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Abstract

This thesis studies the strategic timing of corporate disclosures in the institutional
context of China. It comprises three independent but linked studies which draw on

both financial and psychological theories.

The focus is on the Chinese setting as the unique regulations governing corporate
disclosures enables managers to strategically time their disclosures of quarterly re-
ports. The sample comprises 18273 observations from 2006 to 2012 which covers
both A and B shares from the Shanghai and Shenzhen stock exchanges.

Firstly, under the Chinese booking system of quarterly report disclosure, I examine
whether managers delay the disclosure of bad news relative to good news. The listed
firms in China are required to book disclosure dates of quarterly reports before legal
disclosure periods, and they are allowed to change the dates after the bookings
have been made. Through this booking system, the advance and delay of quarterly
report disclosures can be observed directly. Supporting prior literature, I find that
managers advance their first booking disclosure dates if quarterly reports reveal good
news, but delay them if quarterly reports reveal bad news. I further demonstrate
that managers’ preference for modifying of first booking dates as a timing strategy
appears to occur when they have strong incentives to withhold their firm news
and potentially gamble that the subsequent release of relative market conditions
could turn in their favor. In line with the prediction of Acharya et al. (2011),
my results suggest that managers tend to advance their first booking dates, when
relative market conditions are bad. Conversely, they are likely to postpone them,

when relative market conditions are good.

The second study utilizes the Chinese overlapping legal disclosure period between an

annual report of one year and the subsequent first quarterly report to test whether



the nature of firm’s news influences the release sequence of the two financial informa-
tion sources. Mental accounting theory suggests that individuals tend to integrate
losses and segregate gains. In line with this theory, I find that managers are willing
to release their annual report and subsequent first quarterly report simultaneously if
both reports reveal bad news, but separately if both reports reveal good news. When
two reports reveal conflicting information, managers are likely to make separate dis-
closure, if the annual report reveals good news and the subsequent first quarterly
report reveals bad news. In particular, I demonstrate that managers indeed achieve
simultaneous and separate disclosure through amending the first booking dates of

their annual report and subsequent first quarterly report.

Baker and Wurgler (2007) suggest that both high proportions of retail investors and
short sale constraints enable Chinese stock markets to be a natural experiment for
investor sentiment studies. Therefore, utilizing Chinese data, in the final study, I
investigate whether investor sentiment affects managers’ decisions of quarterly report
disclosures. Since the stock prices tend to be higher during high sentiment periods
than low sentiment periods, managers may choose to accelerate the disclosure dates
of their quarterly report during the high sentiment periods, conversely, decelerate
them during the periods of low sentiment. The results support this and are especially
pronounced for firms releasing bad news, who appear to (1) release their firm news
earlier than firms with good news when sentiment is high and (2) delay quarterly

report disclosures more than firms with good news when sentiment is low.
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Chapter 1

Introduction

“It was one of the first lessons I learned when I arrived in Washing-
ton.... If you’ve got some news that you don’t want to get noticed, put it

out Friday afternoon at 4 p.m.”

David Gergen, counselor to President Clinton (1984) !

As the above statement suggests, timeliness is recognized as an important char-
acteristic of accounting information by many accountants, managers and financial
analysts. The American Accounting Association in 1954 observed that, “timeliness
of reporting is an essential element of adequate disclosure”. Various studies have
addressed the question of timeliness in financial information disclosure as well. For
example, Lurie and Pastena (1975), Kross (1981), Givoly and Palmon (1982) a-
mongst others suggest that managers tend to release good news early but publish

bad news late. Damodaran (1989) and DellaVigna and Pollet (2005) demonstrate

'New York Times, reprinted in The (Oakland) Tribune, April 7, 1984, page 1.



that managers are likely to release bad firm news on Fridays since they suggest

Friday investor attention is lower than other weekdays.

In light of the argument of Dyer and McHugh (1975); Gennotte and Trueman (1996)
amongst others, managers’ strategic timing behaviour is likely to be driven by the
goal of maximization of firm’s capital value, this thesis investigates whether man-
agers strategically time their disclosure dates of quarterly reports to obtain more

favorable responses to their disclosures in the institutional context of China.

