 of insbdl ownership, Model 3A, 3B, 3C
test H3 of types of institutional ownership, Modekest H4 of CEOs compensation,
Model 5 test aggregated association of board intdgrece, institutional ownership, types
of institutional ownership, CEOs compensation dmadecision to stop. Because the
dependent variable STOPPER is a binary varialdstiinate this equation with a probit

model.

Model 1:
Probablity(stoppers=1) = 5, + B,OUTPCTG+ 3,MBPTN+ 5,FTEPS+ S,RETURN+ 5,MGTBIAS

B,DISP+ 3,FUTUREVAR- BVOLATILITY+ B,LITIRISK+ 3,ANALYST+ 3, LOG(MVE) + &

Model 2
Probablity(stoppers=1) = 3, + B,INSTPCTG+ 8,MBPTN+ B,FTEPS+ 8,RETURN+ S,MGTBIAS

B,DISP+ B,FUTUREVARt BVOLATILITY + B,LITIRISK + B,,ANALYST+ 3,,LOG(MVE) + £

Model 3A
Probablity(stoppers=1) = 3, + /,DEDPCTG+ 3,MBPTN+ B,FTEPS+ 8,RETURN+ S,MGTBIAS

B,DISP+ B,FUTUREVARY BVOLATILITY + B,LITIRISK + 8,,ANALYST+ B,,LOG(MVE) + &

Model 3B:
Probablity(stoppers=1) = 5, + B,QIXPCTG+ 8,MBPTN+ 5,FTEPS+ 3,RETURN+ S,MGTBIAS

B,DISP+ B,FUTUREVAR BVOLATILITY+ B,LITIRISK+ 3,,ANALYST+ B,LOG(MVE) + &

Model 3C:
Probablitystoppers) =5, + {INSTPCTG 5,DEDICATEBINSTPCTS S,MBPTNt B,FTEPS

B.RETURN BMGTBIAB,DISP+ A, FUTUREVARAVOLATILITY 3, LITIRISK
B, ANALYST B,LOGMVE +¢
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Model 4:
Probablity(stoppers=1) = 3, + B,CASHPCTG+ 8,MBPTN + B,FTEPS+ 8,RETURN+ B,MGTBIAS

B,DISP+ 3,FUTUREVAR BVOLATILITY + B,LITIRISK + B, ANALYST+ 3,,LOG(MVE) + £

Model 5:
Probablitystoppers1) = 5, + B,OUTPCTG S,INSTPCTG 5,DEDDM* INSTPCT@ 5,CASHPCT!

+ BMBPTN+ B,FTEPS 3,RETURN- ,MGTBIAS 3,DISP+ B, ,FUTUREVAR 3, LITIRISK
+ B VOLATILITY B,ANALYST 3,LOGMVE +&

b. Multivariate Analysisfor the Impact to Stop of Stoppers

DEPENDENT VARIABLE:

RDX=R&D expenses (Compustat data #46) for the year scaled by total assets (data#6) at the beginning of
the fiscal year.

CAPX=Capital expenditure (data#30) for the fiscal year scaled by the total assets (data#6) at the beginning of
the year;

MEASUREMENT OF INDEPENDENT VARIABLE
GROUP=1 if firms are in the post-event period, 0 if firms are in the prior-event period;

Controlled Variables

Funds Availability:

It is argued that external financing for R & D igpensive and/or difficult to attain,
SO as a consequence, the level of internally géseeriunds may have a significant
influence on the timing and magnitude of investmarRR & D. Myers (1984) focuses on
the asymmetric information between the managemaahtifze external funding agencies.
Although insiders have superior information abdwe R & D projects, it is difficult for
the management to reveal it to the capital mariketesthe revelation of this information
provides an important signal to competitors andneagnouncing it will provide the
competition with valuable information. So a peckorder exists when internal funds are
preferred to external sources of capital. FUNDSaigproxy for the availability of
internally generated funds and calculated by (Inedr@fore extraordinary items + R &D
+Depreciation)/Sales. | also use sales to proxythierfunds availability. Sales are the

sources of the R & D expenditure due to the salegét.
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Growth Opportunity:

| use BM, Tobin’s Q and Growth to control for thenf growth opportunity. BM is
the ratio of book value and market value of firnuigg Tobin’s q is to measure the
marginal benefit over marginal cost of installingadditional unit of new investment
good. The average q is positively related to a’8rR& D expenditures. GROWTH is the
median of the analyst’s long term growth forec@keory shows that firms with a higher
growth opportunity tend to invest more in the Idegm investment.

Leverage Level:

Debt can influence the R & D expenditure and chpitaenditure in the following
ways. First, Smith and Warner [1979] and Duke andtH1990] argue that debt
providers are hesitant to the risky projects sthey bear the downside risk and not the
upside gain, so the debtholder power will creagk-averse managers. Second, when a
firm has a higher debt, debt imposes strict rutesarporate governance, which leads to
a tendency of reducing R & D expenditures and ehpitpenditures. Third, since R & D
spending results in high specialized assets tleahatr easily sold to another firm, firms
with a higher level debt are less likely to inviesR & D expenditures. Fourth, higher
debt level results to a higher interest payableitduectly reduces the funds available
on the R & D expenditures and capital expenditudssdebt increases, senior managers
are forced to focus on short-term cash flow gaaiséet interest payments. LEV is
measured as the leverage level of a firm, calcdlatethe long-term debt and short-term
debt, standardized by the total assets. So | shahddrve a negative association between
the LEV and R & D expenditures. However, capitgdenditures are different to the R &

D expenditures, in a sense that capital expenditswelly takes the form of plant and
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machinery equipments, their liquidity is betterritibe specialized assets from R & D

expenditure. In addition, in many cases, debtoestius purchased capital assets such as
PPE to collateralize the lending, which might resltiee risk of default. So | can not
predict the directional association between the 84 the capital expenditure.

Institutional Ownership:

Dobrzyniski [1993], Monks and Minor [1995] argueathinstitutions that invest in
firms with the intention of holding substantial osvship blocks over a long horizon have
strong incentives to incur the cost of explicitlpmitoring managers and ensure that the
firm does not cut profitable long-term investmeatmeet short-term earnings goals.
Opler and Sokobin [1997] find that poorly perforgifirms targeted by the Councile of
Institutional Investors for shareholder activisnvéaaubstantially improved profitability,
greater asset divestitures. Bushee [1999, 2000} sltbat a firm with a higher level of
dedicated institution is more likely to invest in lang-term investment. Transit
institutions, however, concentrates on the curearhings performance based on their
strict fiduciary responsibilities that motivate theéo sell stocks with declining earnings
since the fund sponsors and the court use earam@s objective criterion to judge the
prudence of an investment. Second, transit ingiitatsubject to frequent performance
evaluation have incentives to sell poor earningsopmers to window dress their
portfolio, third, the transit institution investoreight use current earnings as a value
proxy in their trading decision due to an informatasymmetry surrounding the quality
of long-term investment spending since they migivehless resources than the dedicated
institutions to gather information on long-term gpects and they have short expected

holding periods. DED is the ownership by dedicartetitutions.
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Industrial level of the R & D Expenditure/capitadpenditure

Industrial level of the R & D Expenditure/capitakpenditure is argued by
Grabowski and Baxter [1973], Grabowski and Mue(E978), industrial R& D level in
certain concentrated industries have been fourk ta major element of competition, so
it is expected that a given firm’s R& D expenditrg influenced by those of rivals.
Second, prior literature uses the 4 digits to dadke industry and various methods to

calculate the industry average R& D expenditlire.

LIST OF CONTROL VARIABLES:

BM=Ratio of book value of equity (data#60) to market value of equity (data#25*data#199) at the end of the
year;

GROWTH=Median of the analysts’ long term growth forecast(annual) at the end of the year from First Call;
LOGMV=log of market value (data #25*data #199) at the end of the year

LEV=short term debt (data#34) plus long-term debt(data#9) over total assets (data#6) at the end of the fiscal
year

DED=Percentage of the dedicated institutional holding at the end of the year from CDA/Spectrum Institutional
Holding database.

INDRDX/CAPX=Industry average RD expenditure and Capital Expenditure, calculated by the first 2 digits of
SIC code

SALES=Sales (data#12) for the fiscal year scaled by total assets (data#6) at the beginning of the year;
FUNDS= (Income before extraordinary items + R &D +Depreciation)/Sales

TOBINQ= (price *shares +book value of preferred stock +long-term debt + short-term debt)/assets

Model 6 and 9 are to test H5:
Model 6 and 7:
RDX/ CAPX

B, + BGROUP+ B,BM + B,GROWTH+ 3,LOGMVE+ B.LEV + B,DED + 8,SALESt ¢

Model 8:
= B, + B,GROUP+ 5,FUNDS + B,SALES+ 5,TOBINQ+ S,GROWTH+ S,LEV

"+ 3,DED + 3,LOGMVE+ 3,INDRDX + &

38 Two main control variables are usually presenhmprevious studies such as Berger [1993], Barber
Fairfield, and J. Haggard [1991] and Bushee [2@B0GNP and industrial level of the R & D expenditur
and capital expenditures. GNP refers to gross naltiproducts: to proxy the level of technological
progress. Solow [1957] GNP can be isolated frormgka in labor and capital and the residue is the
technological progress, measured by GNP/Saledyifonthe industry level of R & D expenditures fitre
STOPPERS firms in the prior-and-post regression.tlis study does not control for these two vaeabh
the change model due to the fact that | only cardide two year periods, not a long titmarizon, and in
the comparison model between the STOPPERS and IR M\INERS, | matched by the
industry-year-quarter, so there is no need to obfir these two variables.
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Model 9:
B, + B,GROUP+ 5,FUNDS+ B,SALES+ 5,TOBINQ+ S,GROWTH+ S,LEV

+ 3,DED + 3,LOGMVE+ B,INDCAPX + &

CAPX=

c. Multivariate Analysisfor the Impact to Stop of Stoppersand the
MAINTAINERS
DEPENDENT VARIABLE:
CRDX=Change of RD expenditure from y1 to y0 or from y2 to yO;
CCAPX=Change of Capital Expenditure from y1 to y0 or from y2 to y0;

MEASUREMENT OF INDEPENDENT VARIABLE
GROUP-=L1 if firms are STOPPERS, 0 if firms are MAINTAINERS;

Controlled Variables:

CFUNDS=change of FUNDS available from y1 to y0 or from y2 to y0;
CSALES=Change of SALES from y1 to yO or from y2 to yO;
CTONBINQ=Change of TOBINQ from y1 to yO or from y2 to yO;
CGROWTH=Change of GROWTH from y1 to y0 or from y2 to y0;
CLEV=Change of LEV from y1 to y0 or from y2 to y0;
CDED=Change of DED from y1 to yO or from y2 to yO;
CLOGMV=Change of LOGMV from y1 to y0 or from y2 to y0;

Model 10 and 11 are to test H5:
CRDX/CCAPX £, + BGROUR S,CFUNDS BCSALES 5, CTOBING@ SCGROWT

+ BACLEV+ B, DED+ BCLOGMVE £

[11. RESEARCH METHODOLOGY STUDY OF THE RESTAT
EVENT

1. Univariate Analysisfor the Restart Event

| use T-test to compare the means of the varidblésst the firm performance and
earnings expectation management hypothesis (H&&hébr two groups as
RESUMERS and NONRESUMERS. To test H6, | use tws gktneasurement as a
firm’'s earnings (PEPS and FTEPS) and market pedoo® to measure performance
(RETURNS). EPS, FTEPS and RETURNS are measurethsitoithat of STOPPERS
and MAINTAINERS. For H7, | use CMB and FBIAS. CMBeasures the change of the
beat/meet analyst forecast pattern in the pre-guembdd and in the post-event period

while FBIAS measures the analyst forecast errdnénpre-event period.
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Operational Performance

PEPS = The change in diluted earnings per share (split-adjusted) from the same quarter in the prior year,
averaged in the four pre-event quarters before the restart event and deflated by the stock price at the end of
the pre-event period.

FTEPS =The change in average diluted earnings per share (split-adjusted) from the four pre-event quarters
before the restart event to the four post-event quarters, deflated by the stock price at the end of the pre-event
period.

Market Performance

RETURNS=The buy-and-hold return (compounding monthly) in the one-year period that ends with the month
of the earnings announcement for the quarter the restart event, subtracted by the buy-and-hold return of the
equal-weighted market index during the same period.

Earnings Expectations M anagement

CMB=The change of frequency of meet/beat analyst forecast during the past 4 quarters before the restart
event (MBPTNBEFORE) and the post 4 quarters after the starting event (MBPTNAFTER).
MBPTNBEFORE=the proportion of quarters in the four pre-event quarters before the restart event for which
a firm meets or beats the most recent analyst consensus compiled before earnings announcement. The
threshold is 1 cent, from $0.00<=SURPRISE ERROR <=$0.01. Its values are 0, 0.25, 0.5 and 1.
MBPTNAFTER=the proportion of quarters in the four post-event quarters after the restart event for which a
firm meets or beats the most recent analyst consensus compiled before earnings announcement. The
threshold is 1 cent, from $0.00<=SURPRISE ERROR <=$0.01. Its values are 0, 0.25, 0.5 and 1.
FBIAS=Biased analyst forecast error, calculated by value of the difference between Actual value and the
mean analyst forecast in the most recent consensus, in average four pre-event quarters before the restart
event, deflated by the stock price at the end of the last quarter of pre-event period.

2. Multivariate Analysisfor the Restart Event

To examine the association between firm peréomce, managing expectation and
the decision to restart quarterly earnings guidahase the probability of restart
forecasts:

Restart=1 if the firm restart providing quarterly earnings guidance during the fiscal quarter and 0 otherwise

The dependent variable Restart is a dummy variable takes value either 1 or 0. |
use PEPS, FTEPS, RETURNS, CMB, FBIAS to examinenipact of a firm’'s
performance and earnings expectation managememfion’s decision to restart. | use
similar control variables described from the manfedtop decision. In particular, | use
DISP and FERROR to proxy the difficulty to predactd the information need to
management forecast. VOLALITY is used to proxytiwe difficulty to predict.

CANALYST and CINST is proxy for the demand from bis&and institution.
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LOGMVE is proxy for size and MB is proxy for proptary cost. The following

illustration presents the detail measures of thrgrobvariables.

LIST OF CONTROL VARIABLES:

DISP=standard deviation of analyst forecasts included in the most recent consensus before earnings
announcement, averaged in the four pre-event quarters the restart event and deflated by the stock price at
the end of the pre-event period.

FERROR= Absolute analyst forecast error, calculated by absolute value of the difference between Actual
value and the mean analyst forecast in the most recent consensus, in average four pre-event quarters before
the restart event, deflated by the stock price at the end of the last quarter of pre-event period.

VOLATILITY= the standard deviation of monthly returns in the one-year period before the event quarter,
subtracted by the standard deviation of the equal-weighted market return in the same period.
CANALYST=Change of the average analyst followings during the four quarters before the stop event and the
average analyst follows during the four quarters before the restart event.

CINST= Change of the average institutional ownership during the four quarters before the stop event and the
average institutional ownership during the four quarters before the restart event.

MVE =the market value of equity at the beginning of the restart event quarter (in millions of dollars),
calculated by the shares outstanding multiply the stock price at the beginning of the pre-event period
(Compustat DATA 14* DATAL5, adjusted by the stock split factor, (in millions of dollars).

TA = Total Assets at the end of the pre-event period before the restart event (Compustat data 44) (in millions
of dollars).

MB=Ratio of the market value of equity (Compustat DATA 14* DATA15)/book value of equity (Compustat
data 59) before the restart event.

LOGMVE= log transformation of Market Value of Equity

LOGTA =log transformation of Total Assets at the end of the pre-event period (Compustat data 44) (in
millions of dollars).

Model 12 is to test hypothesis of the firms’ demis to restart quarterly earnings
forecast (H6 and H7).

Model 12:
Pr(Resume1) = F(B, + B,PEPS+ 5,FTEPS+ 8,RETURNS+ 5,CMB + 5,FBIAS+ 5, DISP+

3,FERRORF BVOLATILITY+ B,MB + 3,,LOGMVE+ 3, + B, + £)

Because the dependent variable Resume is a biaggable, | estimate this equation with

a probit model.

V. SAMPLE SELECTION

1. Sample Selection for the Stoppers

a. Database and Sdlection Criteria
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| use First Call Company Earnings Guidelines (Cd&fabase to identify the

STOPPERS and RESUMERS. The First Call Historicabbase, or FCHD, is a history
of First Call's Real Time Earnings Estimates bylexting company guidelines from
press releases and interviews. The advantagerd tle CIG file is that it provides a
sample size much larger than would be practicdl Wand-collected datasets. One
disadvantage is that there may be an unknown biksst Call’s collection or reporting

of earnings guidanéé

The sample period for identifying STOPPERS KIAINTAINERS is
2000Q1-2006Q4 (due to the Regulation Fair DisclegbeD)). The sample period for
RESTARTERS and NONSTARTERS is 2004Q1-2008Q2. rie4EPS forecasts
denoted in U.S. dollars. Observations in which ngan@ent earnings guidance and
subsequently realized earnings would be incondislig® to a merger or accounting
change are also deleted. All actual earnings aatystninformation are also obtained
from First Call. Return data from CRSP and obtaforimation on SIC code, book value,
and market value from Compustat. Corporate Govemaglated data is from Corporate
Library, and other variables such as CEO compeamsaiticollect from Edgar Proxy
Statement (Details are shown in variable descrmpgction on Table 9). Because
Corporate Library does not provide enough covefagthe institutional ownership data,

| obtain it from Thomas Reuters Ownership Data.

37 A conversation with a representative from Firsll €anfirmed that they make an effort to colledt al
announcements of earnings guidance and they dinteationally follow or report only a subset ofifis.
However, Miller (2002) finds that the CIG file emgsizes quantitative forecasts, reporting a lower
percentage of qualitative forecasts than is typiaabtained through hand collection of disclosurss.
additional disadvantage is that the CIG file emtessrecent earnings guidance, with very few
observations before 1994.
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The trend in the percentage of firms with aruna quarterly forecasts during

2001-2006 is also presented in Figure 3 and TalBoth indicate that the number of the
forecast firms decreases from 2773 in 2001 to 18@007. As the number of the firms
across all sections increases, the ratio of thectmsting firms also decreases from 37% in
2001 to 22% in 2007. Forecast content varies arfiomg as basic EPS from continuing
operation, diluted EPS from continuing operatioB] EDA (earnings before interest, tax,
depreciation and amortization). Some firms chooggdvide (net) revenue and sales
numbers, both in absolute dollar size and in peeggnchange term compared to the

same quarter last year or last year. Other firmactst profit per shate

Figure 6 presents detail steps of sample seleddiased on the industry-year-quarter
matched methodology, | have identified 693 STOPPEBRE1477 MAINTAINERS.
However, 240 firms were deleted due to the disooimig business operation. Later, 139
firms were deleted due to merging with Compust&Se, Corporate Library, Edgar and
Thomas Reuters Ownership Data. Therefore, the $aaple for STOPPERS is 314
STOPPERS. In total, 50 maintainer firms are deletgsito unmatched industry SIC
code. Then | matched by year quarter, and delefer@8 due to mismatch by year and

quarter. My final sample include 1296 MAINTAINERS.

b. Year Distribution of STOPPERS
Table 4 Panel 2 lists the STOPPERS by year fronl 20@006. Similar to the

National Investors Relations Survey in 2007, ananovirend is clearly seen, starting

3 Other non-earnings related guidance also incl@je=rational Changes (e.g. restructuring plans, new
store openings, acquisitions or disposals of bssinaits.), Estimates of Key Drivers for Earningg(
profit margins, segment sales, expenses, tax tdésy, Products or Services (e.g. prospective pradoict
services, drugs in the FDA approval process), Ndlimces or Important Contracts, Capital Expendifur
R&D Spending, Financing Plans (e.g. debts, stopknehases, change in dividend policy), Estimated
Effect of Legal Actions, Firm’s forecast of Industractor
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from only 19 stopping firms in 2001 to 31 firms2aA02. After a slight down of 21 firms

in 2003, the STOPPERS firms became 73 firms in 2808d in 2005, the number is the
highest, 103 firms stopped earnings guidance. 062the number declined to 67
STOPPERS. Figure 4 Panel 4 presents the year gdastebution for the STOPPERS
and MAINTAINERS. Throughout each year, we can idgrihe seasonal pattern for
STOPPERS. It reaches its maximum in the first guareduces in the second quarter.

c. Industry Distribution of STOPPERS and MAINTAINERS

Table 1 and 2 list the industry and year qudetatures of the STOPPERS and
MAINTAINERS. Table 3 includes 18 STOPPERS with aanforecast while Table 4
only include STOPPERS with both quarterly and ahfaracast. | used two
classifications of the industry. Table 3 presemsrglustries distribution: mining (SIC
code: 10-14), construction (SIC code: 15-17), mactuiring (SIC code: 20-39),
transportation and communication (SIC code: 20-8@plesale trade (SIC code: 50-51),
retail trade (SIC code: 52-59), finance industrid(8ode: 60-67) and service industry
(SIC code: 70-89). Among 6 industry analysis, 1TOBPERS concentrate in the
Manufacturing industry, followed by 47 STOPPER®@th Construction Industry and
Service Industry. Table 2 provides quarterly dgttions. Firms that stop quarterly

earnings guidance are concentrated on the firsteua

Table 2 presents the industry distribution das®the two digits of SIC code, which
shows some interesting results, in particular cthresideration of litigation risk. For
example, high tech industries, such as chemicalsalied products (SIC 28), Industrial
and Commercial Machinery and Computer equipmer@ (&), electronic and other

electrical equipments (SIC 36) and business se(@t@ 73) and engineering, accounting
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industry (SIC 87) have a number of STOPPERS whaerégulated industry such as

finance industry, communication industry and utilitdustry has fewer STOPPERS. For
instance, electronic and electrical componentsstigithas the largest number of
STOPPERS as 34 firms, followed by business senasé8 STOPPERS, instruments
and measurements 26 firms. Maintainer’s industhp\es similar pattern: 377 firms in
business services industry maintain the earningtagae while 303 firms maintain the
earnings guidance practices in the electronic ¢xtrecal equipment industry.
Interestingly, 138 firms as MAINTAINERS belong tadustrial and commercial
machinery and computer equipment industry, whilly @4 firms in this industry stopped
the earnings guidance. The healthcare industrylf@dholesales industry also have

several STOPPERS.

d. SizeDistribution of STOPPERS and MAINTAINERS

In order to check the impact of firm size on a fsmuarterly earnings guidance, |
also check the sample for STOPPERS and MAINTAINE®R&nsure that these two
groups have a similar size distribution. Tables&lthe size distribution of STOPPERS
and MAINTAINERS, measured by total assets befoeestiop event. | use 7 categories,
firm size less than 100 million, between 100 miiliand 500 million, between 500
million and 1 billion, between 1 billion and 5 kdah, between 5 billion and 10 billion,
between 10 billion and 50 billion, and over 50ibitl. Table 3 indicates the similar size
distribution between two groups STOPPERS and MAINNERS. STOPPERS have
more small firms than MAINTAINERS, 1.6% of STOPPER® less than 100 million in
size while 7.7 % of MAINTAINERS are less than 100lion in size. In addition, only

19.7 % of the STOPPERS have the firm size betw@&@million and 500million, lower
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than that of the MAINTAINERS (32.3%). For firms Wwimiddle assets size, both

STOPPERS and MAINTAINERS have similar distributiém particular, about 20% of
the STOPPERS (18.5 %) and MAINTAINERS (19.1%) haf&m size between 500
million and 1 billion, while 39% of STOPPERS havéren size between 1 billion and 5
billion, a little higher than that of MAINTAINERS2{.9%). For large size firms, | also
observe a higher proportion of the STOPPERS comdparthe MAINTAINERS. 9.2%
of the STOPPERS have a size between 5 billion @rtillion, higher than that of the
MAINTAINERS (4.9%). For firms with a size betweef tillion and 50 billion,
STOPPERS have a higher proportion (10.2% vs 7.8%)super large firms, | also find
that the STOPPERS have more super large firmsthaof the MAINTAINERS (1.6%
vs 0.7%). In summary, the distribution of the STEGR® in terms of the firm size is
more spread with a heavy leverage on the big fimmsle the MAINTAINERS firms are

more concentrated on the middle size firms.

In terms of the size distribution for both the STRERS and MAINTAINERS in
years from 2001 to 2006, | find a similar patterithva concentration on the middle size
firms in both groups. Since the study has an ingiustar-quarter matched research
design, | argue that the two groups as STOPPER3/&NTAINERS have a similar

distribution of the firm in size even in each year.

2. Sample Section for the RESUMERS and NONRESUMRES

a. Sample Selection Procedure

Figure 7 presents detail steps of sample selefdioRESUMERS and

Non-RESUMERS. Overall, initial RESUMERS identifiace 144 firms, however, after
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deleting 12 firms for lacking data from Compustatl £RSP and 14 firms without any

matched NONRESUMERS in the same industry; my fs@ahple of RESUMERS
includes 118 firms. The initial NONRESUMERS are 30&s, however, after deleting
10 firms without data from Compustat and CRSP,i@8s without industry match and

28 firms without year quarter match, my final saenfgdr RESUMERS include 224 firms.

b. Year Distribution for RESUMERS and NONRESUMERS

Table 4 presents the year distribution for REERRS and NONRESUMERS. In
year 2004 and 2005, only 18 firms resumed the gugréarnings guidance practices in
each year, however, in 2006, the number increasesalically to 32 firms, almost
double the amount in previous years. In 2007, upigard trend continues since 37
RESUMERS began forecasting quarterly earnings.eSm2008, the sample only covers
the first 2 quarters, therefore, the firms thataded are only 13. The second table lists
the frequency of the RESUMERS in each quartertfercorrespondent years. THe 1
guarter in 2006 witness a highest level of RESUMEBER31 firms restarted. Figure 5
also illustrates the time difference for the RESURS between the period of stop and
the period of resume. In particular, | find thatrp&TOPPERS restart quarterly earnings
guidance after 9 quarters (11 firms). Several fieis® restart after 5 years silence, with a

maximum silent period for 29 quarters, almost oi/gears.

c. Industry Distribution for RESUMERS and NONRESUMERS
Table 5 presents the industry distributionRESUMERS and NONRESUMERS. It
displays a similar pattern for STOPPERS and MAINNERS. Interestingly, the

industry of electronic and electronic equipments emmponents have the largest number
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of the firms as RESUMERS (18), followed by busingswvices industry(14), and

chemical and allied products industry(13), and stdal and commercial machinery and
computer equipment industry (12).
d. SizeDistribution for RESUMERS and NONRESUMERS

In order to check the impact of firm size ofira’s decision to restart quarterly
earnings guidance, | also check the sample for RESRS and NONRESUMERS to
ensure that these two groups have similar sizellision. Table 6 lists the size
distribution of RESUMERS and NONRESUMERS, meastngtbtal assets before the
stop event. Similar to STOPPERS and MAINTAINERS8sé 7 categories, firm size less
than 100 million, between 100million and 500milljdretween 500million and 1 billion,
between 1 billion and 5 billion, between 5 billiand 10 billion, between 10 billion and
50 billion, and over 50 billion to classify the galen Table 6 indicates a similar size
distribution between two groups RESUMERS and NONBHESERS in each category.
For example, both RESUMERS and NONRESUMERS havetabéo of the firms with
a size less than 100 million dollars (RESUMERS %Ghd NONRESUMERS 1.3%). In
addition, 22 % of the RESUMERS have the firm sieeateen 100million and 500million,
a little higher than that of the NONRESUMERS (19)6%or firms with middle assets
size, both RESUMERS and NONRESUMERS have a sirditribution. In particular,
about 13.6% of the RESUMERS and NONRESUMERS (15168%¢ a firm size
between 500 million and 1 billion, while 38.1% cERUMERS have a firm size between
1 billion and 5 billion, a little higher than that MAINTAINERS (37.9%). For large size
firms, | also observe a lower proportion of the RBERS (9.3%) compared to the

NONRESUMERS (12.1%) in size between 5 billions &Adillions. For firms with a
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size between 10 billion and 50 billion, the RESUMERave a higher proportion (12.7%

vs 10.3%) compared to that of the NONRESUMERS.doper large firms, | also find
that the RESUMERS have fewer super large firms thahof the NONRESUMERS
(2.5% vs 3.1%). In summary, the distributions &f RESUMERS and NONRESUMERS
are similar in terms of size, which also contrbis size impact of the firm’s decision to

restart quarterly earnings guidance.

In terms of the size distribution for both the RBEBERS and NONRESUMERS in
years from 2004 to 2008, | find a similar patterithva concentration on the middle size
firms in both groups. Since the study has an inglugtar-quarter matched research
design, | argue that the two groups as RESUMERSNODNRESUMERS have a similar

distribution of the firm in size even in each year.

V.CHAPTER SUMMARY

This chapter presents the research design andcbhseadel. The basic research
method is to compare two groups: STOPPERS and MAINERS and RESUMERS
and NONRESUMERS. Industry-year-matched researcigni@sovides more rigorous
evidence since it controls many factors that afffecdlt to capture. The univariate and

multivariate analysis are both used in the resetrtést the relevant hypothesis.
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CHAPTER 5 RESULTSAND DISCUSSIONS

This dissertation asks the following reseangbsgjons: what'’s the role of corporate
governance on a firm’s decision to stop quarteammgs guidance, what's the impact of
its discontinuity on a firm’s investment behaviarsl why a firm restarts quarterly
earnings guidance? With regard to the first resequestion, this study proposes an
association between corporate governance and & fitecision to stop quarterly
earnings guidance. Corporate governance is meaasredard independency, institution
ownership, types of institution ownership and CEOG®ipensation. Second, this study
tests the impact of firm’s decision on firm’s lotgrm investment, measured by capital
expenditures and R&D expenditures. With regardhéostecond research question, this
study tests reasons for corporations to restartepyaearnings guidance. | use both

univariate and multivariate analysis to test tladest hypothesis in the previous chapters.

|. DESCRIPTIVE STATISTICS

1. Descriptive Statistics for the STOPPERS and MAINTAINERS

Table 7 presents the summary statistics on eachblarfor the 314 STOPPERS and
1296 MAINTAINERS. The board independence varia&TPCTG) has a minimum
0.6 for STOPPERS (0.63 for MAINTAINERS) and a maxim0.9 for STOPPERS (0.9
for MAINTAINERS), and mean of 0.825 for STOPPERS3(®for MAINTAINERS),
which presents the outside directors’ proportiarges from 60% to 90%, with the mean
as about 80%. The data indicates that US firms havgh proportion of independent
board directors, as a result from NYSE or NASDA@sommendation for board

independency, especially under the guideline of @X which recommends that “the
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board of directors of each listed company to cdrefia majority of independent

directors”®® INSTPCTG represents the institution ownershipef@articular firm, which
ranges from 45% to over 92%, with a mean of 71%toAbe difference between
STOPPERS and MAINTAINERS, | find the MAINTAINERS ¥ a slightly higher
institutional ownership compared to that of STOPBERSs | disaggregate the institutions
ownership into three groups, TRANSITPCTG, QIXPCHEBd DEDPCTG, | find more
interesting patterns. TRANSITPCTG represents theavship held by transient
institutions, that both STOPPERS and MAINTAINERSd#ow transient institution
ownership up to 14%. QIXPCTG and DEDPCTG represenbwnership by either
guasi-index institutions or dedicated instituti@msl we find that both types of
institutions have higher ownership levels. STOPPER&: in average, 34% quasi-index
institutional holdings and 37% dedicate instituéibholdings, while MAINTAINERS, in
average have 30% quasi-index institutional holdengs 33% dedicated institutional
holdings. CASHPCTG refers to the cash proportioBHO compensation. | find that
STOPPERS have a higher cash proportion (in avesage than that of

MAINTAINERS (in average 42%). For both STOPPERS MAINTAINERS, | find a
higher proportion of cash compensation up to 99%ckvreflects the CEO compensation
pattern in early 2001 when some of the firms g8k cash compensation to reward

CEOs.

NYSE Listing Guide, Section 303.01(B)(2)(a); NASDA@rket Listing Requirements Section
4310(c)(26)(B). NASD and NYSE Rulemaking: RelattogCorporate Governance, available at
http://www.sec.gov/rules/sro/34-48745.htm NYSE C@eR 303A.04-.07, specifically, CG Rules
303A.04(a), -.05(a), -.06, -.07(b)
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Table 7 also presents summary statistics for coménvables for both STOPPERS

and MAINTAINERS, including the performance variabl&TEPS and RETURNS), the
management forecast variable (MGTBIAS), analystdast variable (DISP and
ANALYST). Size variable (MB, MVE and TA) are alsodluded. FTEPS and

RETURNS indicate that STOPPERS have a lower fugaraings performance (0.000 for
STOPPERS and 0.001 for MAINTAINERS) and return§1068 for STOPPERS and
0.07 for MAINTAINERS) than that of MAINTAINERS. Thmanagers in STOPPERS
firms have a higher management bias (-0.002, theagement forecast is higher than the
actual earnings) than that of MAINTAINERS (.00014¥ management forecast is
lower than the actual earnings). STOPPERS haveerage 10 analysts following their
firms while MAINTAINERS have more analysts (11 oreeage). For the size factors, |
find that STOPPERS have a larger size compareddtNWIAINERS, with the average
total assets 2 times larger than that of MAINTAINERvhich indicates that STOPPERS

have a majority of big cap firms.

2. Descriptive Statistics of R& D and Capital Expenditurefor the STOPPERS

Table 8 presents the summary statistics for STORPEBR4 firms) with regard to
the R & D expenditure and capital expenditure wipects to the total assets. Y10 is the
period before the stoppage event, while Yt+1 igdr\after the stoppage event and Yt+2
is 2 years after the stoppage event. RDX and CAdpXessent the R & D expenditure and
capital expenditure in three periods. In year DTOBPERS have the R & D expenditure
up to 15% of the total assets with the average R&penditure of 4%, while in one year
after the stoppage event, we observe an increésmeyof R& D expenditure up to 5.8%

and this increasing pattern continues to 2 yedes e stoppage event with an average
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of 5.9% of R & D expenditure. Similar pattern cdsoebe found in the capital

expenditure. The average capital expenditure inyeae before the stop event is 4.73 %
while this level increases to 5.6%. However, werthtlobserve a significant increase in
the year immediate follows the stop event, sineeatverage capital expenditure is only
4.78%. LEV refers to the leverage level for the FRERS in the pre-stop period and in
the post-stop period. Between yeartO and yeart€ldid not observe any changing
pattern, since the average of leverage level of 598 TOPPERS in year t0 is almost
same as that in year t+1, however, we do obsedezlae in year t+2, when the leverage
level drops to 20% on average. SALE and GROWTHesgnmt the funds available for
the STOPPERS to invest in both R & D expenditure @apital expenditure. DED
measures the dedicated institution holdings for BPERS in the pre-event period and
post-event period. | find an increasing patterndiedicated institutional holdings, which
implies that when dedicated institutions incre&sgrtholdings, they might exercise their
monitory power to the STOPPERS through their regaretion on the board so that the
STOPPERS increases their R & D expenditures anitatappenditures. INDRDX and
INDCAPX measure the average industry level of Rpesditure and capital expenditure.
Both show that the average is higher for the STA®P®| YO, however, the average of
INDRDX and INDCAPX becomes lower than that of tHECB’EPRS in Yt+1, which

indicates that the STOPPERS did increase RDX ane)Cih the post-stoppage period.

3. Descriptive Statistics for the RESUMERS and NONRESUM ERS

Table 9 presents the summary statistics of eaghhlarfor RESUMERS and
NONRESUMERS. The total sample is 342 firms whil® fitms are RESUMERS and

224 firms are NONRESUMERS. It is surprising to #est almost 30% of the firms
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actually restarted quarterly earnings guidanceed ariables (PEPS, FTEPS and

RETURNS) measure the firm performance. PEPS rédettse difference in diluted EPS
from the four quarters in the pre-restart periothtoeight quarters in the pre-restart and
FTEPS refers to the change of diluted EPS in the doarters in the post-restart period
than in the four quarters in the pre-restart perRETURNS measures the one year stock
return in the pre-restart period. For RESUMERS haee 0.0044 earnings per share on
average in four quarters before they restartedenbil NONRESUMERS, we have only
0.0017 earnings per share on average at the samgwhich indicates that RESUMERS
have a higher earnings performance than NONRESUEM®RSalso find that
NONRESUMERS has a minimum of -0.2368 as averagedl witle RESUMERS has a
minimum of 0.0028 ESP, which indicates no lossalfbRESUMERS. The future
realized earnings of RESUMERS is also higher thah ¢f NONRESUMRS, since on
average of the RESUMERS mean EPS is 0.005 whiteoffdONRESUMERS is
-0.0028, which indicates that NONRESUMERS has adrigroportion of loss firms.
RESUMERS also have a higher market return thandhSONRESUMERS, since the
average 1l-year abnormal market return is 16% f@BRHEERS while the average same
period return for NONRESUMERS is only 10%. FERRQOT ®ISP measure the
difficulty in earnings prediction for analysts. FRRR is the absolute forecast error
while DISP is the standard deviation of analysefasts. If the forecast is more difficult
to predict, we should observe a higher dispersinaray analysts and a higher absolute
forecast error. The mean FERROR is 0.08 for RESUBIERd 0.12 for
NONRESUMERS, which indicates that RESUMERS has allemforecast error than

that of NONRESUMERS. The mean DISP for RESUMER®. Zswhile the mean of
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DISP for NONRESUMERS is 0.3, which indicates thatnengs for RESUMERS is less

difficult to predict that that of NONRESUMERS. Wis@find that FBIAS (forecast bias)
is negative (-0.015) for RESUMERS and positiveN®@NRESUMERS (0.0257), which
indicates that the forecast bias is higher for RMERS than for NONRESUMERS.
Therefore, we should find a tendency to use easnjuidance to adjust market
expectation. Furthermore, we find that CMB, chaofjthe beat/meet analyst forecast
frequency in the pre-restart period and in the-pestart period, is higher for
RESUMERS than for NONRESUMERS, which indicates thatconsequence of using
earnings guidance to adjust market expectatiothatat is easier for RESUMERS to
meet/beat analyst forecasts. CANALYST and CINSTicate the information demand
from either analysts or institutions. Both variabiedicate that the analysts following
decreases after the stop event and the overatuitish ownership decreases after the
stop event. We find that the decrease level folyateafollowing is higher for
RESUMERS, which implies that RESUMERS have thentige to use earnings

guidance to attract more analysts to follow thiems.

1. UNIVARIATE ANALYSISON THE STOP EVENT

1. Univariate Analysis on the Decision of Stopping

Table 10 presents the results from a univariatepesison of independent variables
between MAINTAINERS and STOPPERS. OUTPCTG, CASHPCINSTPCTG,
TRANSITPCTG, QIXPCTG and DEDPCTG are corporate goaece related variables.
The mean comparison for all above variable indeatsignificant difference between the

STOPPERS and the MAINTAINERS. For example, the MARNNERS have a lower
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value of OUTPCTG as 80% compared to that of the BHFERS (82.5%). The 0.01% of

the difference is significant at 1% level (P vat@001), which indicates that the
STOPPERS have more independent outside directdssand than that of the
MAINTAINERS. INSTPCTG measures overall institutibimavnership while
TRANSITPCTG, QIXPCTG and DEDPCTG measure the owriprgercentage held by
three kinds of institutions as transit, quasi-indexl dedicated institutions. The mean
institutional ownership is 70% for the STOPPERSI&fiR% for the MAINTAINERS
and this difference between them as 0.01% is sagmif at 0.05% level. It indicates that
the MAINTAINERS have a higher institution ownerslhifan the STOPPERS. However,
when we decompose the institutional ownership iné® categories, we find interesting
pattern. The MAINTAINERS have a low level of dedeastitutions (30%) and a
higher level of quasi-index institutions (37%) titae STOPPERS 33% and 34%
individually. It is an interesting finding, sincen average, the quasi-index institutions
hold 37% of the stocks of the MAINTAINERS while tdedicated institutions only hold
30% of the stock outstanding. On the contraryntiagority of the STOPPERS’ stocks are
held by the dedicated institutions (33%), highemntheld by the quasi-index institutions
(30%) on average. Both the differences of the nwedunes of QIXPCTG and DEDPCTG
for the STOPPERS and MAINTAINERS are significanfi&é, which implies that the
different patterns in the institutional holdingsghi associate with the decision to stop
guarterly earnings guidance. CASHPCTG indicatesé#sh proportion (cash and cash
bonus) of the CEO compensation for the STOPPERSVBXINITAINERS. The mean

cash proportion for the STOPPERS is 51% while efidhe MAINTAINERS is 42%.
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The mean difference as 8% is significant at 1% ctimplies that the STOPPERS rely

more on cash and cash bonus to reward CEOs thanARTAINERS.

MBPTN and FTEPS measure the earnings performamdmth STOPPERS and
MAINTAINERS in the pre-stop period and RETURNSasmeasure the market
performance. MBPTN counts the frequency for a fionbeat/ meet analyst forecast in
four quarters before the stop event (since | matthe MAINTAINERS by the same
year and same quarter, the stop event has theysanguarter as the STOPPERS).
FTEPS is the averaged 4 quarter difference ofzedldiluted EPS in the post-stop period
and in the pre-stop period. Table 10 indicatedrgguency distribution for the
STOPPERS and MAINTAINERS. 30% of the MAINTAINERSdtémeet all analyst
forecasts for straight four quarters, while only2l% of the STOPPERS beat/meet
analyst forecasts. About 28 % of the MAINTAINERSatiemeet analyst forecasts 3 times
out of 4 quarters, while 27% of the STOPPERS dad. tBnly 7.6 % of the
MAINTAINERS never beat/meet analyst forecasts waleut 14.4% of the STOPPERS
never beat/meet analyst forecasts. The differeinct®e frequency distribution for the
STOPPERS and MAINTAINERS are significant for alabiag/meeting or none
beating/meeting analyst forecast. The T-test of FSRlso indicates that the
MAINTAINERS have higher earnings performance in plost-stop period than the
STOPPERS, indicated by the STOPPERS’ mean val&@BPS as 0.000 vs the
MAINTAINERS’ mean value as 0.001. It implies theetMAINTAINERS have higher
future EPS values than that of the STOPPERS ipalséstop period. From the stock’s
performance, we also identified that the mean vaflRETURNS of the STOPPERS is

significantly higher than that of the MAINTAINERS% vs 1%). It implies that on
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average, the STOPPERS’ one year abnormal retamlys1% while that of the

MAINTAINERS is 7%, therefore, the MAINTAINERS’ st outperformed the

STOPPERS'’ stocks in the market.

FUTUREVAR and DISP measures the difficulty to poeduture earnings variance
and the past earnings variance while MGTBIAS messsthre optimism of managerial
forecasts. FUTUREVAR measures the earnings vanatalculated as the absolute
difference of the realized diluted earnings betwienpost-stop period and the pre-stop
period. DISP is the dispersion among analysts, aredsy the standard deviation of the
analyst forecasts. The mean value of DISP for T @FPERS (0.053) is higher than that
for the MAINTAINERS (0.0378) and the mean valug=fTUREVAR for the
STOPPERS (0.0566) is also higher than that of tAéNMTAINERS (0.0152). Both
DISP and FUTUREVAR indicate that the STOPPERS' isgswvary to a larger extent
than that of the MAINTAINERS, which makes the eags forecasts from analysts more
agreeable for the MAINTAINERS than for the STOPPERIS& mean value of
MGTBIAS is -0.002 for the STOPPERS and 0.001 ferMPAINTAINERS, and the
difference is significant at 1% level. It implidsat the managers of the STOPPERS are
more optimistic than that of the MAINTAINERS ancepious studies show that the
market punishes the over-optimistic forecasts lynlanagement, which might lead to a

discontinuity of quarterly earnings guidance.

ANALYSTS measures the number of analysts followiagsarticular firm. The
mean difference between the STOPPERS and the MAINERS also exhibits a
significant difference, with the average numberarwlysts following STOPPERS are 10

while that of the MAINTAINERS is 11. This differeaémplies that due to fewer
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analysts following the STOPPERS than THE MAINTAINERhe STOPPERS have less

information demand from the analysts, which migiglain that the STOPPERS are
more likely to stop quarterly earnings guidance tduless information demand.
VOLATILITY measures the volatility of the stocksrfthe STOPPERS and the
MAINTAINERS. Previous studies show that higher ity of the stock price leads to
issue more information for the managers, since nmside information from the
management can adjust the unreasonable expegbaéwail in the market so as to
smooth the stock price. | find that the mean valu¢OLATILITY is significantly lower
for the STOPPERS that than of the MAINTAINERS at [Eel, which is similar to the
previous study. Table 10 also presents the meé&areliice of LITIRISK for the
STOPPERS and MAINTAINERS. | use industry classtfmato measure LITIRISK.
When a firm belongs to a higher litigation risk urstry, it takes the value of 1, otherwise,
it takes 0. Industries that are viewed as a higgalion risk are bio-tech industry,
computer industry, electronics industry and retaustry. 53% of the MAINTAINERS
belong to a high litigation risk industry while @82 % of the STOPPERS belong to a
high litigation risk industry. This distribution giarn indicates that a firm in a high
litigation risk industry tends not to stop quanezhrnings guidance to avoid litigation

costs.

MB measures the market/book equity ratio, a praxtiie firm’s growth
opportunity. Empirical evidence shows that firmsigrowth stage are more likely to
voluntary disclosure inside information to the ist@s to attract their investment. | find
that on average, the MAINTAINERS have a higher MBa than the STOPPERS and

this finding is similar to previous studies. Intgiagly, | also find that large firms are
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more likely to stop quarterly earnings guidancee pbtential explanation is that the

small cap firms, unlike big cap firms, are mordidiflt to attract attentions from the

analysts and face more pressure to liquidate sheak.