1.0.1 Good News Early and Bad News Late

Based upon unique Chinese settings of governing corporate disclosure, the first ques-
tion this thesis addresses is whether managers strategically time the disclosure dates

of their quarterly reports by amending the first booking dates.

In prior literature, the timeliness of financial information disclosure has been mea-
sured indirectly. For example, Givoly and Palmon (1982) define the disclosure of
quarterly reports as early, on time, or late, based on the actual lag compared with
that of prior year, or the actual lag compared with those of other firms during the
year. The Chinese booking system of quarterly report disclosure creates a more di-
rect way to observe the advance and delay of disclosure dates of quarterly reports. It
requires listed firms in China to book disclosure dates of quarterly reports before the
legal disclosure periods commences. After the bookings have been made, the listed
firms are allowed to change them. Therefore, the advance and delay of quarterly

report disclosures can be observed directly.



Following the “good firm news early” and “bad firm news late” hypotheses, proposed
by Lurie and Pastena (1975), Kross (1981), Givoly and Palmon (1982) amongst
others, I question whether managers amend the first booking dates of their quarterly
reports according to the nature of their firm news. In turns, the firm news is
measured by earnings surprise. If a firm’s earnings surprise is positive, the firm
news is good, and bad, otherwise. Carrying out various tests, I indeed find that
managers tend to advance their first booking dates of quarterly reports if quarterly
reports reveal good news, conversely, they are likely to delay them if quarterly

reports reveal bad news.

I further demonstrate that managers are more likely to modify their original booking
dates as a timing strategy, since they have incentives to withhold their firm news
and gamble that the subsequent release of relative market conditions can hide or
distinguish their bad or good news. In this thesis, I define the relative market
news as the dummy variable of the difference between a firm’s earnings surprise
and market’s average earnings surprise. For an individual firm, the relative market
condition is bad, if their difference is negative, and good, otherwise. Consistent
with the predictions of Acharya et al. (2011), when relative market conditions are
bad, managers tend to advance their first booking dates, conversely, when relative

market conditions are good, they are likely to postpone them.

1.0.2 Good News, Bad News and Simultaneous Disclosure

The second question addressed in this thesis is whether the nature of firm news influ-

ences the decisions of managers on the release sequence of two financial information



sources. The previous literature focuses on the discrete release of a single financial
information source and pays limited attention to the release sequence of two finan-
cial information sources. In China, the regulations of quarterly report disclosure

provides a natural experiment to examine this.

The China Securities Regulatory Commission (hereafter, CSRC) requires listed firms
to release annual reports of one year within the first four months of the following
year and to publish first quarterly reports of next year in April of the same year.
Therefore, there is a overlapping legal disclosure period between those two reports

which allows firms to release them simultaneously or separately.

Consistent with the predictions of mental accounting theory, my results show that
managers prefer to make simultaneous disclosure, if two reports both reveal bad
news, but separately, if they both reveal good news. Mental accounting theory,
addressed by Thaler (1999), suggests that individuals have a propensity to integrate
two losses and segregate two gains, since the utility of integrated losses is higher than
the utility of segregated losses, whereas the utility of segregated gains is higher than
the utility of integrated gains. The simultaneous disclosure of two bad news is also
linked to the “big bath theory” which is proposed by Kirschenheiter and Melumad
(2002) who argues managers have a propensity to manipulate this period’s earnings

to look worse so that the next period’s earnings seem better in comparison.

Additionally, I find that managers prefer to release annual reports and subsequent
first quarterly reports simultaneously, if the annual report reveals bad news but
the subsequent first quarterly report conveys good news, conversely, managers are

likely to publish them separately, if the annual report reveals good news but the



subsequent first quarterly report contains bad news. The difference between the two
released news reflects the direction of firm’s growth. Generally, the annual bad and
subsequent quarter good news implies a favorable growth of the firm, whereas the
annual good and subsequent quarter bad news signifies the the firms’ prospects are
worsening. Consequently, if the annual report reveals bad news and the subsequent
first quarterly report conveys good news, the managers tend to use simultaneous
disclosure to make the investor observe the favorable firm growth more directly. In
contrast, if annual report reveals good news and subsequent first quarterly report
contains bad news, the managers are likely to separate the disclosure in hope of

lowering the probability of investor to detect the worsening of the firm.