2. Univariate Analysis on the Impact of Stopping

Table 11 presents the univariate results for R &penditure and capital
expenditure for year t+1 and year t+2 for the STERS firms. Yt0 is the period before
the stoppage event, while Yt+1 is 1 year afterstioppage event and Yt+2 is 2 years
after the stoppage event. The mean RDX value ins@0407 or 4.07%, while the mean
RDX value for Yt+1 IS 0.0589 or 5.89%, increasingnh YtO for 1.8%. The T-test
shows that the difference between Yt0 and Yt+1igsiicant (P value 0.007). Similar
increasing pattern can also be found for Yt+2 at@ With the increase of 0.019 or 1.9%
(p value 0.002). For capital expenditures (CAPX@blE 10 also indicates that after
stoppage event, the STOPPERS increase the cayehaiture. Yt0, the capital
expenditure is 4.73% while in Yt+1 is 4.78%. Thisreasing pattern lasts in Yt+2 when
CAPX is 5.62%. The T-test also indicates that tiffer@nce between Yt0 and Yt+1 and
Yt+2 is of significance, by significant p value@9301 and 0.0033.

Table 12 presents the industry distribution of #&D expenditure of STOPPERS
and MAINTAINERS for three years after the stop dyeanked by the level of R & D
expenditure. The business services (Computer aftev@are, SIC code 73) has a highest
R & D expenditure for about 11% and we do obserenar level of STOPPERS of R &
D expenditure than that of MAINTAINERS in year th@n the STOPPERS stop
guarterly earnings guidance. However, one year dftestop event, the R & D

expenditure of the STOPPERS has the same levkhbbf the MAINTAINERS (11.3%
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vs 11.3%) and 2 years after the stop event, theRPERS have a higher R & D

expenditure (11.7%) than that of the MAINTAINERSR8%). Similar patterns also can
be found in Transportation industry (SIC code €mmunication Industry(SIC code

48), Electronics Industry (SIC 36).

[11. UNIVARIATE ANALYSISON THE RESTART EVENT

Table 13 presents the univariate comparison bettveeRESUMERS and the
Non-RESUMERS. Most of the variables are signifiaasing T-test, expect for
RETURNS and VOLATILITY. | use three measures toxyréor the performance
argument as PEP, FTEPS and RETURNS. PEPS (chandisted EPS from 4 quarters
to 8 quarters before the stop event), FTEPS (clsaingdiluted EPS from the 4 quarters
after the event period to 4 quarters before thatgperiod), and the market performance
RETURNS is 12 month abnormal buying and holdingnret with the equally weighted
market index return. Previous studies have inditatpositive association between firm
performance and the tendency to issue earningsdst.eln other words, if the past or
future expected earnings are considered as goos, ile@n a firm is more likely to issue
or update a earnings forecast. Similar to the presstudies, | find that the means of
PEPS and FTEPS of the RESUMERS (0.0044 and 0.@G084ignificant higher than
that of the NONRESUMERS (0.0017 and -0.0028) aeddifferences are significant at
1% level and at 5% level. Interestingly, | find tloa average, the NONRESUMERS
have a reduction of the EPS from the pre-restaibgeo the post-restart period, which
implies that if the managers in the NONRESUMERSugrpredict earnings correctly,
they foresee the declining pattern of the earnpegformance, which leads to a longer

silence period. FBIAS and CMB test the earningseetgtion management hypothesis.
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FBIAS measures the analyst forecast bias in thegstart period while CMB measures

the consequence of managerial quarterly earninigsgce provision. CMB is calculated
as the difference in the frequency of beating/nmgedinalyst forecast from the pre-restart
period to the post-restart period. FBIAS has a tiegaean value for the RESUMERS
(-0.015) while a positive mean value for the NONRBERS (0.025). A negative value
of FBIAS indicates that the mean of analyst foresase higher than the realized
earnings while a positive value of FBIAS indicatiest the mean of analyst forecasts are
lower than the realized earnings. In other wordsegative value of FBIAS indicates a
more optimistic analyst forecast while a positiadue of FBIAS indicates a less
optimistic analyst forecast. Since the RESUMERShmwnegative mean value for
FBIAS while the NONRESUMERS have a positive meadn&awe can argue that the
analysts of the RESUMERS are more optimistic biasgatedicting future earnings than
the NONRESUMERS, therefore, the RESUMERS are mkedylto issue quarterly
earnings guidance to adjust the unfavorable easremgectations. Similarly, | find a
significant difference in the changing pattern eating/meeting analyst forecasts for the
RESUMRES (75%) and NONRESUMERS (25%). Table 13 shibw frequency of a
firm beats/meets analyst forecast in the pre-repe@arod (MBPTNEBFORE) and in the
post-restart period (MBPTNAFTER). Only 5.9% of RESUMERS failed to beat/meet
any analysts forecast out of 4 quarters in thergséart period while this number
decreases to 1.7 % in the post-restart period vZheéo of the NONRESUMERS miss
analyst forecast in 4 quarters and this numbeeas®s to 7.1% in the post-restart period.
Similar pattern can find for firms in both RESUMERS&d NONRESUMERS group that

only meet/beat analyst forecast once in 4 quartersddition, 11% of the RESUMERS
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beat/meat analyst forecast once in 4 quarterseipté-restart period, and the number

decreases to 8.5% in the post-restart period. ®cdhtrary, 12.5% of the
NONRESUMERS beat/meat analyst forecast once inadtexs in the pre-restart period,
and the number increases to 16.5 % in the posirtgstriod. For firms beat/meet analyst
forecasts 2 quarters out of 4 quarters, the RESUSIGRuUp has 19.5 %, while the
NONRESUMERS has 24.6 %. After the restart eveind,ibmber increases to 24% for
the RESUMERS while this number decreases to 22%&NONRESUMERS.
Furthermore, 32.2 % of the RESUMERS beat/meet ateafgrecast 3 quarters out of 4
quarters in the pre-restart period and this tremdains constant in the post-restart period.
However, about 30.8% of the NONRESUMRES beat/mealyats forecast 3 quarters
out of 4 quarters in the pre-restart period, buy @ % of them still beat/meet analysts
forecast 3 quarters out of 4 quarters in the pestart period. This changing pattern for
both RESUMRES and NONRESUMRES indicate the consemuef the managerial
earnings forecast to adjust the unrealistic anddystcast so as to push down the market

expectation of the future earnings.

Table 13 also exhibits the univariate results fantool variables. FERROR and DISP
are proxies for difficulties in predicting EPS hretpre-restart period for analysts and both
of them exhibit a significant difference betweea RESUMERS and NONRESUMRES.
The mean absolute forecast error FERROR for RESU#IEBR.08 while the mean
absolute forecast error for NONRESUMERS is 0.12¢ctvimplies that for analysts,
earnings for the RESUMERS are easier to prediciduiition, DISP measures the
difficulty in earnings prediction using the disagmeent among the analysts. | find that the

mean value of DISP is higher for the NONRESUMER®3@4) than that for the
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RESUMERS (0.0255). CANALYST and CINST measure tifermation demand from

the analysts and institutions for the quarterlyneags guidance. CANALY ST measures
the changes of analysts following from the pre-gtepod to the pre-restart period as to
find the extent of declining analysts following thre decision to restart. CINST also
measures the changes of overall institution owmeifsbm the pre-stop period to the
pre-restart period as to find the impact of therdased institution ownership on the
decision to restart. CINST displays a significaiffedence between the RESUMERS
(0.0335, decreased 3.355%) and NONRESUMERS (0.6rkdsed 1%). It shows that
when institutional holding decreases, firms areanlikely to restart to attract the
institutional holdings. CANALY ST also indicates tivehen the number of analysts
following decreases, firms are more likely to restgarterly earnings guidance, since
the mean CANALYST is 3.22 for the RESUMERS and Zds&@he NONRESUMERS at
5% level. No significant mean difference is found iharket volatility at 10% level. The
RESUMERS have a higher market/equity ratio (MBgli@gating that more growth firms
are the RESUMERS than Non-RESUMERS. LOGMVE and L@GIs0 indicate that

the RESUMERS might include more large sizes fir@tNon-RESUMERS.

IV.MULTIVARIATE ANALYSISON THE STOP EVENT

1. Multivariate Analysis on the Decision to Stop

Table 15A and 15B present the regression resuldifierent models. Model 1 to 5
tests corporate governance related variables. fidly, Model 1 tests H1 of board
independence. Model 2 tests H2 of institutional exship. Model 3 tests H3 of types of

institutional ownership such as quasi-index andaie institution. Model 4 tests H4 of
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CEO compensation. Model 5 is the full model. Mosldlas the strongest results among

all models, most variables (OUTPCTG, INSTPCTG, DEDB, QIXPCTG,
DEDDM*INSTPCTG, CASHPCTG, PESP, FTEPS, DISP, MGTBIALITIRISK,
LOGMVE) have strong and significant associatiorntwtite decision to stop quarterly
earnings guidance.

a. Board of Directors Charactersand the Stop Decision

Table 15A (Model 1) and 12B (Model 5) show ttied results of the association

between board independency (OUTPCTG) and the hi&ell to stop are similar to the
previous models . Hypothesis 1 is strongly supmbioiea significant positive coefficient
(2.1499, p value <0.001 in Model 1 and 2.4471,Ipev&.0001 in Model 5) of
OUTPCTG. It indicates that firms with a more indegent board (higher proportion of
outside directors) are more likely to stop quaytedrnings guidance. This result implies
that board of directors is concerned with the piaénnintended consequence of
managerial myopia. It is also the role of outsidedators in light with the firm
performance. Both MBPTN and PTEPS variables hagathes coefficients (-0.4312, p
value0.0009 and -8.5177, p value 0.0767) as toyithjat when a firm’s earnings
performance is not comparable with industrial cotitqes, it is more likely to stop
guarterly earnings guidance. The interpretatidhas the outside directors might
recognize the poor earnings performance as the obstanagement myopia, hence to
discontinue quarterly earnings guidance so asitbtee management focus on the
long-term development of a firm. This finding is@lsupported by the quotations from
several firms, stating that the stop decision isiena alliance with the board and the

management.
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b. Institution Ownership and the Stop Decision

Both Model 2 and Model 5 show the strong negatssoaiation between
INSTPCTG and the likelihood to stop quarterly eagsi guidance. Hypothesis 2 is
supported by the negative coefficients of INSTPGi®&lodel 2 (-0.516, p value 0.0446)
and in Model 5 (-0.7177, p value 0.0072). In otlverds, a firm is less likely to stop
when it has a higher institutional ownership. Tigisult is similar to the findings from
Bushee [1998, 2000] paper, indicating that insting are attracted to the firms with
higher disclosure levels, once they attracted, #reymore likely to press the

management to continue providing disclosure.

However, due to the heterogeneity among institgti@ushee [1998, 2000]
categorized institutions into transient instituspguasi-index institutions and dedicated
institutions and argued that due to their diffenegiure, three types of institutions exhibit
various holding patterns with respects to the clmnigvel of the information
environment. Based on Bushee’s argument, | haveldesd Hypothesis 3, which argues
that a firm is more (less) likely to discontinueagterly earnings guidance when its
ownership is held by its quasi-index (dedicate)insons. Model 3A, 3B, 3C and 5
display similar results. Model 3A uses the insiitnal ownership by dedicated
institutions (DEDPCTG) as a proxy, while Model 38es the institutional ownership by
guasi-index institutions (QIXPCTG) as a proxy. Mb8€ uses the interaction between
DEDD (a dummy variable takes 1 if DEDPCTG is higthean QIXPCTG, 0 otherwise)
and INSTPCTG while Model 5 is a complete model. deIGBA indicates a significantly
positive coefficient (0.777, p value 0.0346) betwé®e dedicate institutions holdings and

the decision to stop, suggesting that dedicaté@utisins encourages the management to
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abandon the quarterly earnings guidance. Modeh8iates that a firm with a higher

guasi-index institution(-1.5355, p value <.0001lesss likely to stop quarterly earnings
guidance, which implies that the decision of stoggiepends on the ownership of
guasi-index institution, since they are more likidyeduce their holdings if the firm
reduces its disclosure level. Model 3C and 5 sh@ignificant coefficient between the
interaction of the dummy variable of DEDDM and theerall institution ownership
(INSTPCTG) (0.3061, p value 0.0111 in Model 3@ ar8001, p value 0.0141 in
Model 5), which indicates that even though the aighstitutional ownership (-0.6289, p
value 0.0159 in Model 3C and -0.7177, P value ®d8M™Model 5) tends to decrease the
probability of stopping quarterly earnings guidgnoevertheless, if the dedicate
institution has a majority of the share for a autar firm, it will increase the possibility
of stopping quarterly earnings guidance. Intergbgirthe combined coefficients
(0.6289-0.3061=0.3228 in Model 3C and 0.7177- 013004176 in Model 5) are smaller
than the coefficient of INSTPCTG in Model 2 (0.51@hich suggests that the impact of
institutional ownership is moderated by the dedidanstitutional ownership, especially
when the dedicated institutions have a higher osimprevel than that of quasi-index

institutions.

c. CEOsCompensation and the Stop Decision
As to the association between CEO compensationtateiand the likelihood to
stop suggested by H4, Table 15A displays a sigmtipositive association between CEO
cash compensation percentage (0.51, p value <n0dbdel 4 and 0.5312, p value
<.0001 in Model 5) and the likelihood to stop, whindicate that firms with a higher

CEO cash compensation are more likely to stop. fidsslt can be interpreted using
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Gong, Feng and Li's [2007] argument that boardiadadors use managerial forecast as a

reliable signal of a manager’s talent, thereforeemCEOQO issue optimistic earnings
forecasts that failed to meet/beat, they will desigsignificant reduction in cash bonuses
for CEOs, and the magnitude of bonus reductioreemes with the extent of optimism in
management earnings forecasts. In addition, thgyeathat the bonus reduction
associated with forecast optimism is larger fanBrexposed to higher litigation risk and
firms held by more short-horizon shareholders. Hnggiment is supported by significant
coefficients of MGTBIAS across all models (for exam -15.679, p value 0.0017 in
Model 5), which indicates that a firm is more likéb stop quarterly earnings guidance
when the management’s previous forecasts are @tmnistic. Therefore, a firm with a
higher cash proportion in CEO compensation is rfikedy to stop quarterly earnings
guidance, especially when CEO cares about the ragyeetion of his cash and cash
bonus payouts when they miss their own predictions.
d. Control Variablesand the Stop Decision

Table 15A and 15B presents regression resultsmfaovariables, which shows
significant association between firm’'s decisiorstop and firm’s performance, prediction
difficulty, demand from analysts, management piooecast optimism, firm growth,
litigation risk and firm size. In particular, nege coefficients of MBPTN in all models
(for example, -0.4312, P Value 0.0009 in Modelrig)icate that a firm’s decision to stop
quarterly earnings guidance is negatively assatiaith firm past earnings performance.
The same negative coefficients of FTEPS in all no@ér example, -8.5177, P Value
0.0767 in Model 5) also implies that if the manageabpredicts that future expected

earnings are worse than the current period earnfingss are more likely to stop
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guarterly earnings guidance. Some may argue thahwhe firm experiences a bad news,

they might delay the news for further interpretatisuggested by Graham [2005]'s
survey that several interviewed CFOs argue that de¢ay bad news in order to further
study and interpret the information, or in hopeat the firm’s status will improve before
the next required information release, perhapasggivie company the need to ever
release the bad information (e.g., interest ratigbtnise before year-end, correcting a
current imbalance in pension funding). Howeverggithe long silence period of one
year after the stop decision for any STOPPERS fivenshould exclude this possibility

that a firm intentionally delay the bad news.

The insignificant coefficients of RETURNS acrosisnabdels (-0.0943, p Value
0.40 in Model 5) indicate an insignificant assaolatbetween a firm’s stock return and
its likelihood to stop quarterly earnings guidaritean be explained by the correlation
between RETURNS and MBPTN or between RETURNS arelHS], since the stock

return for a particular firm is highly correlatedtlwvthe firm’s performance.

As to the earnings difficulty prediction variabl&SP displayed a significantly
negative association with the likelihood to sto@BQIL5, p value 0.0599 in Model 5). This
negative association indicates that a firm is nhi&edy to stop earnings guidance when it
is more difficulty to predicate future earningsrtiermore, FUTUREVAR also indicates
a significant positive coefficient (1816, p value 0.1024 in Model 5). This finding is
supported by the statement of the firms, such aseiev Home Entertainment,
Microstrategy, Central Parking, Westpoint SysteBal) Evans Farms, Penton Media,
Int'l Flavors & Fragrance (See Figure 1). In adushtiwe should also hypothesize that

when a firm’s earnings become easier to prediabjght restart quarterly earnings
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guidance. As to the prior forecast optimistic vialeaMGTBIAS, | find a significant

negative coefficient as -15.679, P value 0.001Madel 5. This result indicates that a

firm is more likely to stop if past forecasts arersoptimistic.

Even though that previous studies such as Bimjdl€89a, b] and Lang and
Lundholm [1996] argue that a potential positivecasstion between the analyst
following and the firm’s tendency of disclosureya voluntary disclosure lowers the
cost of information acquisition for analysts andreases the amount of information
available to analysts, | did not find significassaciation between ANALYST and
likelihood to stop, indicated by an insignificantiggative coefficient (-0.0095, p value
0.2166 in Model 5). My interpretation is that tkisidy is to examine the association
between the stop decision and analyst following between the start decision and
analyst forecast. Although it is possible thatrenfivith more analysts following has a
higher demand for inside information from the astdyit might use other channels to
distribute the information, other than relying soly quarterly earnings guidance. Besides,
the analysts have sunk costs for following a paldicfirm, therefore, their bargaining
power is not strong. Third, Regulation FD has pbakithe selective communication for
any firm, therefore, the management can not comcatmiin a private way to any analyst,

which reduces the benefits of selective commuroocati

From Model 1 to Model 5, | consistently find a negaassociation between the
litigation risk and the likelihood to stop quartedarnings guidance. For example, the
complete model (Model 5) shows a significant nagatioefficient of LITIRISK (-0.4542,
p value <.0001). It indicates that firms in thetlgigation risk industries are less likely

to stop quarterly earnings guidance, which is suegddy prior studies such as Skinner
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[1996] that four industries, the bio-tech (SIC 2&886), computer hardware (SIC

3570-3577), computer software (SIC 7371-7379),tedas (SIC 3600-3674), and retall
(SIC 5200-5961) industries have higher litigati@mk than other industries as to higher

frequency of earnings guidance.

Table 15A also indicates that the size variable MO/E has a significant positive
coefficient (0.1995, P Value 0.0421), which shohet farge firms are more likely to stop.
This positive association is against Lev and Penfh8®0] and Lang and Lundholm
[1993]'s argument that large firms are more likelydisclose due the economics of scale
to make earnings forecast preparation and dissequlass costly for large firms. This
significant positive association between the si2&SMVE and the likelihood to stop
shows that the association between size and théeglyaearnings guidance is negative.
My interpretation is that for large firms, the co$tmanagerial myopia is more severe
and adverse than that of small firms, which leads positive association between size
and the likelihood to stop. This interpretatiorsigported by the quotation from many
big firms such as AT & T, McDonalds, G.E. and sattsince after Coco-cola’s proclaim
that they will stop earnings guidance, many firmigofv its step in that they have
identified the potential costs of managerial myopeaddition, Brown and Kim [1993]
argue that smaller firms are more likely to diselts increase stock’s liquidity and
attract attentions from analysts. Therefore, whealkfirms start quarterly earnings
guidance, they are less likely to stop due to thtemtial decreased interests from analysts

and institutions.

Although Miller and Piotrosky [2000] argued thatis with higher market/book

value are more likely to provide forecast to mamtae higher expectation of the market.
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| did not find a significant association between llid the likelihood to stop (coefficient

-0.0158, p value 0.5154 in Model 5). My interpretatis that based on Chen et al (2005)
and Houston et al (2007) argument that many STORP&R of poor performance,

which already lowers the market expectation offitmas.

2. Multivariate Analysison the Impact to Stop

a. Capital Expenditureand R& D Expenditure
Table 16A presents the regression results for Re&penditure and capital

expenditure after STOPPERS firms discontinue trertgdy earnings guidance practice.
If Group is 1, it means that R & D (capital) exp#ack is after the stop event, while
group equals to 0, it means that R & D (capitaenditure is before the stop event. The
positive coefficient of GROUP for RDX in Yt+1(0.099p value 0.005) and in Yt+2
(0.01215, p value 0.0003) indicates that R & D exjieire did increase after the firm
stops quarterly earnings guidance. Similar pati@rCAPX, the capital expenditure for
Yt+1 and Yt+2. In year t+1, | found positive coefént for GROUP as 0.008, (p value

0.0023) and in year t+2, | found positive coeffitias 0.04588 (p value <0.001).

Table 16B presents the regression results fomtipact of stoppage decision on R&
D expenditure and Capital Expenditure on the STORPEfter STOPPERS firms
discontinue the quarterly earnings guidance pragtising different sets of the control
variables as FUNDS, TOBINQ and INDRDX/INDCAPX inateof BM. The positive
coefficient of GROUP for RDX in Yt+1(0.009, p val0e€009) and in Yt+2 (0.003, p
value 0.009) indicates that R & D expenditure & 8TOPPERS did increase one year

and two years after the firm stops quarterly egmiguidance. Similarly, | also find
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significant association between the GROUP and dipgal expenditure (CAPX) of Yt+1

and Yt+2 after the stoppage (0.003, p value 0.10y¢ar t+1 and year t+2 (0.003, p

value 0.083).

b. Control Variablesand R& D Expenditure (Capital Expenditure)

Table 16A also presents association between R &{dermditure, capital expenditure,
and control variables. The control variables inthdavo important factors for R& D
expenditures and capital expenditures. One istbwth opportunities and the other is
the free funds available for investing. For growgportunities, | use BM and
GROWTEST to proxy. While BM has predicted negatgsociation, GROWEST has
predicted to be positive. Regression results sthadvih both years, a negative coefficient
of BM (-0.04563, p value 0.0002 in Yt+1 and -0.0286 value 0.0002 in Yt+2) indicates
that when firm has growth opportunity, it spendsenon R & D expenditure. However,
the positive coefficient for GROWEST (0.0492, pugaD.0009) is only significant for
year t+1. As to the free funds available for iniregtl use two variables as LEV and
SALES. LEV is an indicator for the leverage levetlee firm, which implies that higher
leverage level, less spending on R & D or capitpeaditure. SALES is an indicator of
the funds available, and it implies that a higlesel of SALES, a higher level of R & D
or capital expenditure. A negative significant dmétnt for R & D expenditures in both
year t+1 and year t+2 (-0.02340, p value 0.0102-ar@l 749, p value 0.0357) supports
the predication. However, for capital expenditliidid not find significant association
between LEV and CAPX. The association between SAAEER & D expenditure
(0.01041 in Yt+1and 0.00949 in Yt+2, p value <0.00d capital expenditure (0.00779 in

Yt+1 and 0.00779 in Yt+2, p value <0.001) also cades that when SALES increases,
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the R & D or capital expenditure increases. Adlierassociation between dedicated

institution ownership and R & D expenditure or ¢alpéxpenditure, | found positive
coefficients for both years for both R & D expend# (0.04078 p value0.0186 in Yt+1
and 0.02671, p value 0.0980 in Yt+2) or capitalendture (0.0252 p value 0.0784 in

Yt+1 and 0.02589 p value 0.0400 in Yt+2).

Table 16B also presents association between R &dereliture, capital expenditure,
and control variables using different control vales. The control variables indicate
several important factors for R& D expenditures aapital expenditures including
growth/investment opportunities, free funds avaddbr investing, leverage level,
institutional ownership and firm size. | use TOBIN@Qd GROWTHEST to proxy growth
opportunities. Regression results show that in lpetrs, a significant positive
association between the TOBINQ and RDX (0.009,lpev8.000 in Yt+1 and 0.005, p
value 0.010 in Yt+2) indicates that when a firm fdesntified a growth opportunity, it
spends more on R & D expenditure. The associattnwden GROWTHEST and RDX is
not significant in Yt+1 for both years, same asresignificant association between

GROWTHEST and CAPX.

As to the free funds available for investment,d #JNDS and SALES. Both
measure the level of STOPPERS in Yt+1 and Yt0. F@Niave significant positive
coefficients for RDX in both two years, (0.035, @we 0.000 in Yt+1 and 0.033, p value
0.000 in Yt+2) and for CCAPX in Yt+1(0.019, p valoet in Yt+1 and 0.008, p value
0.098 in Yt+2). SALES is an indicator of the furalsilable, and it implies that a higher
lever of SALES, a higher level of R & D or capitadpenditure. A positive significant

coefficients for R & D expenditures in both yeat t&&nd year t+2 (0.004, p value 0.103
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and 0.006, p value 0.097) supports the predicatiddDX and same strong positive

association between SALES and CAPX (0.004, p val084 inYt+1 and 0.005, p value

0.017) in Yt+2, indicates that when SALES increasapital expenditure increases.

| also control for the industry level of the R &penditure (INDRDX) and capital
expenditure (INDCAPX) and predict a positive asation between the INDRDX and
RDX and INDCAPX and RDX. | find very strong poseiassociation for RDX (0.781, p
value 0.000 inYt+1 and 0.804, p value 0.000 in Yta2d for CAPX (0.871, p value
0.000 inYt+1 and 0.877, p value 0.000) in Yt+2. €le| did not find significant
association between LEV and RDX and CAPX, the exlgeption is in year t+2, | find
significant coefficient of LEV on RDX (-0.025, p e 0.053) in Yt+2. As for the
association between DED and R & D expenditure pitabexpenditure, | find
significant coefficients for both years for R & Rpenditures (0.005, p value 0.021
inYt+1 and 0.017, p value 0.060) in Yt+2. But lIfim find an association between the
DED and CAPX. As for the firm size, | find a sigicéint positive association between
RDX and LOGMV (0.019, p value 0.000) and betweerP&fand LOGMYV in
Yt+1(0.006, p value 0.043), which implies that wlgefirm grows in size, it increases the

R & D expenditures.

c. Comparison of Capital Expenditureand R& D Expenditure on the STOPPERS
and MAINTAINERS

Table 17 presents the regression results for tipadtof stoppage decision on R& D
expenditure and Capital Expenditure on the STOPP&RISVIAINTAINERS after
STOPPERS firms discontinue the quarterly earninggagnce practice (I matched the

MAINTAINERS by industry-year-quarter). | use theatiye level of the R & D
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expenditure (CRDX) and capital expenditure(CCAPKpOOPPERS and

MAINTAINERS, from one year after the stoppage te fieriod before the stoppage
(difference in Yt+1 and Yt0) and from two yearsnfréhe stoppage to the period before
the stoppage(difference in Yt+2 and Yt0). Grouf represent the STOPPERS, while
group O represent the MAINTAINERS. The positive fliceent of GROUP for CRDX in
Yt+1(0.006, p value 0.043) and in Yt+2 (0.006, pueaD.0047) indicates that R & D
expenditure of the STOPPERS did increase one yehtve years after the firm stops
guarterly earnings guidance, compared to thateMAINTAINERS. | also find
significant association between the GROUP and &lp&al expenditure (CCAPX ) of
Yt+1 and Yt+2 after the stoppage. | found insigrafit positive coefficients (0.002, p

value 0.106) in year t+1 and year t+2 (0.001, piedl.107).

d. Control Variablesand R& D Expenditure (Capital Expenditure)

Table 17 also presents association between R &aerediture, capital expenditure,
and control variables. The control variables inthcgeveral important factors for R& D
expenditures and capital expenditures includingvgjnbnvestment opportunities, free
funds available for investing, leverage level, ilugional ownership and firm size. | use
CTOBINQ and CGROWTHEST to proxy growth opportursti&heory have predicted a
positive association based on the argument thrasfwith a higher investment
opportunities are more likely to invest in R & Dpexnditure and capital expenditures.
Both CTOBINQ and CGROWTHEST measure the changd®O&INQ and
GROWTHEST for the STOPPERS and the MAINTAINERS. RRegion results show
that in both years, a significant positive asso@mabetween the CTOBINQ and CRDX

(0.003, p value 0.0001 in Yt+1 and 0.003, p vall®0 in Yt+2) indicates that when a
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firm has identified a growth opportunity, it spendsre on R & D expenditure. The

association between CGROWTHEST and CRDX is onlgigant in Yt+2 (0.003, p
value 0.000), but not in Yt+1. For the associatietween the investment opportunity
and the capital expenditure, | only find signifitaoefficients in CGROWTH (0.003, p

value 0.057 in Yt+1 and 0.004, p value 0.007 in2jt+

As to the free funds available for investment,é¢ @~UNDS and CSALES. Both
measure the changes of the STOPPERS and MAINTAINE#Seen Yt+1 and Yt0 and
between Yt+2 and Yt0. CFUNDS have significant pesitoefficients for CRDX in both
two years, (0.021, p value 0.000 in Yt+1 and 0.@B3alue 0.000 in Yt+2) and is only
significant for CCAPX in Yt+1(0.020, p valu®s ). SALES is an indicator of the funds
available, and it implies that a higher lever ofL%%, a higher level of R & D or capital
expenditure. A positive significant coefficients 8 & D expenditures in both year t+1
and year t+2 (0.018, p value 0.000 and 0.007, pev@l000) supports the predication of
CRDX and same strong positive association betweehLES and CCAPX (0.020, p
value 0.000 inYt+1 and 0.016, p value 0.000) inXtindicates that when CSALES

increases, capital expenditure increases.

| did not find significant association between CLENd CRDX. However, | did
observe a significant positive association betwekBVY and CCAPX (0.018, p value
0.002 in Yt+1 and 0.032, p value 0.000 in Yt+2)isI$ignificant positive association
might be due to the purchase of fixed assets tsbd as collaterals in debt issuing,
therefore, more debts are used to purchase maé &gsets such as machineries, plants

and equipments.
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As for the association between dedicated institubivnership and R & D

expenditure or capital expenditure, | failed talfany significant coefficients for both
years for R & D expenditures or capital expendgufes for the firm size, | find a
significant positive association between CRDX ah®®GMV in both years (0.016, p
value 0.027 and 0.009, p value 0.072), which ingpliat when a firm grows in size, it

increases the R & D expenditures.

V.MULTIVARIATE ANALYSISON THE RESTART EVENT

1. Firm Performance and the Restart Decision

a. EarningsPerformance and the Restart Decision

Table 18 presents the logit regression resultth®RESUMERS and
NON-RESUMERS. Overall, all the explanatory varigihave significant coefficients as
expected from our hypothesis except the variabREETURNS, VOLATILITY and MB.
The significantly positive coefficient of PEPS (60%, P value 0.0823) and FTEPS
(1.6208, p value 0.0261), indicate a positive assion between the firms’ earnings
performance and the likelihood to restart, whichpart H5. This finding is similar to
Lang and Lundholm [1993], Miller and Piotroski [2Z)0Miller [2002] and Chen et al.
[2007] and Houston [2007] studies that firms paeyrimore disclosure subsequent to
good earnings performance or in anticipation ofrionpd future performance. However,
a higher coefficient of PEPS indicates that th@assion between past earnings
performance and the restart decision is stronger that between the future earnings

performance and the restart decision.



b. Market Performance and the Restart Decision

Insignificant coefficient on RETURNS (0.2332, Pu&l0.2148) indicates that
although firms want to disclose earnings guidaogaromote the market perception of
the firm, to raise the share price, when RETURNSdieeady reflected the earnings
information, the impact of RETURNS on the decisiomestart is less significant
compared to that of earnings. Its implication &ttwhen firms perform well in either
operation performance or in market performancejdiare more likely to restart giving
guarterly earnings guidance to disclose favoratfieimation to reduce information

asymmetry.

2. Earnings Expectations M anagement and the Restart Decision

Interestingly, we find that a positive associat@mtween the CMB and the
dependent variable (0.6417, p value 0.0069), wimdItates that the proportion of
meet/beat analyst forecast after the managemeas garnings guidance is higher for the
RESUMERS than the NONRESUMERS. The significant fpasicoefficient shows that
the management of the RESUMERS did use expectatamragement to adjust analyst
expectation downwards so that they can beat/meetddition, when examining the
expectation management, we found a significant tneggassociation between optimistic
analyst forecast ( FBIAS) and the likelihood totaets(-37.8670, p value 0.0406), which
shows that firms with a higher level of optimisiiicecast, firms are more likely to restart
guarterly earnings guidance to adjust the ovemaptic market expectations. This is

particular true when the firms have a higher EP®8énpre-restart period, which makes it
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more difficulty to beat/meet analyst forecasts tr@lmanagement might resort to

earnings expectations to adjust market expectations

3. Control Variables and the Restart Decision

Both FERROR and DISP show significant negative ficdehts (-30.7973, p value
0.0668 and -7.1301, p value 0.0156), which inditia&¢ when the absolute value of
analyst forecast error is higher, or the dispess@mmong analysts are higher, then firms
are less likely to restart earnings guidance, sinese two variables proxy for the
difficulty to predict past EPS. The significant g coefficient of CANALYST and
CINST indicates that decreased analysts followimdyiastitutional ownership also
motivates management to restart earnings guid&acey and Lundholm [1993] argue
that the variability of the past return performarekely to reflect the unpredictability
of future performance and therefore proxy for thferimation asymmetry. Therefore, we
predict a positive association between VOLATILITNdathe likelihood to restart.
However, we did not find significant associatione Weither find an association between
MB and the likelihood to restart. A positive siga#nt coefficient of LOGMVE (0.0401,

p value 0.0677) shows that large firms are morayiko restart.

VI. SENSITIVITY ANALYSIS

1. Sensitivity Analysison the Decision to Stop

a. Alternative M easurement of the Stoppersand the Changers
The first robustness test that | used is to exartiaempact of firms switching from

guarterly earnings guidance to annual earningsaguaiel Out of 314 firms, | identify 18
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firms (CHANGERS/SWITCHERS) that stopped quartedyrengs guidance, but

remained annual earnings guidance. Miller (200@n&res in three subgroups in terms
of different earnings trend, increasing earningsteasing earnings with an impended
decline and decreasing earnings, which then shioatglespite an impending downturn
in earnings, the decline firms continue to incrediselosure. Although this increase in
both total disclosure and forecasts is equivalemdreases made by gain firms, the
decline firms provide predominately short-term t@sts, whereas the gain firms
continue to provide predominately longer-term fasds. This choice enables decline
firms to focus on the current good news, while dirg discussion of the longer-term
decline. Such a disclosure pattern is consistéhtmwanagers providing disclosure in a
strategic manner (similar to the phenomena docusdentSchrand and Walther [1998])
or simply being uncertain of the longer-term futarel thus focusing their forecasts on
the more predictable short-term period. Based sratgument, the SWITCHERS’
earnings patterns might be different from the STBERE® for quarterly earnings;
therefore, | test whether the pure STOPPERS fdr bohual and quarterly forecasts are
similar. The results of the switchers and the [@FT®OPPERS are presented in Table 19.
Overall, the results are similar to that includthg changers, with more significant
results. Table 19 presents the logic regressiantsefor changers (switchers) and the
MAINTAINERS, which shows that only institutions atgpes of the institutions are
significant along with forecast dispersion and fsire. It shows that when firms move to
annual forecasts, the overall institution has atieg attitude towards decreased
guarterly earnings guidance, but the dedicatetutgins are not affected by the shifting

from quarterly forecasts to annual forecasts. &stengly, we did not find significant
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association between the past earnings performarttéha change decision, which

indicates that the changers/switcher firms do a@etpoorer past earnings performance
compared to the maintainer firms. Panel 1 has armésults as main model 5.
b. I'mpact of Sarbanes-Oxley Act on the Stop Event

| also examine the impact of Sarbanes Oxley A@Q#f2, which poses new
requirements of the management’s responsibilitiestae potential consequence, which
can change the management’s forecast behavioarticglar, SOX Act requires the full
independence for three committees: Audit CommiBmenpensation Committee and
Nomination Committee. The premise is for fully ipe@dence of Audit Committee is
that, if conflicting pressures and loyalties argogied away as much as possible from
both the external auditors and the audit committezse players may be bolder about
saying “no!” to management’ s accounting policyicles and judgmental estimates.
Complete independence is also required of the mendfehe compensation committee,
with the hope that maybe such a group will be sohatwmnore likely to exercise real
oversight and control of executive compensationaly, complete independence is
required of the nominating committee, which recomdsenew director candidates. If
fully independent, this committee may be less likel gravitate only toward director
candidates who, even if formally independent, gedyl to accede to management’s
wishes eve when doing so is unwise. Thereforertltipa the sample into two
sub-samples, to examine whether SOX act did affectnanagement’s forecast behavior.

Table 20A and 20B presents the results using po3t-&ample and Pre-SOX sample.

Post-SOX sample composes 264 STOPPERS and 858 MANHRS. Table 20B

presents results using Post-SOX data. Overalljfgignt coefficients of the performance
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related variables MBPTN and FTEPS indicates tmatsiwith poor performance are

more likely to stop, which indicates that SOX Adl Have a negative effect on the
management’s voluntary disclosures. The corporatemmance related variables
OUTPCTG, INSTPCTG and CASHPCT, DEDPCTG, QIXPCT® atglicate that board
structure, ownership structure and CEO compensatiemnelated to firms’ decision of a
transparency reporting. The management prior fetemttributes related variables such
as MGTBIAS again support the hypothesis that theagament with a poor history of
meeting/beating his own forecasts considers prugeh issuing earnings guidance and
the management with higher confidence to prediciréuearnings through consistent
point estimate still continues giving earnings @gucde. MBPTN, DISP, MGTBIAS and

LITIRISK and firm size are significant similar theé main results.

Table 20A presents the regression results for safiqphs before SOX Act. Pre-SOX
Act sample composes 50 STOPPERS and 240 MAINTAINBRSables of corporate
governance such as board independence, institubemeership, types of institutional
ownership and CEOs compensation are significantP$, DISP, MGTBIAS and

LITIRISK and firm size are significant.

2. Sensitivity Analysis on the Decision to Restart

a. Roleof R & D Expenditure on the Decision to Restart

Considering the managerial myopia argument, | atgoe that differences might
exist of the R & D expenditures and capital expemds between the RESUMERS and

NONRESUMERS. | use both univariate and regressiethaod to identify the level of R
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& D expenditure and capital expenditure of RESUMERE NONRESUMERS in three

years before the restart event.

Table 21 presents the univariate analysis of t@edRexpenditures and capital
expenditures for RESUMERS and NONRESUMERS firmthanprior-restart period,
measured by the 1 year before, 2 years before gedr3 before the restart event. The
mean RDX is 4.83% for RESUMERS while the averagRbDX is 3.22% for
NONRESUMRES in 1 year before the restart perioa Significant t-test result (p value
0.036) indicates that the mean difference betwedeBURMVERS and NONRESUMERS is
significant different among two groups. | also fisignificant difference between
RESUMRES and NONRESUEMRS in R & D expenditure years before the restart
event, measured by RESUMERS’ average of RDX is %58hile that of
NONRESUMERS is 3.48%. Even in 3 years before tBtareevent, | also observe the
significant difference in the R & D expenditure,ths average RDX of RESUMERS is
higher than that of NONRESUMERS (4.61% vs 3.24%alpe 0.069). The consistent
higher level of R & D expenditure of RESUMERS oM€DNRESUMERS indicate that
RESUMERS invest more in R & D, which in long telerads to a higher accounting and

market performance of RESUMERS than that of NONRHEE&ERS.

However, | failed to find the difference of the @apexpenditure between
RESUMERS and NONRESUMRS in three years prior taéiséart event. Although in
three years (Yt-3), two years (Yt-2), and one \&arl) prior to the restart event, the
difference exists, the difference is not significdfor example, 3 years before the restart
event, RESUMERS do have a higher level of capkpkediture than that of

NONRESUMERS (4.24% vs 3.77%). 2 years before te@reevent, the RESUMERS
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have almost same capital expenditure as the NONRERS (4.05% vs 4.17%). In 1

year before the restart event, RRESUMERS have arltevel of capital expenditure

than that of NONRESUMERS (3.92% vs 4.23%).

The regression analysis of the R & D expendituik @apital expenditure between
the RESUMERS and NONRESUMERS is presented in TzZbfeand 22B. Table 22A
presents the result as to the different R & D exgere levels for RESUMERS and
NONRESUMERS in 1 year, 2 years and 3 years befmedstart period. | use this
multiply regression to test whether RESUMERS hat@her R & D expenditure than
that of NONRESUMERS, which might lead to a higheraunting and market
performance for the RESUMERS than the NONRESUMERT®. dependent variable
RDX is the R & D expenditure in the prior-restagripd. Group is 1 when a firm restarts
guarterly earnings guidance (RESUMERS). Groupw$én a firm does not restart
guarterly earnings guidance (NONRESUMERS). Thelteduhe multiply regression is
significant for GROUP variable across three yeafote the restart event, (0.013, p
value 0.059 in 1 year before, 0.005, p value 0i@Ryears before, 0.005, p value 0.064
in 3 years before the restart event). The signifiggoositive coefficients between
GROUP and RDX indicate that RESUMERS have a higt&D expenditure than that

of NONRESUMERS, even controlling for other variable

| also find significant association between theatefent variable RDX and other
control variables. For instance, FUNDS measuresuhas available for investing and is
expected to have a positive association with R &penditure. Table 20A shows
significant positive coefficients of FUNDS in thrgears before the restart event (0.046,

p value 0.034 in Year t-1, 0.043, p value 0.09%¥&ar t-2, and 0.005, p value 0.078 in



144
Year t-3). Similarly, significant positive coeffants are identified for SALES in three

years (0.019I, p value 0.000 in Year t-1, 0.019alue 0.000 in Year t-2 and 0.018, p
value 0.000 in Year t-3). | also find similar pogit association between TOBINQ and
RDX, indicated by positive coefficients in threeays0.021, p value 0.000 in Year t-1,
0.022, p value 0.000 in Year t-2, and 0.019, p&@1000 in Year t-3). For the
association between leverage level (LEV) and theDR&penditure, | find that in year
t-1 and t-3, the associations are significant neg&0.042, p value 0.034 in Year t-1
and-0.024, p value 0.047 in Year t-3). In term$raof size, | find a significant positive
association between firm size and R & D expendituthree years before the restart
event (0.024, p value 0.000 in Year t-1, 0.021alue 0.000 in Year t-2, and 0.021,p

value 0.000 in Year t-3).

Table 22B presents the result as to the differapital expenditure levels for
RESUMERS and NONRESUMERS (CAPX)in 1 year, 2 yeas Zwyears before the
restart period. Similar to the univariate analystsented in Table 21, | fail to find the
association between the capital expenditure andrithgp type as RESUMERS and
NONRESUMERS. The only significant association foumthree years analysis is the
association between SALES and CAPX, which showswhan sales increases, the firm

increase the capital expenditure correspondently.

b. The Year Difference of the Decision to Restart

Table 23 displays the logit regression resultsRBSUMERS and
NONRESUMERS from two sample periods, from 2004@06&and from year 2007 to

year 2008. The overall results are similar to thiledample results, except that results are
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more significant in the period between 2004 ands2Bwever, in the period between

2007 and 2008, | find that expectation managemygmbthesis becomes a primary

motivation for firms to restart quarterly earnirgggdance.

VIlI. CHAPTER SUMMARY

Overall, this chapter begins with the first resbagoestion about the impact of
corporate governance on a firm’s decision to stogrigrly earnings guidance. Both
univariate analysis and multivariate analysis iatkahat a firm is more likely to stop
guarterly earnings guidance when it has higher levboard independency, a lower level
of institutional ownership, a higher level of deatied institutional ownership and a
higher level of cash payments of CEO compensalioaddition, a firm is more likely to
stop when the past earnings and future earningscameand earnings are difficult to
predict. Furthermore, when the management is getémdstic and more uncertain of
their predictions, they are more likely to stopréags guidance. Second, this chapter also
examines the impact of the stop decision on R &eaditure and capital expenditure
and both univariate and regression results suglgastvhen the firms stop quarterly
earnings guidance, they increase the R & D or abpitpenditure. It also implies that
guarterly earnings guidance does have the cosanoagement myopia and by
discontinuing this practice; the management sfigtéocus on long term investments,
which might leads to the firm performance in thedderm. Third, it also examines the
association between firm performance, expectatasagement and the decision to
restart and finds that a firm is more likely torst@hen the past and future earnings are
better compared to industry competitors, and a floms use expectations management to

adjust the unrealistic market expectation to meet/lanalyst forecasts.
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CHAPTER 6 SUMMARY AND CONCLUSION

|. RESEARCH SUMMARY

Given the popularity of quarterly earnings guidadiseontinuity in the past years,
led by high profile firms such as Coco-Cola, MacBlois, AT&T, and GE, this
dissertation aims to provide timely evidence tg important phenomenon. This study is
also motivated by an increasing awareness of thegement short-term focus in the
public and the followed institutional proposal teaadon quarterly earnings guidance. As
a summary, it proposes and examines the followasgarch questions: what's the impact
of corporate governance on a firm’s decision t@ sfoarterly earnings guidance and
what's the impact of this stoppage event on a frodpital and R & D investment and

why a firm restarts providing quarterly earningsdgimce after becoming silent.

Using an industry-year-quarter matched sample @0¥#ms from year 2001 to
2006, this study finds that that a firm is moreelikto stop quarterly earnings guidance if
the board is more independent, dedicate institatawnership is higher, overall
institution ownership is lower, and the level otlegroportion of CEOs compensation
structure is higher, compared to a firm that dagsstop. In addition, it also finds a firm
is more likely to stop quarterly earnings guidanten both past and expected future
earnings are poor, when expected future earniregdiiicult to predict. Furthermore,
this study also shows firms are more likely to sqoprterly earnings guidance when the
management is over optimistic about their predingtiand when it is in high litigation

industry or has a large size.
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Second, this study examines the impact of the gugrtarnings guidance cession

on firm’s capital expenditure and R&D expenditungl dinds that STOPPERS have
higher levels of capital expenditure and R & D engliture in the subsequence years
following the stop event. It implies that quarteglgrnings guidance has adverse impact

on firm’s long term valuation investment.