There is, however, no statistical significance to support the latter association. A
possible explanation is the negativity bias, which suggests that, even when of equal
intensity, negative events have greater impacts on individuals than positive events.
In this study, the annual good and quarter bad news indicates a negative event,
whereas the annual bad and quarter good news implies a positive event. As a result,
the managers appear to react more strongly to the annual good and quarter bad

news, but react less to the annual bad and quarter good news.

1.0.3 Investor Sentiment and Strategic Timing of Quarterly

Report Disclosure

As stated by Baker and Wurgler (2007), there is very little evidence on the rela-
tion between investor sentiment and corporate’s disclosure decisions, thus, the third

question addressed is whether investor sentiment affects timeliness of firms quarterly



report disclosure.

According to the paper of Baker and Wurgler (2007), because of the high proportion
of retail investors 2 and “T+1 trading rule” 3, the Chinese stock market is a natural
experiment for the study of investor sentiment. Utilizing Chinese data, I find that,
consistent with the predictions of Mian and Sankaraguruswamy (2012), either for
good firm news or bad firm news, stock prices react more favorable during periods
of high sentiment periods than periods of low sentiment. In light of these findings,
I hypothesize that, in order to obtain higher stock prices, when sentiment is high,
managers are likely to release their quarterly reports early as a decline in optimism
might occur if they delay, conversely, they prefer to delay the disclosures of quar-
terly reports during low sentiment periods in the hope that investor sentiment may

improve.

My findings indeed provide some support for the hypotheses that early quarterly
report disclosure tends to occur in the presence of high sentiment whereas late
quarterly report disclosure appears to occur if sentiment is low. Additionally, I
further illustrate that, the effect of investor sentiment on timeliness of quarterly
report is stronger for firms with bad news than firms with good news. Firms with bad
news appear to (1) release quarterly reports earlier than firms with good news when
sentiment is high and (2) delay more than firms with good news when sentiment is
low. This finding is also in line with the notion of the negativity bias. Even when
of equal intensity, negative events have a greater effect on individuals’ psychological

state and processes than the positive events. In this study, for managers, the bad

2Retail investors tend to be irrational and are more likely to be subject to investor sentiment.
3“T+1 trading rule” is a specific short sell constrain in China which prevents investors from
selling stocks bought on the same day.
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news is a negative event whereas the good news is positive news. Consequently,

managers react more strongly to the bad news than the good news.

On the basis of the unique Chinese settings, this thesis extends and deepens the
study of strategic timing of corporate disclosures in literature. First, it provides a
more direct context to test and demonstrate the good news early and bad news late
hypothesis. Second, it is the first to empirically test whether relative market condi-
tion affects strategic timing of corporate disclosure. Third, based upon overlapping
legal disclosure period between annual reports of one year and first quarterly report
of subsequent year, the gap of identified literature on the release sequences of two
financial information sources has been addressed. Fourth, to my knowledge, this is
the first study to examine whether investor sentiment impacts on managers’ strate-
gic timing disclosure behaviour. Finally, the negative bias and mental accounting

theory have been initially found in strategic timing of corporate disclosure.

The thesis is organized as follows. Chapter 2 reviews the relevant literature, Chapter
3 describes the institutional background; Chapter 4 address the hypotheses that
managers amend their first booking dates according to the nature of firm news;
Chapter 5 test the hypotheses that the nature of firm news influences the decisions
of managers on the release sequence of annual report and subsequent first quarterly
report; Chapter 6 examines the hypotheses that investor sentiment affects managers’

timing strategy of quarterly reports; and Section 7 concludes.