Third, this study also proposes and examines ttermeants for the stopping firms
to resume quarterly earnings guidance using arsinglyear-quarter matched sample of
342 firms from year 2004 to 2008, and finds thah§ in the turnaround situations are
more likely to resume quarterly earnings guidaespecially when the past four quarters
earnings and expected future earnings become nosigve. Secondly, firms are more
likely to restart quarterly earnings guidance wtienanalyst forecast errors and the
dispersions among analyst forecasts are smallethérmore, this study finds that firms
use expectation management to beat/meet analgsiafetrby restarting quarterly earnings
guidance, especially when the analyst forecastdyrasarger before the firms resume the

management forecast.

[I. CONTRIBUTION AND IMPLICATION

Overall, this study extends and contributes toentrliterature of voluntary
disclosure, corporate governance, analyst foreaadtthe management’s decision
making. In particular, his paper has a unique douation to bridge the literature of
corporate governance and corporate disclosurernings guidance and to fill the gap
when the quarterly earnings guidance has the urdetkconsequence as managerial

myopia. Although several studies have shed lightthe impact of corporate governance
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on management forecast behavior, no specific dhadydesigned to examine the role of

corporate governance on the management quarteriinga guidance, especially with

the unintended consequence as managerial myopiex&wining the role of board
independency, institutional ownership structureOSEompensation structure on a
firm’s disclosure decision, this study extendspgher literature. Beyond the contribution
to bridge the gap between corporate governancelisntbsure patterns, this study also
extends the previous literature of disclosure lyjgling additional evidence of the
associations between a firm’s performance andabisce patterns, between analyst
forecast attributes and disclosure patterns, betwegation risk and disclosure patterns
and between the management forecast attributediacidsure patterns, between forecast
difficulty and disclosure patterns. Second, thiglgtis among the first several studies to
investigate the impact of the quarterly earningsl@uce discontinuity on a firm’s capital
and R& D investment. Third, this study is the fsttidy to examine the restarting
phenomenon of quarterly earnings guidance. In t&fmssearch design, this study
contributes to the previous literature by providangnore comprehensive sample, a more
specific research design of industry-year-quartatcinto examine the phenomenon of

both stoppage and restart.

[11. LIMITATIONS OF STUDY

One limitation of this study is that in terms ofgorate governance, it does not
provide a comprehensive measurement. In particthier study presents evidence with
regard to board independency, institutional ownergkipes of institution ownership and
CEO compensation; it does not specifically exaneoboard characters such as CEO

duality, board size, board meetings and board less/rin addition, this study investigate
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the impact of the stop event on R & D and capitglemditure, however, it does not

examine the argument whether this stop event leatihe improvement of firm
performance. Even though, it sheds light on tha fserformance through the study of
restart event, little is known asto  However,retteough this dissertation suggests that
management should have caution with quarterly egenguidance, the pattern of
restarting this practice indicates that the higmaeds of this practice due the complexity

of US financial system, especially the informatiaed from financial analysts.

V. SUGGESTIONS FOR FUTURE RESEARCH

Future research might examine the impact of a Smmastart decision on the analyst
forecast attributes since timely information frdme imanagement can facilitate analyst
forecasts. In addition, it also can examine theketaresponse on the restarting event,
both in short term and long term horizon. Anotheresting research might concentrate
on the institutions response on the restart evemqarticular, it can examine whether the
restart event attracts more institutions to holdra and what's the changing pattern

among institutions.



15C

REFERENCE

Aboody, D., and R. Kasznik. 2000. CEO Stock Qpt#havards and the Timing of
Voluntary Corporate Disclosures. Journal of Acdoumand Economics 29: 73-100.

Ajinkya, B. B., S. Bhojraj, and P. Sengupta. 2003he Association between Outside
Directors, Institutional Investors and the Progsof Management Earnings Forecasts.
Journal of Accounting Research 43 (3): 343-376.

Ajinkya, B. B., and M. J. Gift. 1984. CorporateaNagers' Earnings Forecasts and
Symmetrical Adjustments of Market Expectations. urdal of Accounting Research 22
(2): 425-444.

Anilowski, C., M. Feng, and D. J. Skinner. 200Does Earnings Guidance Affect
Market Returns? The Nature and Information Conbértggregate Earnings Guidance.
Journal of Accounting and Economics 44(1-2): 36-63

Baber, W.P. Fairfield, and J. Haggard . 1991 THedEfof Concern about Reported
Income on Discretionary Spending Decisions: Thee@ddResearch and Development.
The Accounting Review 66 October, 818-829

Baginski, S. P., E. J. Conrad, and J. M. HassdlB93. The Effects of Management
Forecast Precision on Equity Pricing and on theeSssient of Earnings Uncertainty.
The Accounting Review 68 (4): 913-927.

Baginski, S. P., and J. M. Hassell. 1990. Thekeainterpretation of Management
Earnings Forecasts as a Predictor of Subsequeandtal Analyst Forecast Revision.
The Accounting Review 65 (1): 175-190.

Baginski, S. P., and J. M. Hassell. 1997. Deteamis of Management Forecast
Precision. The Accounting Review 72 (2): 303-312.

Bamber, L. S., and Y. S. Cheon. 1998. Discretiphanagement Earnings Forecast
Disclosures: Antecedents and Outcomes AssociatédRerecast Venue and Forecast
Specificity Choices. Journal of Accounting Resba6 (2): 167-190.

Berger, P.g. 1993 Explicit and Implicit Tax Effedisthe R & D Tax Credit. Journal of
Accounting Research 31 (Fall): 131-171

Bushee, B. and C. F. Noe. 2000. Corporate DisotoBractices, Institutional
Investors, and Stock Return Volatility. Journalaicounting Research 38: 171-202.

Bushee B. and C. F. Noe.1999. Institutional Invesstbong-Term Investment, and
Earnings Management.

Brown, S., S. A. Hillegeist, and K. Lo. 2005. Maement Forecasts and Litigation
Risk. Working Paper, Goizueta Business School, Erimiversity.



151

Cameron, A. J. 1986. A Review of Management's\le@s Forecast Research.
Journal of Accounting Literature 5: 57-81.

Carapeto, Maria Meziane Lasfer and Katerina Magh2005Does Duality Destroy
Value?, working paper , January 12, 2005

Chen, and Matsumoto, D. and Rajgopal, S.2007 |lén& Golden? An Empirical
Analysis of Firms that Stop Giving Quarterly EagsrGuidance in the post
Regulation-FD period

Cheng, Q., and K. Lo. 2006. Insider Trading amduvitary Disclosures. Journal of
Accounting Research 44 (5): 815-848.

CFA Institute. 2006. Discussion and Recommendatan How Corporate Leaders,
Asset Managers, Investors, and Analysts Can Refocusng-Term Value.

Chan H., Robert W. Faff, Paul R. Mather and AlarRamsay 2007, The Relationship
Between Directors' Independence, Reputation andalglament Earnings Forecasts,
September 2007

Cheng, M., K. R. Subramanyam, and Y. Zhang. 20@arnings Guidance and
Managerial Myopia. Working Paper, University of 8wern California.

Cheng Eugene C.M. and Stephen M. Courtenay, 20@6dBmmposition, regulatory
regime and voluntary disclosure The Internatiowairdal of Accounting Volume 41,
Issue 3, 2006, Pages 262-289

Clement, M., R. Frankel, and J. Miller. 2003. @aning Management Earnings
Forecasts, Earnings Uncertainty, and Stock Returdsurnal of Accounting Research 41
(4): 653-679.

Clinche G. 1991 Employee Compensation and FirmseBech and Development
Activity, Journal of Accounting Research, Vol 299N Spring 1991

Coller, M., and T. L. Yohn. 1997. Management [easts and Information
Asymmetry: An Examination of Bid-Ask Spreads. Jalrof Accounting Research 35
(2): 181-191.

Cotter, J., I. Tuna, and P. Wysocki. 2006. Expgambhs Management and Beatable
Targets: How Do Analysts React to Public Earningsd@nce? Contemporary
Accounting Research 23 (3): 593-624.

DeGeorge, F., J. Patel, and R. Zeckhauser. 1988rnings Management to Exceed
Thresholds. Journal of Business 72 (1): 1-33.

Eng,L.L. andY.T. Mak 2003Corporate governaaed voluntary disclosure Journal
of Accounting and Public PolicyVolume 22, Issuddly-August 2003, Pages 325-345



152

Fontenot Lisa A. and Brandon W. Loew, Earnings Easés: To Guide or Not to Guide?
April 29, 2009

Francis, J., D. Philbrick, and K. Schipper. 199&hareholder Litigation and Corporate
Disclosures. Journal of Accounting Research 321(27-164.

Frankel, R., M. McNichols, and G. P. Wilson. 199®iscretionary Disclosure and
External Financing. The Accounting Review 70 (1354150.

Gong, Guojin, Feng, Mei and Yinghua Li, The Asstoimbetween CEO Compensation
and Management Earnings Guidance,Working paper

Gompers, P. A., and A. Metrick. 2001. Instituabimvestors and Equity Prices.
Quarterly Journal of Economics 116(1): 229-259.

Graham, J., C. R. Harvey, and S. Rajgopal. 200%e Economic Implications of
Corporate Financial Reporting. Journal of Accougi@and Economics 40: 3-73.

Gul, Ferdinand A. and Sidney Leung 2004, Boarddestup, outside directors’ expertise
and voluntary corporate disclosures Journal of Aoting and Public Policy, Volume 23,
Issue 5, September-October 2004, Pages 351-379

Hayes, R. and Lundholm, R., 1996. Segment repottirige capital market in the
presence of a competitor. Journal of Accountingelaesh 34, pp. 261-280.

Healy, P., Hutton, A. and Palepu, K., 1999. Stoekgrmance and intermediation
changes surrounding sustained increases in diseloSontemporary Accounting
Research 16, pp. 485-520. View Record in Scopited By in Scopus (119)

Hirst, D. E., L. Koonce, and J. Miller. 1999. Tbant Effect of Management’s Prior
ForecastAccuracy and the Form of Its Financial €asts on Investor Judgment.
Journal of Accounting Research 37 (Studies on @Gledtinancial Reporting): 101-124.

Ho, Simon S. M. and Kar Shun Wong 2001, A studthefrelationship between
corporate governance structures and the exterglohtary disclosure Journal of
International Accounting, Auditing and Taxation Moie 10, Issue 2, Summer 2001,
Pages 139-156

Houston, J., B. Lev, and J. Tucker. 2007. To @wdNot to Guide? Causes and
Consequences of Stopping and Subsequently Resuraimgngs Guidance. Working
Paper, University of Florida.

Hribar, P., and H. Yang. 2006. CEO Overconfideitanagement Earnings Forecasts,
and Earnings Management. Working Paper, CorneNéfsity.

Hutton, Amy 2005. Determinants of Managerial EagsiGuidance Prior to Regulation
Fair Disclosure and Bias in Analysts' Earnings Easts, Contemporary Accounting
Research 22 (Winter): 867-914.



15¢

Johnson, M. F., R. Kasznik, and K. K. Nelson. 200The Impact of Securities
Litigation Reform on the Disclosure of Forward-Laad Information by High
Technology Firms. Journal of Accounting Reseai@i{23}: 297-327.

Karamanou, I., and N. Vafeas. 2005. The Assamdiietween Corporate Boards,
Audit Committees, and Management Earnings Forecast& mpirical Analysis. Journal
of Accounting Research 43 (3): 453-486.

Kasznik, R. 1999. On the Association between Y@y Disclosure and Earnings
Management. Journal of Accounting Research 375{@B1.

Kasznik, R., and B. Lev. 1995. To Warn or NoWarn: Management Disclosures in
the Face of an Earnings Surprise. The Accountiegd®v 70 (1): 113-134.

King, R., G. Pownall, and G. Waymire. 1990. Exp#&ons Adjustments via Timely
Management Forecasts: Review, Synthesis, and Simuefor Future Research. Journal
of Accounting Literature 9: 113-144.

Lang, M. and Lundholm, R., 1993. Cross-section&immeinants of analysts ratings of
corporate disclosures. Journal of Accounting Reseat, pp. 246-271.

Lang, M. H., and R. J. Lundholm. 2000. Volunt&igclosure and Equity Offerings:
Reducing Information Asymmetry or Hyping the Stockontemporary Accounting
Research 17 (4): 623-662.

Matsumoto, D. 2002. Management’s Incentivs toidWwdegative Earnings Surprises.
The Accounting Review 77 (3): 483-514.

Mei, Yu 2005 CEO Duality and Firm Performancefrkitng paper, March 16, 2009

McNichols, M. 1989. Evidence of Informational Asgnetries from Management
Earnings Forecasts and Stock Returns. The AcaoyiReview 64 (1): 1-27.

Miller, GS and Piotrowski JD 2000 - Forward-lookiBgrnings Statements:
Determinants and Market Response, working paper

Miller, G. 2002. Earnings Performance and Disoretry Disclosure. Journal of
Accounting Research 40 (1): 173-204.

Moyer, Rao and Baliga, 2002, CEO Duality And FirerflBrmance: What's The Fuss?
2002 STRATEGIC MANAGEMENT JOURNAL

Noe, C., 1999. Voluntary disclosures and insidengactions. Journal of Accounting and
Economics 27, pp. 305-327.

Nagar, V., D. Nanda, and P. Wysocki. 2003. Discnary Disclosure and
Stock-based Incentives. Journal of AccountingBoohomics 34: 283-309.



154

National Investor Relations Institute (NIRI). 200dRI Issues 2006 Survey Results On
Earnings Guidance Practices. Vienna, VA.

Peng, Mike W. Shujun Zhang and Xinchun Li, 2007 GB@lity and Firm Performance
During China's Institutional Transitions , Managemand Organization Review, Vol. 3,
No. 2, pp. 205-225, July 2007

Perry,S and R. Grinaker, 1994 Earnings ExpectatmasDiscretionary Research and
Development Spending, Accounting Horizon, Vol.8 N@&cember pp 43-51

Piotroski, J., 1999a. Discretionary segment repgrtiecisions and the precision of
investor beliefs. Working paper, University of Cigo

Richardson, S., S. H. Teoh, and P. D. Wysocki. 4200rhe Walk-down to Beatable
Analyst Forecasts: The Role of Equity Issuancelaader Trading Incentives.
Contemporary Accounting Research 21 (4): 885-924.

Rechner Paula L., Dan R. Dalton, 2006 CEO duality arganizational performance: A
longitudinal analysis, Strategic Management Jouvitdlime 12 Issue 2, Pages 155 — 160,
8 Nov 2006

Skinner, D. 1994. Why Firms Voluntarily Discloddad News. Journal of
Accounting Research 32: 38-60.

Skinner, D. 1997. Earnings disclosures and staden lawsuits. Journal of
Accounting and Economics 23 (3): 249-282.

TUCKER, Jenny, 2008 “Is Silence Golden? Earningsnivigs and Subsequent Change
in Analyst Following”, AAA 2005 Financial Accountinand Reporting Section (FARS)
Meeting

Trueman, B., 1986. Why do managers voluntarilyagéeearnings forecasts? Journal of
Accounting and Economics 8, pp. 53-72.

Warner, J., Watts, R. and Wruck, K., 1988. Stockgs and top management changes.
Journal of Financial Economics 20, pp. 461-493.

Waymire, G. 1984. Additional Evidence on the hnfiation Content of Management
Earnings Forecasts. Journal of Accounting ResezizdR2): 703-718.

Waymire, G. 1985. Earnings Volatility and VoluntdManagement Forecast
Disclosure. Journal of Accounting Research 23268-295.

Weisbach, M., 1988. Outside directors and CEO twenalournal of Financial
Economics 20, pp. 431-461.

Yang, Isabel, 2007 Private Earnings Guidance antiriplications for Disclosure
Regulation The Accounting Review 82 (5), 1299 (2007



Figure 1 List of the Corporations that Announc®tscontinue Quarterly or Annual Earnings Guidanmc@ublic from 2002 to 2005

APPENDIX A: FIGURES

Firm Announce Date Reason Given Firm Announce Date| Reason Given

Novell 02/27/03 Difficulty to Predict Leapfrog Enterprise 02/10/04 Difficulty to Predict

MEDCATH 02/26/03 Long Term Focus Technitrol 12/12/0 Long Term Focus

Central Parking | 02/14/03 Difficulty to PredicPayless Shoesource08/13/03 None

Haverty 02/14/03 Difficulty to Predict WABTEC 01/12/04 None

Furniture

Copart 09/17/03 Difficulty to PredigtCDW 04/15/03 Replace with Monthly
Sales

Principle 05/24/04 Long Term Focus McDonald’s 01/17/03 None

Financial Group

Guess 02/26/03 None Haemodetics 04/23/03 Long-ecos

Astec Industries | 04/01/03 Long Term Focus Tweetamnkl 07/27/04 Difficulty to Predict

Entertainment

Calgon 02/07/03 Long Term Focus HomeDepot 02/25/03 Long-term focus

Forest OiIl 05/08/03 None Consol Energy 01/27/05 d-term focus

Westpoint 02/11/03 Long Term Focus,| Microstrategy 01/27/05 Difficulty to Predict,

Systems Difficulty to Predict Long-term focus

Int’l Flavors & 09/30/03 Difficulty to Predict Penton Media 08/07/03 Difficulty to Predict

Fragrance

Bob Evans 01/31/05 Difficulty to Predict Action Performance 07/28/04 Difficulty to Predict

Farms

3ST



Figure 2 National Investor Relations Institute Sayy¢2003, 2005, 2006, 2007, 2008)

Year

% provide EPS
Guidance

Annual/Qtr/Both

Discontinue of
EPS Guidance

Among them:

2003 | 77%(75% range)| 43% annually | 19% 27% lost analyst

478 | 9% point 75 % quarterly, | discontinue interest, 49% no impact

firms | estimate

2005 | 71% 41% annually

527 61% quarterly

firms

2006 | 62 % 43% annually | 14% 47%management

654 52% quarterly | discontinue philosophy change

firms 27 % industry trends

25%low earnings
visibility

2007 | 61%(77% EPS, | 48% annually

752 | 71% revenue) | 25% quarterly

firms

2008 | 61.8% 48.2%annually | 28.2%

832 38.3% quarterly

firms 5.6% selectively|
Future EPS 54.3% Reducing 5.7% 40.0% Discontinuing
Guidance the frequency | Increasing the

frequency

43.7% No 6.3% Increased | 6.3% 18.7% Shift away from
changes can be | stock price Reduction in | a short-term,
attributed to volatility, analyst quarter-to-quarter focus
discontinuing coverage

guidance

ST



Figure 3: Forecast Firms with Relation to All Fing2901-2008) and Forecast Types as Annual and @uaotrecasts (2001-2008)
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Figure 4 Industry and Year Distribution for MAINTNERS and STOPPERS
Panel A: Industry Distribution for STOPPERS Panel B: Year Distribution for STOPPERS
(including 18 CHANGERS to annual forecast) (including 18 CHANGERS to annual forecast)
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Panel C: Year Distribution for STOPPERS and MAINNARS Panel D: Year Quarter Distribution for STOPPERS and
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Figure 5 Year Distribution for RESUMERS and NONRB®ERS and Silence Period for RESUMERS

Panel 1 Silence Period (QTRS) tPaneI 2 Silence Period (QTRs) = BetweeRanel 3 Year Distribution for
Between Stop and Restart Event Stop and Restart Event RESUMERS and Non RESUMERS
QTRs | Firms QTRs | Firms Silence Period (QTRS) = BETWEEN VEAR DISTRIBUTION FOR RESUMERS AND NONRESUME
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Figure 6 Sample Selection Results for STOPPERSVERIMNTAINERS

Data Selection Procedures For STOPPERS and MAINERSN

Initial STOPPERS 693

Deduct firms without continuing business for 2 gear 453

240 firms

Deducted firms for missing values from Compust&®Se, Corporate Library,314 (Final
Edgar and Thomas Reuters Ownerdbgia STOPPERS)
139 firms

Deduct firms with annual forecast 286 (Sensitivity
18 firms Test)

Initial MAINTAINERS 1477

Deduct firms not matched by industry 1427

50 firms

Deduct firms not matched by Year and Quarter 1341

86 firms

Deducted firms for missing values from Compust&®Se, Corporate Library,1296 (Final

Edgar and Thomas Reuters Ownerdbgia
45 firms

MAINTAINERS)

Deducted firms matched for STOPPE®RIh annual forecast 1200 firms(for
96firms Sensitivity Test)
Total Sample: 314 STOPPERS and 1296 1610 Firms.

MAINTAINERS
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Figure 7 Sample Selection Results for RESUMERSNONRESUMERS

Data Selection Procedures For RESUMERS and NONRBEHSRS

Initial RESUMERS 144 firms
Deducted firms for missing values from Compust®SP. 12 firms| 132 firms
Deduct firms without matching non RESUMERS in theng industry 118 firms
(based on SIC code) (Final

14 firms RESUMERS)
Initial NonRESUMERS 309 firms
Deducted firms for missing values from Compust®&Se. 10 firms 290 firms
Deduct MAINTAINERSNot matched by industry 252 firms

28 firms

Deduct MAINTAINERSnNot matched by year quarter 224 firms (Final
38 firms RESUMERS)
Total Sample: (118 RESUMERS and 224 NONRESUMERS) 342 firms.

[91



APPENDIX B: TABLES
Table 1 Industry Year Analysis for STOPPERS and NIPAINERS in 2001-2006
(Include CHANGERS (Switch Quarterly to Annual Fasts) as 18 STOPPERS and 98 MAINTAINERS)

Panel 1: Industry Distribution by STOPPERS and MAMNERS (with annual| Panel 2: STOPPERS by Year
forecast switchers 18 STOPPERS and 98 MAINTAINER®)(-2006) Distribution(2001-2006)
Industry Classification SIC Code | Stopper Maintainer (with annual forecast switchers 18 STOPPERS
Mining 10-14 4 4 and 98 MAINTAINERS)
Construction 15-17 47 11 YEAR STOPPERS
Manufacturing 20-39 174 718 2001 19
Transportation, Communications, 40-49 2002 31
Utility, Sanitary Services 17 60 2003 21
Wholesale Trade 50-51 11 10 2004 73
Retail Trade 52-59 34 138 2005 103
Finance, Insurance, And Real Estate 60-67 18 87 2006 67
Services 70-89 47 449 Total 314
Panel 3: Year Quarter Analysis for STOPPERS andWIANINERS Panel 4: Year Quarter Analysis for STOPPERS
(without annual forecast switchers 18 STOPPERS9&nd and MAINTAINERS (2001-2006)
MAINTAINERS)(2001-2006) (without annual forecast switchers 18
YEAR [ QTR S M YEAR | QTR S M STOPPERS and 98 MAINTAINERS)
2001 1 0 0 2004 1 9 32 YEAR | STOPPERS | MAINTAINERS
2001 2 1 1 2004 2 14 29 2001 12 112
2001 3 3 2 2004 3 4 5 2002 24 111
2001 4 8 49 2004 4 14 90 2003 24 131
2002 1 6 62 2005 1 33 151 2004 41 156
2002 2 6 28 2005 2 26 41 2005 92 291
2002 3 4 12 2005 3 16 55 2006 99 463
2002 4 8 9 2005 4 17 44
2003 1 13 78 2006 1 34 178
2003 2 6 24 2006 2 17 42
2003 3 2 12 2006 3 19 76
2003 4 3 17 2006 4 29 167

291



Table 2 Industry Distribution for STOPPERS and MAINNERS, based on the SIC code (“/"means firms vaitimual forecast)

SIC STOPPERS| M SIC STOPPERS
CODE INDUSTRY 312 1298 CODE | INDUSTRY 312 1298
12 | Coal Mining 1 2 45 | Transportation By Air 3 2
13 | Oil And Gas Extraction 3 12 48 | Communications 4 15
Building Construction General Contractors And
15 | Operative Builders 4/2 15/5 49 | Electric, Gas, And Sanitary Services 8 16
Heavy Construction Other Than Building Constructior|
16 | Contractors 3 2 50 | Wholesale Trade-durable Goods 7 13
20 | Food And Kindred Products 1 11 51 | Wholesale Trade-non-durable Goods 4 2
22 | Textile Mill Products 1 2 53 | General Merchandise Stores 1 10
Apparel And Other Finished Products Made From
23 | Fabrics And Similar Materials 2 19 55 | Automotive Dealers And Gasoline Service Stations 9 9
24 | Lumber And Wood Products, Except Furniture 2 4 56 | Apparel And Accessory Stores 5 49
Home Furniture, Furnishings, And Equipment
25 | Furniture And Fixtures 2 8 57 | Stores 4 8
26 | Paper And Allied Products 6 9 58 | Eating And Drinking Places 8/1 41/11
27 | Printing, Publishing, And Allied Industries B 11 59 | Miscellaneous Retail 7/2 30/5
28 | Chemicals And Allied Products 26/ 49/11 60 | Depository Institutions 6/1 17/5
29 | Petroleum Refining And Related Industries 1 2 61 | Non-depository Credit Institutions L 1
Security And Commodity Brokers, Dealers,
30 | Rubber And Miscellaneous Plastics Products 3 4 62 | Exchanges, And Services 4 4
32 | Stone, Clay, Glass, And Concrete Products 2 2 63 | Insurance Carriers 3 6
33 | Primary Metal Industries 6 18 67 | Holding And Other Investment Offices 4 45
Fabricated Metal Products, Except Machinery And
34 | Transportation Equipment 4/1 13/1 72 | Personal Services 1 4
Industrial And Commercial Machinery And Computer
35 | Equipment 24/2 89/5 73 | Business Services 28/2 376/11
Electronic And Other Electrical Equipment And
36 | Components, Except Computer Equipment 34/228/32 75 | Automotive Repair, Services, And Parking 3 2
37 | Transportation Equipment 14 8 79 | Amusement And Recreation Services 2 4
Measuring, Analyzing, And Controlling Instruments;
Photographic, Medical And Optical Goods; Watches
38 | And Clocks 26/2 81/10 80 | Health Services 4 15
39 | Miscellaneous Manufacturing Industries 2 4 82 | Educational Services 1 3
42 | Motor Freight Transportation And Warehousing 1 5 83 | Social Services 1 1
Engineering, Accounting, Research, Management,
44 | Water Transportation 1 2 87 | And Related Services 7 25
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Table 3 Size Distribution of STOPPERS and MAINTAIRSS (Size is Measured by Total Assets)
STOPPRES <100million <500million <{1billion <bbillion <10billion <50billion >=50billion total
2001 0/0. 0% 2/10. 5% 4/21. 1% 10/52. 6% 1/5. 3% 2/10. 5% 0/0. 0% 19
2002 0/0. 0% 3/9. 7% 10/32. 3% 8/25. 8% 3/9. 7% 7/22.6% 0/0. 0% 31
2003 0/0. 0% 6/28. 6% 3/14. 3% 7/33.3% 2/9. 5% 2/9. 5% 1/4. 8% 21
2004 1/1. 4% 20/27. 4% 12/16. 4% 28/38. 4% 6/8. 2% 6/8. 2% 0/0. 0% 73
2005 4/3. 9% 20/19. 4% 15/14. 6% 43/41. 7% 9/8. 7% 8/7. 8% 4/3. 9% 103
2006 0/0. 0% 11/16. 4% 14/20. 9% 27/40. 3% 8/11. 9% 7/10. 4% 0/0. 0% 67
TOTAL 5/1. 6% 62/19. 7% 58/18. 5% 123/39. 2% 29/9. 2% 32/10. 2% 5/1. 6% 314
MAINTAINERS
2001 9/8. 0% 32/28. 6% 23/20. 5% 34/30. 4% 3/2.7% 9/8. 0% 2/1.8% 112
2002 14/11. 0% 38/29. 9% 24/18. 9% 38/29. 9% 2/1. 6% 10/7. 9% 1/0. 8% 127
2003 6/7. 1% 34/40. 5% 17/20. 2% 14/16. 7% 6/7. 1% 5/6. 0% 2/2. 4% 84
2004 28/9. 6% 106/36. 3% 53/18. 2% 68/23. 3% 15/5. 1% 21/7. 2% 1/0. 3% 292
2005 22/5. 8% 125/32. 7% 74/19. 4% 109/28. 5% 24/6. 3% 27/7. 1% 1/0. 3% 382
2006 21/7. 0% 83/27. 8% 56/18. 7% 99/33. 1% 14/4. 7% 24/8. 0% 2/0. 7% 299
TOTAL 100/7. 7% 418/32. 3% 247/19. 1% 362/27. 9% 64/4. 9% 96/7. 4% 9/0. 7% 1296
STOPPERS SIZE DISTRIBUTION MAINTAINERS SIZE DISTRIBUTION
Z 60. 0% Z 50. 0%
= 50.0% = 40.0% |
S 40. 0% = 30.0% |
E 30. 0% ——2001 = 20, 0% F —— 2001
Z 10,08 —=— 2002 % 10.0% [ —=— 2002
= 0.0% 2003 = 0.0% . 2003
PEED D £ 22 2 E £3 | Zm
Ej = 2 ; é —e— 2006 o = = - =]

SIZE

SIZE
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Table 4 Year Analysis for RESUMERS and NONRESUMERS

Panel 1: Year Distribution for RESUMERS(R) a

NONRESUMERS(NON-R)

YEAR R NON-R
2004 18 34
2005 18 30
2006 32 53
2007 37 73
2008 13 34

TOTAL 118 224

nBanel 2: Year Quarter Distribution for RESUMERS&RY

NONRESUMERS(NON-R)

YEAR

QTR |R | NON-R | YEAR | QTR NON-R
2004 | 1QTR | 10 10 | 2006 | 3QTR 8 9
2004 | 2QTR 4 8| 2006 | 4QTR 6 13
2004 | 3QTR 4 16 | 2007 | 1QTR 9 9
2005 | 1QTR 7 7| 2007 | 20TR 9 11
2005 | 2QTR 6 11| 2007 | 3QTR 9 27
2005 | 3QTR 3 6| 2007 | 4QTR 10 26
2005 | 4QTR 2 6| 2008 | 1QTR 9 29
2006 | 1QTR | 13 26 | 2008 | 2QTR 4 5
2006 | 2QTR 5 5 TOTAL | 118 224
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Table 5 Industry Analysis for RESUMERS and NONRESERS

NON- NON
RESUMERS | RESUMERS RESUMERS| RESUMERS
SIC INDUSTRY Total: 118 Total: 224 SIC INDUSTRY Total: 118 Total: 224
73 | Business Services 14 31 13 | Oil And Gas Extraction 1 2
Electronic And Other Electrical Equipment An Heavy Construction Other Than Building
36 | Components, Except Computer Equipment 18 33 16 | Construction Contractors 1 2
Automotive Dealers And Gasoline Service
55 | Stations 3 15 28 | Chemicals And Allied Products 1 14
37 | Transportation Equipment A 14 63 | Insurance Carriers 2
Measuring, Analyzing, And Controlling
Instruments; Photographic, Medical And
38 | Optical Goods; Watches And Clocks 10 20 80 | Health Services 1 2
Building Construction General Contractors
67 | Holding And Other Investment Offices 2 12 15 | And Operative Builders 1 1
Industrial And Commercial Machinery And Apparel And Other Finished Products Made
35 | Computer Equipment 12 21 23 | From Fabrics And Similar Materials 1
59 | Miscellaneous Retall 1 6 25 | Furniture And Fixtures 1 1
26 | Paper And Allied Products P 6 39 | Miscellaneous Manufacturing Industries 1 1
27 | Printing, Publishing, And Allied Industries 2 6 78 | Motion Pictures 1 1
Rubber And Miscellaneous Plastics
58 | Eating And Drinking Places 4 6 30 | Products 1 1
Fabricated Metal Products, Except
33 | Primary Metal Industries 2 4 34 | Machinery And Transportation Equipment| 1 1
48 | Communications 1 60 | Depository Institutions 4 3
Engineering, Accounting, Research,
49 | Electric, Gas, And Sanitary Services 4 87 | Management, And Related Services 2 3
51 | Wholesale Trade-non-durable Goods 4 20 | Food And Kindred Products 2
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Table 6 Firm Size Analysis for RESUMERS and NONRBHRS (Size is Measured by Total Assets)

RESUMERS | <100million <500million |<1billion | <bbillion <10billion | <B0billion | >= 50billion | TOTAL
2004 0/0. 0% 3/16. 7% 3/16. 7% 7/38. 9% 3/16. 7% 2/11. 1% 0/0. 0% 18
2005 0/0. 0% 5/27. 8% 4/22. 2% 4/22. 2% 1/5. 6% 4/22. 2% 0/0. 0% 18
2006 0/0. 0% 9/28. 1% 3/9. 4% 13/40. 6% 3/9. 4% 4/12. 5% 0/0. 0% 32
2007 1/2. 7% 8/21. 6% 4/10. 8% 17/45. 9% 3/8. 1% 2/5. 4% 2/5. 4% 37
2008 0/0. 0% 2/15. 4% 2/15. 4% 4/30. 8% 1/7. 7% 3/23. 1% 1/7. 7% 13

TOTAL 1/0. 8% 27/22.9% | 16/13. 6% 45/38. 1% 11/9. 3% 15/12. 7% 3/2. 5% 118

NON

RESUMERS
2004 0/0. 0% 8/23. 5% 7/20. 6% 13/38. 2% 3/8. 8% 3/8. 8% 0/0. 0% 34
2005 0/0. 0% 6/20. 0% 8/26. 7% 8/26. 7% 3/10. 0% 4/13. 3% 1/3. 3% 30
2006 1/1.9% 11/20. 8% 6/11. 3% 23/43. 4% 7/13. 2% 4/7. 5% 1/1.9% 53
2007 2/2. 7% 14/19. 2% 9/12. 3% 28/38. 4% 9/12. 3% 7/9. 6% 4/5. 5% 73
2008 0/0. 0% 5/14. 7% 5/14. 7% 13/38. 2% 5/14. 7% 5/14. 7% 1/2.9% 34

TOTAL 3/1. 3% 44/19.6% | 35/15. 6% 85/37. 9% 27/12. 1% 23/10. 3% 7/3. 1% 224

RESUMERS SIZE DISTRIBUTTION NONRESUMERS SIZE DISTRIBUTTON
Z 50. 0% Z 50. 0%
é 40. 0% —c = 40.0% X
EE: 38: 822 /;;'( = \\7* ——2004 ?33 822 S N —e— 2004
Rl 7 e = 2000 2R~ . e 200
o ) o o = = o =i
5 3 8 = = 5 = 2007 £_E 2 E o 5 5007
g= = 3 = gé —%— 2008 §= 7 ;3 = g;s —%— 2008
FIRM SIZE FIRM SIZE
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Table 7 Descriptive Summary Statistics on Eachaltde of STOPPERS and MAINTAINERS on the Stop Decisi

VARIABLE STOPPERS 314 firms. MAINTAINTERS 1296 firms.
Std. Std.

Minimum Maximum Mean Deviation Minimum Maximum Mean Deviation
OUTPCTG .6 .9 .825 .0796 .6364 .9091 .802281 .0738123
CASHPCTG .07851 .99254 51017 .31306 .07581 .90254 42518 .31445
INSTPCTG .0045 .9208 7129 .1568 .0055 .90086 .7029 146193
TRANSITPCTG .0000 0.1191 0.0191 0.2428 .00000 .14104 .01906 .023498
QIXPCTG 0 .6179 .3493 .107465 0 .7605 .373 .1101
DEDPCTG .00000000 .92023 .33045 .11520 .00377 .7826 .30 .0963
FTEPS -.01818 .0178 0.000 .009 -.018181 .01782 0.001 .00747
RETURNS -.570 .8888 .01768 .3760 -.5709 .8888 .07072 .38962
MGTBIAS -.0172 .0213 -0.002 .007870 -.0172 .02130 .000147 .00770
DISP 0.0566 0.0152 0.053 0.0395 .00063499 .58967750 .03780184 .0467135
FUTUREVAR -2.16 3.75 .0566 45151 -1.91 1.91 .0152 27796
VOLATILITY .00398 999754 0.1019 07776 .041166 .26371 1141 .0601
ANALYST 2.50 27.50 10.8236 6.48070 2.50 27.50 11.6295 7.27256
MB 1.01 7.8480 2.77 1.84 1.01939 7.8480 3.1018 1.841
MVE 66.89 194815.6 | 5346.80 | 16485.908 30.276 363172.75 5067.8125 16181.95
TA 79.314 468097. 7675.48 32705.71 16 674865 3952.96 20838.678

Variable Descriptions:
DEPENDENT VARIABLE:
STOPPERS=1
INDEPENDENT VARIABLES:
OUTPCTG = the fraction of nonexecutive to total directors (The sum of the number of outside directors and the number of outside-related directors.) before the stop
event

INSTPCTG = the fraction of commons tock owned by qualified institutions before the stop event, calculated from the Thomson Reuters Ownership Data, averaged
the pre-event four quarters (Percent of outstanding shares held by institutions.

DEDPCTG-= the fraction of commons stock owned by dedicated institutions before the stop event, calculated from the Thomson Reuters Ownership Data, the sum
of sole voting shares held by dedicated institution divided by total shares outstanding. The percentage is averaged the pre-event four quarters. Lists of dedicate
institutions are obtained from Bushee (1998) paper.

QIXPCTG= the fraction of commons stock owned by quasi-index institutions before the stop event, calculated from the Thomson Reuters Ownership Data, the sum
of sole voting shares held by quasi-index institution divided by total shares outstanding. The percentage is averaged the pre-event four quarters. Lists of
Quasi-index institutions are obtained from Bushee (1998) paper.

TRANSITPCTG= the fraction of commons stock owned by transient institutions before the stop event, calculated from the Thomson Reuters Ownership Data, the
sum of sole voting shares held by transient institution divided by total shares outstanding. The percentage is averaged the pre-event four quarters. Lists of transient
institutions are obtained from Bushee (1998) paper.

MAINTAINER=0
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DEDDM=dummy variable (0,1) for dedicate institution majority. If dedicate institution ownership is larger than 50% of the total institutional ownership, then it takes 1,
else is takes 0. | use the interaction of DEDDM and INSTPCT to examine the difference of institution types.

CASHPCTG= Proportion of the cash and cash equivalent annual incentive award, calculated by the sum of CEO annual bonus and annual base salary, divided by
the total annual CEO compensation before the stop event. Total Annual CEO Compensation includes the sum of total annual compensation, plus all long-term
payments, including restricted stock, the value realized from stock options, any LTIP payouts and all other compensation. CEOALLTOTALCOMPENSATION is the
sum of total annual compensation, plus all long-term payments, including restricted stock, the value realized from stock options, any LTIP payouts and all other
compensation.

FTEPS =The change in average diluted earnings per share (split-adjusted) from the four pre-event quarters before the stop event to the four post-event quarters,
deflated by the stock price at the end of the pre-event period.

MBPTN=The proportion of quarters in the four pre-event quarters before the stop event for which a firm meets or beats the most recent analyst consensus
compiled before earnings announcement. Its values are 0, 0.25, 0.5 and 1.

RETURNS=The buy-and-hold return (compounding monthly) in the one-year period that ends with the month of the earnings announcement for the quarter before
the stop event , subtracted by the buy-and-hold return of the equal-weighted market index during the same period.

DISP=standard deviation of analyst forecasts included in the most recent consensus before earnings announcement, averaged in the four pre-event quarters before
the stop event and deflated by the stock price at the end of the pre-event period.

VOLATILITY= the standard deviation of monthly returns in the one-year period before the stop event, subtracted by the standard deviation of the equal-weighted
market return in the same period.

FUTUREVAR= change, from the four pre-event to the four post-event quarters before the stop event, in the sum of the absolute difference between quarterly EPS
and the EPS in the same quarter of the year before the pre-event period, deflated by the stock price at the end of the pre-event period.

MGTBIAS= Management forecast error, calculated by (Actual value- Management forecast value), in average four pre-event quarters before the stop event,
deflated by the stock price at the beginning of the pre-event period. If the forecast is a close end, then it is the midpoint as the management forecast value. If it is
open end, then to compare the actual value to the minimum or to the maximum. If it is qualitative then the forecast error is 0.

ANALYST=number of analysts whose forecasts are included in the most recent consensus before a firm’s quarterly earnings announcement, averaged in the four
pre-event quarters before the stop event

LITIRISK= the dummy variables 1 If the firm belongs to the four industries: the bio-tech (SIC 2833-2836), computer hardware (SIC 3570-3577), computer software
(SIC 7371-7379), electronics (SIC 3600-3674), and retail (SIC 5200-5961) industries, respectively. 0 means otherwise.

MB=Ratio of the market value of equity before the stop event (Compustat DATA 14* DATA15)/book value of equity (Compustat data 59).

LOGMVE-= log transformation of Market Value of Equity
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Table 8 Descriptive Summary Statistics on Eachaldei related to R& D Expenditure and Capital Expiemd for STOPPERS

Year=t0 Year=t+1 Year=t+2

Std. Std. Std.

N Min Max | Mean | Dev| Min | Max | Mean Dev Min | Max | Mean| Dev

RDX 314| 0001 .15 4'0 047| 005| .150, .058| .047|.0000 .13 | .059| .042
CAPX 314 0.005 15| .0473| .038| .01 16| .0478 .037| .010| .11 | .056| .027
BM 314 .022| 1.19| .487|.285| .022| 1.19 A7 .268| .016 | .92 .38 | .220
LOGMV 314 6.61| 12.23| 9.18| .61| 6.55| 12.26 9.25 .64| 6.26| 12.14| 9.43| .67
LEV 314 0 .70 25| .19 .0 .70 .25 20| .00 .86 .20 .19
SALE 314 .065| 2.70| 1.15| .79, .066| 3.69 1.16 .795| .043 | 3.76 | 1.06 | .72
GROWTH 314 -2.05| 4.99| 1.13|1.31 -2.0/ 4.01 1.22 1.44| -2.05| 4.75| 1.45| 1.37
INDRDX 314 0.000| .1674| .052| .032| .006| .1589 .055| .0354|.0016| .194 | . 070 | .0305
INDCAPX 314 .0014| .1614| .043| .050| .005| .1574| .0415 .046| .008 | .198 | .0418| .041
DED 314 .130| .506 33| .094| .130| .504 .342 .105| .08 .61 35| .097

Variable Descriptions:

DEPENDENT VARIABLE:
RDX=R&D expenses (Compustat data #46) for the year scaled by total assets (data#6) at the beginning of the fiscal year.
CAPX=Capital expenditure (data#30) for the fiscal year scaled by the total assets (data#6) at the beginning of the year;

INDEPENDENT VARIABLES:

GROUP-=L1 if firms are in the post-event period, 0 if firms are in the prior-event period;

BM=Ratio of book value of equity(data#60) to market value of equity (data#25*data#199) at the end of the year;
GROWTH=Median of the analysts’ long term growth forecast(annual) at the end of the year from First Call;
LOGMV=log of market value (data #25*data #199) at the end of the year

LEV=short term debt (data#34) plus long-term debt(data#9) over total assets (data#6) at the end of the fiscal year
DED=Percentage of the dedicated institutional holding at the end of the year from CDA/Spectrum Institutional Holding database.
SALES=Sales(data#12) for the fiscal year scaled by total assets (data#6) at the beginning of the year;

FUNDS= (Income before extraordinary items + R &D +Depreciation)/Sales

TOBINQ= (price *shares +book value of preferred stock +long-term debt+short-term debt)/assets
INDRDX/CAPX=Industry average RD expenditure and Capital Expenditure, calculated by the first 2 digits of SIC code
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Table 9 Descriptive Summary Statistics on Eachalde related to RESUMERS and NONRESUMERS on thé¢aRd3ecision

RESUMERS(118 FIRMS)

NONRESUMERS(224 FIRMS)

Minimum Maximum Mean Std. Deviation Minimum Maximum Mean Std. Deviation
PEPS .00028 1.5 0.0044 .0670 -.2368 1.105 0.0017 .0370
FTEPS 0. 00108 1634 0.00541 .0325 -.3108 .634 -0.0028 .035
RETURNS .17 0.245 0.1678 427 77 0.175 0.1032 42
FERROR .000044 221 0.0818 .02217 .00563 425 0.1282 .037
DISP .0000 4150 0.0255 .0407970 .0000 567 0.0374 .049
VOLATALITY .0423 .3455 0.0924 .0566 .0324 .3764 0.0952 .05336
FBIAS -.227 0749 -0.015 .01799 -.065 .0763 0.0257 .01859
CMB -2 2 0.75 0.075 -2 2 0.25 0.065
CANALYST 1.80 10.50 3.2288 5.59334 2.80 8.80 2.5698 5.334
CINST -.0671 .0697 0.0335 .1055 -.071 .097 0.01 .1375
MKTV(Millions) 33.722 | 178108.25 5993.07 15813.71 55.433 208108.25 8832.07 15813.71
MB .5658 32.66 3.5695 3.85 .7558 43.66 3.1073 3.56

Variable Descriptions:
DEPENDENT VARIABLE:

RESUMERS=1

INDEPENDENT VARIABLES:

NONRESUMERS=0

OPERATIONAL PERFORMANCE RELATED VARIABLES:

PEPS = The change in diluted earnings per share (split-adjusted) from the same quarter in the prior year, averaged in the four pre-event quarters before the restart
event and deflated by the stock price at the end of the pre-event period.

FTEPS =The change in average diluted earnings per share (split-adjusted) from the four pre-event quarters before the restart event to the four post-event quarters,
deflated by the stock price at the end of the pre-event period.

MARKET PERFORMANCE RELATED VARIABLES:
RETURNS=The buy-and-hold return (compounding monthly) in the one-year period that ends with the month of the earnings announcement for the quarter the
restart event, subtracted by the buy-and-hold return of the equal-weighted market index during the same period.

DIFFICULTY TO PREDICT VARIABLES:
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DISP=standard deviation of analyst forecasts included in the most recent consensus before earnings announcement, averaged in the four pre-event quarters the
restart event and deflated by the stock price at the end of the pre-event period.

FERROR= Absolute analyst forecast error, calculated by absolute value of the difference between Actual value and the mean analyst forecast in the most recent
consensus, in average four pre-event quarters before the restart event, deflated by the stock price at the end of the last quarter of pre-event period.