Chapter 2

Literature Review

2.1 Financial Information Disclosure

Tian and Chen (2009) define financial information disclosure as “a series of be-
haviour regulations and activity standards for relevant parties in securities market
who publicize the information related with securities by certain way in the process
of issuing stocks, listing on the market, and trading, according to laws, and rules of

securities administrative agencies and stock exchanges.” (p.55)

2.1.1 Role of Financial Information Disclosure

Financial information disclosure is critical for the functioning of an efficient capi-
tal market. Akerlof (1970) points out, without it, the lemons problem could arise

from information differences and conflicting incentives between firms and outside

11



2.1. Financial Information Disclosure 12

investors, which can potentially lead to a breakdown in the functioning of the cap-
ital market. For example, consider a situation, where a business idea is good and
another is bad, both managers and outsider investors are rational and value these
two business ideas conditional on their own information. If the investors can not
distinguish between them, firms with bad ideas will try their best to argue that
their idea is as good as the good ideas. This will cause investors to value both good
and bad ideas at an average level. As a result, the capital market will rationally
undervalue the good idea and overvalue the bad idea relative to the information

only available to managers.

Healy and Palepu (2001) suggest that the disclosure of financial information is an
efficient solution for this lemons problem and several ways can force the private
financial information to be released. (1) The optimal contract between investors
and firms can trigger the managers to fully disclose their private information, and
thus, mitigate the misvaluation problem. (2) The regulated financial information
disclosure by government requires managers to fully release their private information.
(3) Information intermediaries, such as financial analysts and rating agencies, engage

in uncovering managers’ superior information as well.

Figure 2.1 shows the schematic of the role of financial information disclosure in
the financial markets. The right side of this figure presents the flow of information
from firms to investors and intermediaries. Firms can communicate directly with
investors through financial reports, press releases and so on. Moreover, they can
communicate with financial intermediaries or information intermediaries. The left
side of this figure shows the flow of capital from investors to firms. Capital can flow

to firms in two ways. First, it can flow directly from investors to firms, such as private
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Figure 2.1: Financial and Information Flow in a Capital Market

investors [«
Flow of Flow of
capital / information
Financial «—p Information
Intermediaries Intermediaries
\J \
Regulators of capital
markets and financial Auditors and Accounting
institutions Regulators

A

» Firms

Adapted from Healy and Palepu (2001)

equity and angel financing. Second, it can be through financial intermediaries, such
as banks, venture capital funds, and insurance companies. Therefore, corporate’s
financial information disclosure plays an important role in financial market which

helps to reduce the information asymmetry between firms and outsiders.

2.1.2 Mandatary and Voluntary Financial Information Dis-

closure

Financial information disclosure includes mandatory disclosure and voluntary dis-
closure. Their differences have been shown in Table 1. According to Adina and Ion
(2008) (p.1407-1408), the mandatory disclosure of financial information “ is ruled

at national or even regional level through professional organizations or government



2.2. Strategic Timing of Financial Information Disclosure 14

authorities, being practiced in most of the countries by all the firms regardless of
their size, of their judicial, fiscal or national accounting system, the favorite finance
sources and other factors with impact on disclosure policy”. The purpose of manda-
tory disclosure is to satisfy users’ informational needs and ensure production quality
control through the observance of laws and standards. Voluntary disclosure arises
as a need to supply users’ unsatisfied needs from mandatory disclosure. Holland
(1998) states that managers will publish voluntary disclosure until they observe the
reduction of capital agency costs equals to the increment of the information publi-
cation costs for the market and other users. Since Chinese mandatory disclosure is
the most important means of financial information disclosure, this thesis focuses on

the strategic timming of quarterly report disclosure.

2.2 Strategic Timing of Financial Information Dis-

closure

Managers typically have superior financial information to outside investors on their
firms’ performance. When managers release financial information, they have to trade
off between (1) making accounting decisions and disclosures to communicate their
superior knowledge of firm’s performance to investors, and (2) managing reported
performance for contracting, political or corporate governance reasons. Considering

1

the firm as a interest consortium of economic man *, managers have incentives to

'During the late 19th century, Adam Smith introduced “economic man” which refers to a
hypothetical individual who acts rationally to maximize personal utility. The “economic man” is
able to satisfy economic models that push for consumer equilibrium. All choices of economic man
are based on the maximization his or her interests.
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release financial information at an optimal time to maximize their interests.

2.2.1 Firm News and Strategic Timing of Financial Infor-

mation Disclosure

According to Graham et al. (2005), CFOs believe that earnings, the crucial element
of firm news, are the key metric considered by outsiders and a large number of paper
suggests that firm news is highly related to the timeliness of financial information
disclosure. In accounting, the firm news is commonly measured as the earnings
surprise, which is the difference between the reported earnings and the expected
earnings of an entity (Pinto et al., 2010). Measures of a firm’s expected earnings,
in turn, include analysts’ forecasts of the firm’s profit (Defond and Park, 2001)
and mathematical models of expected earnings based on the earnings of previous
accounting periods (Bernard and Thomas, 1990; Soffer and Lys, 1999). The following
several sections elaborate the association between firm news and strategic timing of

financial information disclosure.

Firm News and Discrete Release of Single Financial Information Source

Most prior literature emphasizes on the influence of firm news on discrete release of
single financial information source. It covers two research aspects. Firstly, the good
news early and bad news late hypothesis has been addressed. Secondly, researchers
investigate whether managers tend to release bad news at times of low attention to

hide their bad news and consequently reduce associated market penalty.
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Good News Early and Bad News Late Numerous paper provides the evidence
of the good news early and bad news late hypothesis. For example, Kross (1981)
examines whether firms systematically report bad firm news later than good firm
news. In his study, the firm news is measured as the earnings forecast error. The
positive forecast error is defined as “good” and those with negative forecast error are
considered as “bad”. The expectations of each firm’s earnings announcement date
is generated via each of five models. These five models include time series random
walk model, cross-sectional random walk model, pure mean reversion model, random
walk with drift model, and moving average mean reversion model. The earnings
announcement date is defined as early if it falls before the date projected by a given
model, whereas the earnings announcement date is defined as late if it falls after the
date projected by that given model. In chapter six of this thesis, I employ their first
model, time series random walk, to calculate the reporting lag. The study results of
Kross (1981) suggest that firms with “bad” news are most likely to be released to
the public later than expected, conversely, firms with “good” news are most likely

to announce results to the public earlier than expected.

Givoly and Palmon (1982) also test the association between the nature of firm
news and timeliness of annual earnings announcements. However, they employ a
different way to define good and bad news and the expected date of release of
results. They classify firm news to be good, bad, and neutral news (good news
if the difference between earnings and average earnings is one of the m 2 largest
on record for respective company; bad news if the difference between earnings and

average earnings is one of the m smallest on record for respective company, and

2The values of m were used: 1, 3 and 5.
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neutral news otherwise), and categorize the timeliness of earnings announcement as
early, on time, and late, based on the actual lag compared with that of the prior year,
or the actual lag compared with those of other firms during the year. Their findings
support the predictions of Kross (1981) and show significant statistical support for
the good news early and bad news late hypothesis. They further illustrate that the
possible reason for their results is that the stock price reactions to early earnings
announcements are significantly more pronounced than reactions to later earnings
announcement. Thus, if managers release good firm news early, the favorable stock
price reaction to good firm news may be stronger, conversely, if managers release

bad firm news late, the unfavorable stock price reaction may be less pronounced.

Unlike previous studies, which only examined the announcement of annual earn-
ings, Kross and Schroeder (1984) investigate the association between the timeliness
of quarterly earnings announcements and the nature of reported earnings. On the
basis of the unexpected reporting lag, they sort the announcements for each fir-
m. They then combine the announcements for each firm so that those with the
smallest reporting lag are grouped together, the next smallest are grouped together,
and so on. Either for the total sample or the sub-sample of quarterly earnings an-
nouncements, the good news early and bad news late hypothesis is supported by a
statistically significant relationship between the delay and the unexpected forecast
error. In addition, they demonstrate that the timing of the announcement affects
stock returns around the earnings announcement date. Abnormal returns of firms
that announced early (late) are significantly higher (lower) than the returns of firms
that announced late (early) for positive and negative earnings forecast error. These

findings also holds both for large and small firms and for small absolute values of
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the earnings forecast error.