VOLATILITY= the standard deviation of monthly returns in the one-year period before the event quarter, subtracted by the standard deviation of the equal-weighted
market return in the same period.

EXPECTATION MANAGEMENT RELATED VARIABLES

CMB=The change of frequency of meet/beat analyst forecast during the past 4 quarters before the restart event (MBPTNBEFORE) and the post 4 quarters after the
starting event (MBPTNAFTER). MBPTNBEFORE=the proportion of quarters in the four pre-event quarters before the restart event for which a firm meets or beats
the most recent analyst consensus compiled before earnings announcement. The threshold is 1 cent, from $0.00<=SURPRISE ERROR <=%$0.01. Its values are 0,
0.25, 0.5 and 1. MBPTNAFTER=the proportion of quarters in the four post-event quarters after the restart event for which a firm meets or beats the most recent
analyst consensus compiled before earnings announcement. The threshold is 1 cent, from $0.00<=SURPRISE ERROR <=$0.01. Its values are 0, 0.25, 0.5 and 1.

FBIAS=Biased analyst forecast error, calculated by value of the difference between Actual value and the mean analyst forecast in the most recent consensus, in
average four pre-event quarters before the restart event, deflated by the stock price at the end of the last quarter of pre-event period.

Analyst /Institutional Demand Variables:

CANALYST=Change of the average analyst followings during the four quarters before the stop event and the average analyst follows during the four quarters
before the restart event.

CINST= Change of the average institutional ownership during the four quarters before the stop event and the average institutional ownership during the four
quarters before the restart event.

CONTROL VARIABLES:

MVE =the market value of equity at the beginning of the restart event quarter (in millions of dollars), calculated by the shares outstanding multiply the stock price at
the beginning of the pre-event period (Compustat DATA 14* DATALS5, adjusted by the stock split factor, (in millions of dollars).

LOGMVE= log transformation of Market Value of Equity
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Table 10 Univariate Analysis for the IndependentidMaes between STOPPERS and MAINTAINERS, with @ghaut changers

VARIABLE STOPPERS MAINTAINTERS | DIFFERENCE | P VALUE STOPPERS/ | MAINTAINTERS | DIFFERENCE | P VALUE
/Changer 1296 firms. NoChanges 1200firms.
314 firms. 296 firms.
OUTPCTG 0.8255 0.8023 0.0136 <.0001** 0.8249 0.8025 0.022 <.0001***
CASHPCTG 0.5102 0.4252 0.085 <.0001*** 0.5148 0.4237 0.0912 <.0001***
INSTPCTG 0.7029 0.7192 0.0163 0.0035** 0.7177 0.7582 0.0305 0.0005***
TRANSITPCTG 0.019 0.0191 -0.0001 0.9428 0.0192 0.0187 59E-5 0.7043
QIXPCTG 0.3494 0.3733 -0.0239 0.0005*** 0.3511 0.3727 -0.0216 0.0022***
DEDPCTG 0.3305 0.3086 0.022 0.0005*** 0.3279 0.3084 0.019 0.0024***
MBPTN 0.5438 0.6414 -0.098 <.0001*** 0.5368 0.6418 -0.105 <.0001***
FTEPS 0.00000001 0.001 -0.001 0.0068*** -32E-5 0.0009 -0.001 0.0135***
RETURNS 0.0177 0.0707 -0.053 0.0295** 0.0194 0.067 -0.048 0.0617**
MGTBIAS -0.002 0.0001 -0.002 <.0001*** -0.002 0.0001 -0.002 <.0001***
DISP 0.053 0.0378 0.0152 <.0001*** 0.0495 0.0384 0.011 0.0007***
FUTUREVAR 0.0566 0.0152 0.041 0.0395*** 0.05 0.0128 -0.037 0.0533*
VOLATILITY 0.1019 0.1138 -0.0119 0.0009*** 0.1423 0.1910 -0.0487 0.0015***
ANALYST 10.824 11.629 -0.806 0.0724** 10.641 11.475 -0.834 0.0736**
LITIRISK 0.3185 0.5617 -0.2433 <.0001*** 0.3074 0.5492 -0.2417 <.0001***
MB 2.7727 3.103 -0.33 0.0047*** 2.7132 3.0737 -0.36 0.0028***
LOGMVE 9.1835 9.105 0.0785 0.0313** 9.1705 9.0982 0.0723 0.0649**
***  P.value is significant at the 0.01 level (2-tailed). ** P-Value is significant at the 0.05 level (2-tailed). *  P-Value is significant at the 0.10 level (2-tailed).
MBPTN LITIRISK
MAINTAINERS | % STOPPERS | % MAINTAINERS | % STOPPERS | %
1296 314 1296 314
0 112 7.6 42 14.4 0 568 43.7 210 67.7
0.25 181 14.0 59 18.8 1 728 56.3 104 32.3
0.5 259 20.0 69 22.0
0.75 350 28.0 90 27.7
1 394 30.4 54 17.2
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Table 11 Univariate Analysis of the R & D expenditand Capital Expenditure of STOPPERS.
(Yt0 is the period before the stoppage and Yt+ll year after the stoppage and yt+2 is 2 years thitestoppage)

Year=t0 Year=t+1 Year=t+2

Mean Mean DIFF. | PVALUE Mean DIFF. PVALUE
(SE) (SE) (SE)

RDX 0.0407 0.0589 .018 0.0007*** 0.0595 0.019 0.00202***
(0.0027) (0.0026) (0.0027)

CAPX 0.0473 0.0478 0.006 0.0301** 0.0562 0.189 0.0033**
(0.0021) (0.0018) (0.0021)

BM .487 .47 -0.17 0.0003*** .38 -0.107 0.0005***
(.285) (.268) (.220)

LOGMV 9.18 9.25 0.07 0.0434** 9.43 0.25 0.0467**
(.61) (.64) (.67)

LEV .25 .25 0 0.3498 .20 -0.05 0.5466
(.19) (.20) (.19)

SALE 1.15 1.16 0.01 <.0001*** 1.06 -0.09 <.0001***
(.79) (.795) (.72)

GROWTHEST | 1-138 1.22 0.09 0.6664 1.45 0.32 0.6222
(1.31) (1.44) (1.37)

FUNDS .1284 1733 0.0449 | 0.015*** .2254 .097 .004%**
(.0273) (.0147) (.0201)

TOBINQ 1.75 1.83 0.1458 | .575 1.8588 .1016 49
(.1066) (.0996) (.102)

INDRDX .05205 .05564 01253 | . 042 *** . 07012 .0181 .000%**
(.002627) (.002671) (.002629)

INDCAPX .04349 .04158 .01806 | .650 .04181 .001676 712
(.003438) (.003092) (.002956)

DED .33 .342 0.012 0.0844* .35 0.02 0.0924*
(.094) (.105) (.097)

**  P-value is significant at the 0.01 level (2-tailed). ** P-Value is significant at the 0.05 level (2-tailed). * P-Value is significant at the 0.10 level (2-tailed).
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Table 12 List of Industry Distribution of R & D Egpditure of STOPPERS and MAINTAINERS

YeartO Year t+1 Year t+2
SIC Industry | STOPPERS | MAINTAINERS | Industry | STOPPERS | MAINTAINERS | Industry | STOPPERS | MAINTAINERS
R&D (%) |[R& D (%) | R& D (%) R&D (%) |R& D (%) | R& D (%) R&D (%) |[R& D (%) | R& D (%)
73 0.1174 0. 1055 0. 1180 0.1131 0.1129 0.1131 0. 1157 0.1175 0. 0852
44 0. 1521 0. 1477 0. 1609 0.1185 0. 1296 0. 1080 0. 0949 0.1079 0.0734
48 0.0701 0. 0888 0.0773 0. 0821 0.1233 0. 0957 0.0721 0.0731 0. 0765
38 0.0874 0. 0876 0. 0874 0. 0929 0. 1095 0. 0894 0. 1028 0.1044 0.1031
36 0. 1028 0.0774 0. 1050 0.1037 0. 0948 0. 1045 0.1137 0.1195 0. 0950
35 0.0778 0. 0732 0. 0787 0.0745 0.0752 0.0783 0. 0833 0. 0850 0. 0670
33 0.0674 0. 0236 0.0732 0. 0648 0. 0659 0.0673 0.0775 0. 0862 0. 0830

List of Industry: 73 Business Services (Compatedt Software)
44 Transportation
48 Communications

38 Measuring, Analyzing, and Controlling Instrungrihotographic, Medical and Optical Goods; Watches

33 Primary Metal Industries
Industrial and Commercial Machinery

35

36 Electronic and Other Electrical Equipment andn@onents, Except Computer Equipment
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Table 13 Univariate Analysis for the Independentidaes between RESUMERS and NONRESUMERS

Variable RESUMERS NONRESUMERS P value
Obs: 118 Obs: 224
PEPS 0.0044 0.0017 <.0001***
FTEPS 0.00541 -0.0028 0.0282**
RETURNS 0.1678 0.1032 0.1700
VOLATILITY 0.0924 0.0952 0.6568
FERROR 0.0818 0.1282 0.0582**
FBIAS -0.015 0.0257 0.0515**
DISP 0.0255 0.0374 0.0076***
CMB 0.75 0.25 <0.001***
CANALYST 3.2288 2.5698 0.0503**
CINST 0.0335 0.01 0.0563**
MB 3.5695 3.1073 0.1092*
LOGMVE 20.744 19.837 0.0262**
LOGTA 20.6 19.852 0.0712*
***  P.value is significant at the 0.01 level (2-tailed). ** P-Value is significant at the 0.05 level (2-tailed). * P-Value is significant at the 0.10 level (2-tailed).
LOSSPTN MBPTNEBFORE MBPTNAFTER
RESUMERS | % Non % RESUMERS | % Non % RESUMERS | % Non %
RESUMERS RESUMERS RESUMERS
0 87 73.7 162 72.3 7 5.9 6 2.7 2 1.7 16 7.1
0.25 8 6.8 22 9.8 13 11.0 28 125 10 8.5 37 16.5
0.5 8 6.8 10 4.5 23 19.5 55 24.6 29 24.6 56 22.0
0.75 6 6.8 14 6.3 38 32.2 69 30.8 39 33.1 52 25.0
1 9 7.6 16 7.1 37 31.4 66 29.5 38 32.2 63 28.1
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Table 14 Correlations Between Each Variable forStap Decision for the STOPPERS and MAINTAINERS.

GROUP ?D%Tre |N|S:>TCT CFA,CS:THG FTEPS | MBPTN REUTRN '\EI;|GATS DISP VO'EIATTY' ANA;\T( LITIRISK MB ",\(Z\G/E
GROUP 1| .067(**)| .051(* A0(%) | -.06(*%) - 1(%%) -05(*) | -.1(*) 06(*) | -.07(* -.049 -19(%) | -.08(* .049
OUTPCTG .067(**) 1 .026 | -.061(*) .015 .015 022 | -.001 -.030 -11% | .069(**) | -.086(*) -.016 | .15(*¥)
INSTPCT .051(%) .026 1 .06(**) -.06(*) .018 017 | -.05(*) | -.07*) -.09** -031 | -.102(*) -.028 .041
CASHPCTG 103(*%) | -.061(%) | .067(**) 1 -05(*) | -12(%) | -11(%)| -.025| .08(**)| .14(*)| -.07(*) 006 | -.11(**) | -.10(**)
FTEPS -.069(**) 015 | -.061(*) -.05(*) 1 036 | .128(**) | .06(**) .038 -.012 -.024 041 | .06 (*)| -.037
MBPTN -.119(**) .015 018 | -.12(*) .036 1 B5(%) | 11(%) | -.41(**) | -.105** .049 -.009 | .204(**) | .18(*)
RETURN -.051(%) .022 017 | 110 A20%%) | .357(*) 1| .015| -.28*) SA5% | 070 | -.078(%) | .339(*) | .14(*)
MGTBIAS -.101(*) -.001 | -.050(% -025 | .065(**) | .118(*) .015 1| -.05(* | .118(*| -.07(*%) -.003 024 | -.0(*
DISP .064(%) -.030 | -.073(*) .08(*) .038 - 41%%) -.28%%) | -.05(*%) 1 B70% | -11(**) | .070(*) | -.24%%) | -.33(*)
VOLE -078(**) | -.110(**) | -.097(**) 144 012 | -10(%) | -15(*) | .1 | .3(*) 1| -07(*) | .240(**) .003 | -.39(*)
ANALYST -.049 | .069(**) -031 | -.07(*) -.024 .049 -07%) | -.07*) | -.11*) | -.075* 1| 272(%) | .171(*%) | .59(**)
LITIRISK -.190(*%) | -.086(*) | -.102(**) .006 .041 -.009 -078% | -.003 | .07 (**)| .240(* | .272(*¥) 1| .093(**) | -.09(**)
MB -.068(**) -.016 -028 | -11(*) 060 | .204(*) |  .339(**) | .024 | -.24*) 003 | .171(*) | .093(*¥) 1| .300%)
LOGMVE 049 | .151(*) 041 | -.10(*) -037 | .187(*) | .147(**) | -.05(*) | -.33*) -39% | 5O3(**) | -.094(*%) | .304(**) 1

***  P.value is significant at the 0.01 level (2-tailed). ** P-Value is significant at the 0.05 level (2-tailed). * P-Value is significant at the 0.10 level (2-tailed).
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Table 15A Logit Regression Analysis for STOPPERS EIAINTAINERS (1):

_ Probablity(stoppers=1) = 3, + ,OUTPCTG+ 8,MBPTN+ 3,FTEPS+ ,RETURN+ S,MGTBIAS
" B.DISP+ B,FUTUREVAR¥ BVOLATILITY + B,LITIRISK + 3,,ANALYST+ 3, ,LOG(MVE) + £
ogel 5. PTODDIItY(StOPPErs=1) = £, + 5 INSTPCTG* 5,MBPTN + S,FTEPS+ 5,RETURN+ 5, MGTBIAS
B,DISP+ 3,FUTUREVARF BVOLATILITY + B,LITIRISK + 8, ANALYST+ B,LOG(MVE) + &

_ Probablity(stoppers=1) = 3, + 5,CASHPCTG 8,MBPTN+ 8,FTEPS+ ,RETURN+ S,MGTBIAS

Model 1

Model 4 " B,DISP+ B, FUTUREVAR+ BVOLATILITY + B,LITIRISK + B, ANALYST+ 3,,LOG(MVE) + &
Model 1 Model 2 Model 4
S(314) SIGN | Coeff. (SE) P Value | Coeff. (SE) P Value | Coeff. (SE) P Value/
:\A[\(I%FZE%CEPT ? -3.7563 (0.9398) | 0.001*** [ -1.820(0.85) | 0.0335 ** | -2.2326 0.009%**
(0.8549)
OUTPCTG +/- | 2.1499 (0.5036) | <.0001***
CASHPCT + 0.51(0.1222) <.0001%**
INSTPCTG - -0.516(0.257) | 0.0446 **
MBPTN - -0.4868 (0.127) 0.0001*** | -0.483(0.127) 0.0002*** | -0.46(0.1281) 0.0003***
FTEPS - -7.58 (4.7347) [ 0.1092* -7.916(4.722) [ 0.0937* -6.80(4.7764) | 0.1545
RETURN _ -0.1426 (0.116) 0.2201 -0.130(0.115) 0.2586 -0.10 (0.1167) | 0.3632
MGTB|AS -15.8(4.9272) 0.0013*** | -16.38(4.917) 0.0009*** | -15.13(4.9376) | 0.0022***
FUTUREVAR | + 0.1684(0.1094) [ 0.1237 0.172(0.108) | 0.1140 0.1947(0.1092) | 0.0745
D|SP + 0.9408 (0.6745) 0.1630 1.1323(0.672) 0.0923* 1.226 (0.6769) | 0.0701***
VOLATILITY |- -0.5169 (0.77) | 0.5055 -0.73(0.7775) | 0.3452 07 (0.7934) | 0.1745
ANALYST - -0.0111(0.0076) | 0.1430 -0.009(0.007) [ 0.1906 -0. 008( .0076) | 0.2854
LITIRISK - -0.4720 (0.085) | <.0001*** [ -0.485(0.085) | <.0001*** 48 (0.0859) | <.0001***
MB +/_ -0.02 (0.0240) 0.3336 -0.024(0.023) 0.3136 -0.01 (0.0239) | 0.5191
LOGMV +/_ 0.2033 (0.0969) 0.036*** 0.223(0.096) 0.0204*** | 0.196 (0.0969) | 0.0395**
Log Likelihood -725.40 -732.76 -726.06

***  P.value is significant at the 0.01 level (2-tailed). ** P-Value is significant at the 0.05 level (2-tailed). * P-Value is significant at the 0.10 level (2-tailed).
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Table 15B Logit Regression Analysis for STOPPER® MAINTAINERS (2):

Model 3A:

B,DISP+ 3,FUTUREVARF BVOLATILITY + B, LITIRISK + B, ANALYST+ B,LOGMV + &

Model 3B:

Probablity(stoppers=1) = B, + B,QIXPCTG+ B,MBPTN+ 3,FTEPS+ 8,RETURN+ B,MGTBIAS

B,DISP+ 3,FUTUREVARF BVOLATILITY + B, LITIRISK + B, ANALYST+ B,LOGMV + &

Model 3C:

Probablity(stoppers=1) = 3, + B, DEDPCTG+ 8,MBPTN+ B,FTEPS+ 8,RETURN+ B,MGTBIAS

Probablitgstoppers 1) = 3 + BINSTPCT& Z,DEDICATEBINSTPCTG SMBPTN: BFTEPS- ARETURI
+ AMGTBIAS B,DISP+ AFUTUREVARBVOLATILITY B LITIRISK- 3,ANALY ST B ,LOGMVA+ ¢
Probablitistoppersl) = 3, + ZOUTPCT& 3,INSTPCTEB,DEDDM INSTPCTEB,CASHPCTEA,MBPTN- B,FTEP:

Model 5:

+3,RETURMN S,MGTBIAS 3,DISP+ 5, ,FUTUREVARS, LITIRISK B VOLATILIT¥ 8, ,ANALYS¥S, ,LOGM+ £

Model 3A Model 3B Model 3C Model 5

S (314) M (1296) Coeff. (SE) P Value Coeff.(SE) P Value Coeff.(SE) P Value Coeff.(SE) P Value
INTERCEPT ? -2.1939(0.8495) 0.0098** -1.6422 (0.8530) 0.0542* -1.7366 (0.8562) 0.0425 ** | -3.7535 (0.9547) | <.0001***
OUTPCTG +/- 2.4471(0.5122) <.0001***
CASHPCT + 0.5312(0.1236) <.0001***
INSTPCTG -0.6289(0.2608) 0.0159** -0.7177(0.2670) 0.0072**
DEDD*INSTPCTG 0.3061(0.1205) 0.0111%** 0.3001 (0.1222) 0.0141**
DEDPCTG 0.7770(0.3676) 0.0346**
QIXPCTG -1.5355(0.3568) <.0001**
MBPTN -0.4854(0.1275) 0.0001*** | -0.4530 (0.1280) 0.0004**=* | -0.4662 (0.1278) 0.0003*** | -0.4312 (0.1295) | 0.0009***
FTEPS -7.5666(4.7406) 0.1005* -9.0725 (4.7439) 0.0558* -8.6685 (4.7403) 0.0674* -8.5177 (4.8119) | 0.0767*
RETURN -0.1242(0.1162) 0.2852 -0.1117(0.1164) 0.3372 -0.1160 (0.1163) 0.3184 -0.0943 (0.1177) | 0.4230
MGTBIAS -16.042(4.9209) 0.0011*** | -17.209(4.9451) 0.0005*** | -16.545 (4.9400) 0.0008*** | -15.679(4.9949) 0.0017**
DISP 0.9899 (0.6657) 0.1370 1.2732 (0.6726) 0.0584* 1.1493 (0.6716) 0.087* 1.3015 (0.6917) 0.0599**
FUTUREVAR 0.1678(0.1087) 0.1228 0.1576(0.1093) 0.1495 0.1635(0.1095) 0.1356 0.1816(0.1112) 0.1024*
VOLATILITY -0.4890(0.7749) 0.5281 -0.8512 (0.7801) 0.2752 -0.8307 (0.7799) 0.2868 -2.2445(0.8623) 0.0484**
ANALYST -0.010(0.0076) 0.1590 -0.0104 (0.0076) 0.1721 -0.0103 (0.0076) 0.1758 -0.0095 (0.0077) | 0.2166
LITIRISK -0.475(0.0856) <.0001**=* | -0.4889 (0.0860) <.0001*** | -0.4654 (0.0861) <.0001*** | -0.4542 (0.0874) | <.0001***
MB +- -0.019(0.0239) 0.4097 -0.0220 (0.0240) 0.3593 -0.0224 (0.0239) 0.3480 -0.0158 (0.0243) | 0.5154
LOGMV +- 0.1938 (0.0966) 0.0447** 0.2233 (0.0965) 0.0206** 0.2167(0.0965) 0.0247** 0.1995 (0.0982) 0.0421 *=*
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Table 16A Regression Analysis for the Impact ofpSbecision on R& D Expenditure and Capital Expemditon the STOPPERS
(Yt0 is the period before the stoppage and Yt+ll year after the stoppage and yt+2 is 2 years thigestoppage)

Model 6: RDX=4, + B,GROUP+ 3,BM + B,GROWTHEST 3,LOGMVE+ B.LEV + B,DED + 3, SALES+ ¢
Model 7: CAPX=8, + 3,GROUP+ 3,BM + B,GROWTHEST 8,LOGMVE+ B,LEV + B,DED + 3,SALES+ ¢

Year=t+1 Year=t+2
Dependent Variable: | Dependent Variable: | Dependent Dependent
RDX CAPX Variable: Variable:
RDX CAPX
S | Coefficient| P value Coefficient P value Coefficient P value Coefficient| P value

INTERCEPT | ? 0.12102| <.0001**t 0.03580 0.0068 *} 0.07502 <.0001*** 0.02533 0.0108**
GROUP ? | 0.00998 0.005** 0.00897 0.0023 #*6.01215 0.0003***| 0.04588 <.0001***
BM - -0.04563 0.0002*** | -0.02144 0.0003*** | -0.02868 0.0002***| -0.02169 0.0003***
GROWEST + | 0.00492 0.0009**% 0.00031 0.8132 -0.00567 0.9208 0.00033 0.7539
LOGMV - -0.01254 0.0009*** | -0.00009 0.0356* -0.00246 0.4255 -0.00188 0.0409**
LEV - -0.02340 0.0102** | 0.00550 0.4641 -0.01749 3I®D** | 0.00060927 0.9208
DED + 0.04078 | 0.0186** | 0.02520 0.0784 * 0.02671] 09®0* 0.02589 0.0400**
SALES + | 0.01041 <.0001*** 0.00779 <.0001***| 0.00949 <.0001*** 0.00779 <.0001***
Adj-Rsquare 12.93% 12.21% 12.41% 13.28%

**  P-value is significant at the 0.01 level (2-tailed). ** P-Value is significant at the 0.05 level (2-tailed). * P-Value is significant at the 0.10 level (2-tailed).
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Table 16B Regression Analysis for the impact opstecision on R& D expenditure and Capital Expendion the STOPPERS