Instead of using earnings forecast errors, Chambers and Penman (1984) use the
abnormal stock returns after fiscal year end to measure the firm news. They di-
vide earnings announcements into one of ten portfolios based upon the unexpected
reporting delay. The results show that the early reports obtain positive announce-
ment date abnormal returns and the late reports experience negative announcement
date abnormal returns. In addition, they find significantly and negatively abnormal
returns prior to announcement for firms that do not announce on or before their

expected announcement date.

The phenomenon of good news early and bad news late also has been found in
the institutional context of China. Haw et al. (2000) utilize Chinese A-shares data
from 1994 to 1997 and test the association between the nature of firm news and the
timeliness of annual report disclosure. Their results suggest that firms with good
news release their annual reports earlier than firms with bad news, and loss firms
release their annual reports the latest. In their study, they define the timeliness of
annual report disclosure as the reporting lag and the unexpected reporting lag. The
reporting lag is the number of days from the fiscal year-end to the annual report
release date, and the unexpected reporting lag is the difference between the actual

and expected reporting dates.

Firm News Release and Investor Attention In order to hide bad news and
reduce the associated market penalty at times of decreased media and investor at-
tention, managers prefer to release bad firm news during the low attention periods

but publish good firm news during the periods of high attention as well. The low
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attention periods indicate the periods that individuals pay comparatively limited
attention on the released financial information, such as non-trading hours of a day
or days before holiday, whereas the high attention periods mean the periods that
individuals pay comparatively more attention on the released financial information,

such as trading hours of a day or weekdays.

Patell and Wolfson (1982) study managers’ intra-day timing of earnings and dividend
announcements. Utilizing an exogenous classification scheme, they find increased
earnings or dividends are more likely to be released during trading-hours than after
the market has been closed. They also find price changes are more likely to be
positive when the security markets are open, while there is a significant shift toward
negative price changes for after-trading announcements. They suggest this stock
price reaction could be due to managers’ timing behavior in attempting to reduce

the public exposure of bad news.

Theoretically, Trueman (1990) set up models and demonstrate that, under rea-
sonable conditions, market prices reflect better the valuation implications of an
earnings announcement when the announcement is made during trading hours than
after after-trading hours. This provides further support for the empirical findings
of Patell and Wolfson (1982), that is, managers prefer to publish positive earnings

news during trading hours and negative earnings news after trading hours.

Prior literature also provides evidence that managers prefer to hide bad firm news
to the days before holiday. For instance, Damodaran (1989) classify earnings and
dividend announcements by the days of the week to see whether managers report

bad news on Fridays. Their results show that earnings and dividend announcements
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on Fridays are much more likely to contain reports of declines and to be associated
with negative abnormal returns than those on other weekdays for firms in all size
classes. Interestingly, the unfavorable firm news released by smaller firms tend to
have negative returns on the following trading days suggesting that small firms have
more propensity to disclose reports after close of trading and/or their stock prices

adjust more slowly to the information in these reports.

DellaVigna and Pollet (2005) test whether limited attention among investors affects
stock returns. They compare the response to earnings announcements on Fridays to
the response on other weekdays and provide evidence of a less immediate response
and more drift for Friday announcements. They find Friday announcements have
a 20% lower immediate response; a 70% higher delayed response and 20% lower

trading volume than on other weekdays.

Niessner (2014) find that, disproportionately, managers release negative events when
investors are more distracted, such as on Fridays, before national holidays, and af-
ter the market closes. However, this pattern appears to be absent for non-negative
events. Niessner (2014) also demonstrates that there is a significant under-reaction
return following negative Friday disclosures which persists for approximately three
weeks, but Niessner (2014) finds no return under-reaction for disclosures on oth-
er days of the week. In addition, Niessner (2014) suggest that the lower Google
searches and trading volume provide corroborating evidence that investors are more

distracted on Fridays.