(Yt0 is the period before the stoppage and Yt+llyear after the stoppage and yt+2 is 2 years thitestoppage)

Model 8:
RDX=
B, + B,GROUP+ 5,FUNDS+ B,SALES+ 5,TOBINQ+ S,GROWTHESH f,LEV + B,DED + S,LOGMVE+ S,INDRDX + &£
Model 9:
CAPX=
B, + B,GROUP+ B,FUNDS+ B,SALES+ 5,TOBINQ+ S,GROWTHESH f,LEV + S,DED + S,LOGMVE+ S,INDCAPX + &£
Year=t+1 Year=t+2

Group: Dependent Variable: | Dependent Variable: | Dependent Dependent
PRIORPERIOD=0 RDX CAPX Variable: Variable:
POSTPERIOD=1 RDX CAPX

S Coefficient| P value | Coefficient P value | Coefficient P value | Coefficient P value
INTERCEPT 2 .049 .008 .003 .805 012 513 .00000 997
GROUP 2 .009 .009%* .003 .105* .003 .009%* .003 .083*
FUNDS + .035 .000%** .019 .001%** .033 .000%** .008 .098*
SALES + .004 .103* .004 .084** .006 097+ .005 .017**
TOBINQ + .009 .000%** .006 .000%** .005 .010%* .006 .000%**
GROWTHEST + .001 617 0.001 .893 .0013 830 .0001 .985
INDRDX/INDCAPX | + 781 .000% 871 .000%** .804 .000%* 877 .000***
LEV - .002 832 -.001 877 -.025 .053* -.003 .985
DED + .005 .021%* 017 207 017 .060%* -.002 677
LOGMV - -.019 .000%** -.006 043+ -.005 254 -.003 272
F value 22.579 .000 81.010 0.000 19.473 .000 76.68 .000
Adj-Rsquare 15.66% 23.47% 13.34% 25.63%
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Table 17 Regression Analysis for the Impact of $2epision on R& D Expenditure and Capital Expenditon the STOPPERS and
MAINTAINERS (Y10 is the period before the stoppaed Yt+1 is 1 year after the stoppage and yt+2yisats after the stoppage)
Model 10:

CRDX=4, + 5,GROUP+ B,CFUNDS+ B,CSALES+ 8,CTOBINQ+ S,CGROWTHEST S,CLEV + B,DED + S,CLOGMVE+ ¢

Model 11:
CCAPX=p, + B,GROUP+ 5,CFUNDS+ B,CSALESt 5,CTOBINQ+ S,CGROWTHEST S,CLEV + B,DED + S,CLOGMVE+ ¢

Year=t+1 Year=t+2

Group: Dependent Variable: CRDX Dependent Variable: CCAPX | Dependent Dependent
STOPPERS=1 Variable: CRDX Variable:
MAINTAINERS=0 CCAPX

S Coefficient P value Coefficient P value Coeffiti P value Coefficient P value
INTERCEPT ? .002 223 -.001 164 .005 .003*** -.004 .000
GROUP ? .006 .043** .002 .106* .006 .047** .001 .107**
CFUNDS + .021 .000*** .003 .106* .033 .000*** .001 462
CSALES + .018 .000*** .020 .000*** .007 .006*** .016 .000***
CTOBINQ + .003 .001*** .001 .353 .003 .001*** .000 .689
CGROWTHEST + .001 761 .003 .057** .003 .000*** .004 .007***
CLEV - -.004 .621 -.018 .002%** -.007 .267 -.032 .000***
CDED + -.005 745 .001 910 -.002 913 .016 .245
CLOGMV - -.016 .027*** -.006 .046 -.009 .072* -.009 .011**
F value 16.576 .000*** 12.727 .000*** 18.621 .000* 20.170 .000***
Adj-Rsquare 21.44% 15.66% 22.58% 14.33%

**  P.value is significant at the 0.01 level (2-tailed). ** P-Value is significant at the 0.05 level (2-tailed). * P-Value is significant at the 0.10 level (2-tailed).
CRDX=Change of RD expenditure from y1 to y0 or from y2 to y0;
CCAPX=Change of Capital Expenditure from y1 to yO or from y2 to y0;
GROUP=0 for the MAINTAINERS and 1 for the STOPPERS;
CFUNDS=change of FUNDS available from y1 to y0 or from y2 to y0;
CSALES=Change of SALES from y1 to y0 or from y2 to y0;
CTOBINQ=Change of TOBINQ from y1 to y0 or from y2 to y0;
CGROWTHEST=Change of GROWTHEST from y1 to y0 or from y2 to y0;
CLEV=Change of LEV from y1 to y0 or from y2 to y0;

CDED=Change of DED from y1 to y0 or from y2 to yO;

CLOGMV=Change of LOGMV from y1 to y0 or from y2 to y0;
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Table 18 Logit Regression Analysis for the DecidimiiRestart Quarterly Earnings Guidance of the RMERS and

NONRESUMERS

Pr(Resume 1) = F(B, + B,PEPS+ B,FTEPS+ B,RETURNS+ 3,FERRORF 3. DISP+ B,FBIAS +

Model 12:
B,CMB+ B,CANALYST B,CINST+ +5,VOLATILITY + 5, MB + B,,LOGMVE+ ¢)

Dependent RESUMERS: 118 NONRESUMERS: 224
Variable(RESUMERS=1,
NONRESUMERS0)
Variables Expected | Coefficient | Standard | Chi-Squarel P Value
Sign Error
Coefficient ? -0.9816 0.5424 3.28 0.0703*
PEPS + 5.3005 3.0506 3.02 0.0823*
FTEPS + 1.6208 0.2791 4.95 0.0261*}
RETURNS + 0.2332 0.1880 1.54 0.2148
FERROR - -30.7973 16.8039 3.36 0.0668*
DISP - -7.1301 2.9472 5.85 0.0156**
FBIAS - -37.8670 18.4923 4.19 0.0406**
CMB + 0.6417 0.2377 7.29 0.0069*%
CANALYST + 0.0720 0.0292 6.08 0.0136**
CINST + 1.0889 0.4646 5.49 0.0191*f
VOLATILITY + -1.4372 1.6777 0.73 0.3916
MB + 0.0414 0.0270 2.36 0.1246
LOGMVE + 0.0401 0.0219 3.34 0.0677**
Log Likelihood -205.341

***  P-value is significant at the 0.01 level (2-tailed). **

P-Value is significant at the 0.05 level (2-tailed).
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Table 19 Sensitivity Analysis for the Decision to®Quarterly Earnings Guidance of the STOPPERSWAINTAINERS (With

and Without CHANGERS that Stop Quarterly Earningsdance and Switch to Annual Earnings Guidance

STOPPERS without Model.5 STOPPERS and Model.5
CHANGERS 696) CHANGERS (s)
MAINTAINERS (1200) MAINTAINERS (96)

Coeff. P Coeff. P
INTERCEPT 2 -3.63 0.0002%** -9.87 0.06%**
OUTPCTG +/- | 2.38 <.0001*** 1.67 0.455
CASHPCT + 0.58 <.0001*** -0.77 0.24
INSTPCTG - -0.63 0.02*%* -2.07 0.09*
DEDD *INSTPCTG + 0.26 0.04%* 1.15 0.03**
MBPTN - -0.48 0.0003*** 0.55 0.36
FTEPS - -7.87 0.11 -7.88 0.74
RETURN - -0.05 0.64 -1.24 0.07*
MGTBIAS -15.54 0.00%** -43.6 0.22
DISP + 0.91 0.23 12.15 0.02**
FUTUREVAR + 0.22 0.07* -0.11 0.74
VOLATILITY - -1.50 0.07* 3.56 0.46
ANALYST - -0.00 0.29 -0.03 0.34
LITIRISK - -0.45 <.0001*** -0.05 0.89
MB +/- | -0.02 0.41 -0.00 0.97
LOGMV +/- | 0.19 0.05%* 0.91 0.09*
Log Like. -635.86 -35.86

**  P-value is significant at the 0.01 level (2-tailed). ** P-Value is significant at the 0.05 level (2-tailed). *

P-Value is significant at the 0.10 level (2-tailed).
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Table 20A Sensitivity Analysis for the Impact of $@ct on the Stop Decision of the STOPPERS and MPANERS (before

SOX)
S (50) M (240) M.1 M.2 M. 3A M.3B M.3C M.4 M. 5
2001-2002 Coeff. P Coeff. P Coeff. P Coeff. | P Coeff. P Coeff. P Coeff. P
INTERCEPT |? -6.38 0.01 -4.69 0.06** | -4.28 0.07 | -3.51 0.15 | -2.12 0.41 | -3.62 0.14 | -5.20 0.07*
* *%
OUTPCTG +/- | 2.38 0.07* 3.43 0.01*
CASHPCT + -4.69 0.06** 0.58 0.05
*
INSTPCTG R -1.4 0.06 | -1.09 0.1 -1.64 0.04
* * *
DEDD - 0.65 0.05 0.81 0.02
*INSTPCTG ** **
DEDPCTG | + -0.86 0.45
QIXPCTG - -1.53 [ 0.17
MBPTN - -0.59 0.08* -0.53 0.11 -0.54 0.10 [ -0.52 [o0.12 | -0.52 0.12 [ -0.52 0.1** | -0.54 0.13
FTEPS - -7.74 0.50 -7.05 0.54 -7.40 0.51 [ -11.1 0.34 | -14.08 0.24 | -9.74 0.4 -15.21 0.23
RETURN - -0.37 0.20 -0.38 0.20 -0.36 0.21 -0.33 0.26 -0.34 0.25 | -0.33 0.2 -0.38 0.21
MGTBIAS - -27.70 | 0.00 -27.10 | 0.005* | -25.5 0.00* | -27.9 [ 0.00 | -28.14 0.00 | -26.16 | 0.0 -30.24 | 0.003
- * *% — — *kk *
DISP + -5.07 0.02%* | -4.85 0.03** | -4.56 0.04* | -4.60 | 0.04* | -4.50 0.05 | -4.36 0.0 -5.00 0.03
* * *kk *
FUTUREVAR | + -0.25 0.47 -0.20 0.56 -0.24 0.49 | -0.24 [0.48 | -0.38 0.28 | -0.26 0.4 -0.43 0.243
VOLATILITY |- -2.44 0.20 -2.90 0.13 -2.69 0.15 | -2.89 [ 0.13 | -3.70 0.06 | -2.80 0.14 | -3.58 0.08*
*
ANALYST R -0.02 0.22 -0.025 | 0.29 -0.02 0.25 | -0.02 [0.32 | -0.01 0.51 | -0.02 0.32 | -0.01 0.52
LITIRISK - -0.61 0.00 -0.65 0.005* | -0.61 0.00* | -0.60 | 0.00* | -0.57 0.01 | -0.61 0.00 | -0.60 0.01*
- * o > > ok *
MB +/- -0.07 0.19 -0.05 0.36 -0.08 0.17 -0.07 0.18 -0.074 0.22 | -0.08 0.17 -0.05 0.43
LOGMV +/- 0.55 0.04 0.53 0.05* 0.56 0.03* | 0.51 0.06* | 0.39 0.16 | 0.545 0.04 0.39 0.18
* *% *x
Log Like. -106.7 -106.0 -108.16 -107.5 -105.5 -107.3 -100.5

**  P-value is significant at the 0.01 level (2-tailed). ** P-Value is significant at the 0.05 level (2-tailed). *

P-Value is significant at the 0.10 level (2-tailed).
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Table 20B Sensitivity AnaIyS|s for the Impact of}S(Act on the Stop Decision of the STOPPERS and MWNTNERS (After SOX)

S (264) M (1056) M. 3A M.3B M.3C P M.4

2003-2006 Coeff. Coeff. Coeff. P Coeff. P Coeff. P Coeff. P Coeff | P

INTERCEPT ? -4.55 0.01 -3.23 0.001 -3.15 0.001 -2.50 0.01 -2.77 0.41 -2.77 0.005 -4.86 | <.000
* % * %k k * % * % * % %

OUTPCTG +/-| 2.09 0.02 2.38 <.000
* * % %

CASHPCT + 0.54 <.000 0.58 <.000

1*** * % %

INSTPCTG - -0.42 0.06* | -0.32 0.1 -0.53 | 0.06*

DEDD + 0.27 0.05* 0.24 0.06*

*INSTPCTG

DEDPCTG + 1.17 0.003**

QIXPCTG - -1.46 <.00

* k%

MBPTN - -0.57 <.000 | -0.56 <.000 | -0.58 <.0001* -0.55 <.00 -0.57 <.000 | -0.58 <.0001 -0.53 | <.000
* k% 1*** * % * k% * %k * * %k * k%

FTEPS - -9.66 0.07 -8.65 0.11 -9.84 0.06* -10.39 | 0.05 -10.05 0.061 -9.55 0.07* -9.68 | 0.07*

* *

RETURN - -0.16 0.20 -0.11 0.38 -0.12 0.33 -0.12 0.35 -0.12 0.27 -0.14 0.27 -0.10 | 0.42

MGTBIAS - -10.37 | 0.00 -9.83 0.11 -10.32 0.09* -12.26 | 0.04 -11.39 0.06* | -11.40 | 0.06* -10.0 | 0.10*
* % % * % %

DISP + 1.7 0.02* | 2.11 0.006 | 1.83 0.01** 2.08 0.00 1.90 0.01* | 1.86 0.01** | 2.1 0.00*
* * % * k% * * *

FUTUREVAR + 0.19 0.10 0.21 0.56 0.18 0.12 0.17 0.48 0.19 0.10 0.19 0.1* 0.20 0.08*

VOLATILITY - 1.83 0.07* | 1.43 0.07 2.03 0.05** 1.42 0.17 1.64 0.11 1.71 0.1* 1.11 0.29

*

ANALYST - -0.01 0.13 -0.01 0.21 -0.01 0.13 -0.01 0.13 -0.01 0.13 -0.01 0.16 -0.01 | 0.14

LITIRISK - -0.46 0.00 -0.47 <.000 | -0.46 <.0001* -0.48 0.00 -0.45 <.000 | -0.48 <.0001 -0.45 | <.000
* k% 1 * % * k %k *k* * % % * k%

MB +- | -0.01 0.55 -0.008 | 0.74 -0.009 0.72 -0.01 0.63 -0.01 0.59 -0.01 0.56 -0.00 | 0.72

9

LOGMV +/- | 0.27 0.01 0.28 0.01* | 0.26 0.01* 0.29 0.00 0.29 0.008 | 0.29 0.008 0.29 0.01*
* * * k% * % * %

Log Like. -603.5 -603.3 -606.5 -603.4 -608.0 -610.2 -591

***  P.value is significant at the 0.01 level (2-tailed). ** P-Value is significant at the 0.05 level (2-tailed). *

P-Value is significant at the 0.10 level (2-tailed).
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Table 21 Sensitivity Analysis of the Univariate Ayss of the R & D Expenditure and Capital Expeadétof RESUMERS and

NONRESUMERS before the Restart Event

1 Year Before the RESTART EVENT

2 Years Before the RESTART EVENT

3 Years Before the RESTART EVENT

Yt-1 Yt-2 Yt-3
RESUMEM | NON DIFF. RESUMEMR | NON DIFF. RESUMEMR | NON DIFF.
RS RESUMER | (P S RESUMER | (P S RESUMER | (P
Mean (SE) | S value) Mean (SE) S value) Mean (SE) S value)
Mean(SE) Mean(SE) Mean(SE)
RDX .0483(.0058) .0322 (.0049) | .016 .0459 (.0054) .0348 (.0053) | .011 .0461 (.0058) .0324 (.0053) .0136
(.036)** (:105)* (.069)**
CAPX | .0392(.0037) | .0423(.0033) | .003 .0405 (.0045) .0417 (.0035) .001 .0424 (.0048) .0377 (.0034) | .0046
(.547) (.83) (.422)
**  P-value is significant at the 0.01 level (2-tailed). **

P-Value is significant at the 0.05 level (2-tailed).
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Table 22A: Sensitivity Analysis of the Regressioma#ysis for the Impact of Stop Decision on R & DpErditure on the
RESUMERS and NONRESUMERS (1Year, 2 Years and 3srleafore the RESTART EVENT)

Model 13:
RDX=

B, + BGROUP+ B,FUNDS+ B,SALES+ 8, TOBINQ+ S.GROWTHEST B,LEV + 8,DED + B,LOGMVE+ 3,INDRDX + &

Dependent Variable: RDX

1 Year Before the RESTART EVENT
Yt-1

2 Years Before the RESTART
EVENT Yt-2

3 Years Before the RESTART
EVENT Yt-3

Group: Sign Coefficient P value Coefficient P value Coaéint P value
NONRESUMERS=0

RESUMERS=1

INTERCEPT ? .102 .000*** .097 .000*** .098 .000***
GROUP ? .013 .059** .0005 .092* .005 .064**
FUNDS + .046 .034** 0.043 .094* 0.005 .078**
SALES + .019 .000*** .019 .000*** .018 .000***
TOBINQ + .021 .000*** .022 .000*** .019 .000***
LEV -+ -.042 .034** -.022 .024** -.024 .047**
LOGMV - -.024 .000*** -.021 .000*** -.021 .000***
F value 15.581 .000*** 11.859 .000*** 9.673 .000***
Adj-Rsquare .294 .224 187

***  P-value
Variable Descriptions:
DEPENDENT VARIABLE:

is significant at the 0.01 level (2-tailed). **

P-Value is significant at the 0.05 level (2-tailed).

RDX=R&D expenses (Compustat data #46) for the year scaled by total assets (data#6) at the beginning of the fiscal year.

INDEPENDENT VARIABLES:

GROUP=1 if firms are RESUMERS, 0 if firms are NONRESUMERS;
BM=Ratio of book value of equity(data#60) to market value of equity (data#25*data#199) at the end of the year;
GROWTH=Median of the analysts’ long term growth forecast(annual) at the end of the year from First Call;

LOGMV=log of market value (data #25*data #199) at the end of the year
LEV=short term debt (data#34) plus long-term debt(data#9) over total assets (data#6) at the end of the fiscal year

DED=Percentage of the dedicated institutional holding at the end of the year from CDA/Spectrum Institutional Holding database.

SALES=Sales(data#12) for the fiscal year scaled by total assets (data#6) at the beginning of the year;
FUNDS= (Income before extraordinary items + R &D +Depreciation)/Sales
TOBINQ= (price *shares +book value of preferred stock +long-term debt+short-term debt)/assets

INDRDX/CAPX=Industry average RD expenditure and Capital Expenditure, calculated by the first 2 digits of SIC code
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Table 22B: Sensitivity Analysis of the Regressiamlysis for the Impact of Stop Decision on Capitapenditure on the

RESUMERS and NONRESUMERS (1Year, 2 Years and 3srleafore the RESTART EVENT)

Model 14:
CAPX=

B, + BGROUP+ B,FUNDS+ 3,SALES+ 8, TOBINQ+ Z.GROWTHEST B,LEV + 8,DED + B,LOGMVE+ 3,INDCAPX + £

Dependent Variable: 1 Year Before the RESTART 2 Years Before the RESTART 3 Years Before the RESTART
CAPX EVENT Yt-1 EVENT Yt-2 EVENT VYt-3

Group: Sign Coefficient P value Coefficient P value Caoméint P value
NONRESUMERS=0

RESUMERS=1

INTERCEPT ? .012 439 .005 .759 .005 .784
GROUP ? .003 .564 .000 .939 .006 .305
FUNDS + .008 .634 .002 .758 .001 .685
SALES + .014 .000*** .018 .000*** .015 .000***
TOBINQ + .003 .235 .005 .053** .003 .245
LEV -1+ .005 .743 .007 .667 -.004 .802
LOGMV - -.003 .506 -.003 .565 -.004 .373

F value 3.956 .001*** 5.286 .000*** 3.795 .001***
Adj-Rsquare .073 .102 .069

***  P.value is significant at the 0.01 level (2-tailed). **
Variable Descriptions:

DEPENDENT VARIABLE:

CAPX=Capital expenditure (data#30) for the fiscal year scaled by the total assets (data#6) at the beginning of the year;
INDEPENDENT VARIABLES:

GROUP=1 if firms are RESUMERS, 0 if firms are NONRESUMERS;

BM=Ratio of book value of equity(data#60) to market value of equity (data#25*data#199) at the end of the year;
GROWTH=Median of the analysts’ long term growth forecast(annual) at the end of the year from First Call;

LOGMV=log of market value (data #25*data #199) at the end of the year

LEV=short term debt (data#34) plus long-term debt(data#9) over total assets (data#6) at the end of the fiscal year
DED=Percentage of the dedicated institutional holding at the end of the year from CDA/Spectrum Institutional Holding database.
SALES=Sales(data#12) for the fiscal year scaled by total assets (data#6) at the beginning of the year;

FUNDS= (Income before extraordinary items + R &D +Depreciation)/Sales

TOBINQ= (price *shares +book value of preferred stock +long-term debt+short-term debt)/assets

INDRDX/CAPX=Industry average RD expenditure and Capital Expenditure, calculated by the first 2 digits of SIC code

P-Value is significant at the 0.05 level (2-tailed).
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Table 23 Sensitivity Analysis of the Impact of Yearthe Restart Decision for RESUMERS and NONRESB®EYear 2004-2006

and year 2007-2008

Dependent

Variable(Starter=1)

Year
2004-2006

Year
2007-2008

Obs: Resumer: 68 Non-Resumer: 117 Obs: Resumer: 50 Non-Resumer: 107
Variables Expected Coefficient Standard Chi-Square | P Value Coefficient Standard Chi-Square | P Value

Sign Error Error
Coefficient ? -0.9816 0.5424 3.28 0.0703** -1.1859 0.5716 4.30 0.0380**
PEPS + 5.2239 3.0115 3.01 0.0828* 4.6512 3.4188 1.85 0.0737*
FTEPS + 1.2789 0.5025 3.13 0.0715* 1.1843 3.4866 0.12 0.7341
RETURNS + 0.2332 0.1880 1.54 0.2148 0.1561 0.2973 0.28 0.5994
FERROR - -20.6051 15.1131 1.86 0.1728 -7.1418 7.8192 0.83 0.3610
DISPERSION - -6.3111 3.0097 4.40 0.0360*** | -8.8582 3.8784 5.22 0.0224***
FBIAS - -30.8960 14.9539 4.27 0.0388** -30.0061 16.0354 3.75 0.0527**
CvB + 0.8305 0.3168 6.87 0.0088*** | 0.3894 0.3906 0.99 0.3188
CANALYST + 0.1516 0.0452 11.26 0.0008*** | 0.0074 0.0408 0.03 0.8555
CINST + 2.3615 0.7608 9.63 0.0019*** | 0.1037 0.6073 0.03 0.8644
VOLATILITY + -1.4372 1.6777 0.73 0.3916 -0.2763 2.5200 0.01 0.9127
MB + -0.0414 0.0270 2.36 0.1246 0.0684 0.0356 3.69 0.0549**
LOGMVE + 0.0351 0.0221 2.53 0.1119 0.0393 0.0232 2.85 0.0912
Log Likelihood -205.34 -79.27
***  P.value is significant at the 0.01 level (2-tailed). ** P-Value is significant at the 0.05 level (2-tailed).
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