Several papers, however, provide opposite evidence. For example, Penman (1987)

claims that more bad news arrives to the market on Mondays and, to a lesser ex-
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tent, on Fridays than on other days of the week. Doyle and Magilke (2009) find no
evidence that managers opportunistically report worse news after the market closes
or on Fridays. Truong (2010) suggests that after trading hours earnings announce-
ments appear to reflect firm policy rather than managers’ deliberate strategy to

influence market reaction.

On the basis of interests maximization argument, this section summarizes the as-
sociation between firm news and strategic timing of single financial information
disclosure in literature. Two research realms, good news early and bad news late
hypothesis and strategic timing of investor sentiment, have been addressed. Ac-
cording to the former one, under the unique Chinese booking system which allows
managers to amend their disclosure dates of quarterly reports (discussed detailedly
in the second chapter of instructional background), I further study the good news
early and bad news late hypothesis by testing whether managers change their disclo-
sure dates of quarterly reports according to their earnings news of quarterly reports

in chapter 4.

Firm News and Release Sequence of Multiple Financial Information Sources

Compared to the research on the strategic timing of single financial information
sources discussed in previous section, the study on strategic timing of multiple fi-

nancial information sources is limited.

Gennotte and Trueman (1996) theoretically examine whether managers in posses-
sion of two pieces of information, one of which is the firm’s earnings, would prefer to

announce them simultaneously or separately. It has been demonstrated that man-



2.2. Strategic Timing of Financial Information Disclosure 22

agers like to make earnings announcement separately from other disclosures if the
earnings are likely to have a more favorable act on firm value. Conversely, Gennotte
and Trueman (1996) suggest managers will tend to make earnings announcement
simultaneously with other disclosures if the earnings have unfavorable implications
for firm value. They attribute these propositions to the reaction of a firm’s share
price in response to an earnings announcement which is expected to be greater if that
announcement is made separately from, rather than at the same time as, another

announcements by the firm.

In light of the incentives of managers to avoid the stock price-related consequences of
earnings disappointments, Lansford (2006) questions whether managers strategically
time disclosure of a proprietary indicator around negative earnings announcemen-
t. The results suggest that, for a sample predominately composed of small-capital,
high-technology firms, the probability of disclosing a patent strategically before an
impending negative earnings surprise announcement increases in the magnitude of
the negative earnings surprise. Lansford (2006) also finds that such strategic paten-
t disclosure appears to successfully dampen the market response to the earnings

announcement.

In China, the CSRC allows a overlapping legal disclosure period between the annual
report of one year and the first quarterly report of following year (discussed detailed-
ly in chapter 2). Under this unique regulation, Xie and Tang (2006) test whether
the earnings per share affects the release between the 2003 annual report and the
2004 first quarterly report. They provide evidence that the release date differences
between the two reports tends to be large if both reports reveal positive earnings

per share, but smaller if any of these two reports reveals negative earnings per share.
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However, several limitations existed in this study. Firstly, one overlapping period
data is quite limited which only can be used to test cross-sectional variances but
not time-series variances. Secondly, their findings of small release difference between
bad annual report and subsequent good first quarterly report could be due to late
release of bad annual news and early release of good first quarterly news. Thirdly,

the earnings per share is too simple to measure firm news.

Under the unique overlapping legal disclosure period between annual report and
subsequent first quarterly report, chapter 5 breaks the constraints in the paper
Xie and Tang (2006). Utilizing multiple overlapping periods data (2006 to 2012),
I test whether earnings surprise (common proxy of firm news in literature) affects
simultaneous disclosure of annual report and subsequent first quarterly report (avoid

possible reason from good news early and bad news late hypothesis).

2.2.2 Other Determinants on Strategic Timing of Financial

Information Disclosure

The previous section discusses the role of firm news on strategic timing of quarterly
report disclosure. In addition to firm news, literature also suggest that nature of
market news could lead managers to strategically time their disclosures of financial

information.

For example, Acharya et al. (2011) studies the role of market news on the strategic
timing of financial information disclosure by setting up three models. They demon-
strate that, if the market news is released before the firm has been informed the

release of market news, market news will have no impact on the firm’s disclosure
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because the firm has no ability to release its firm news before the market news. If
the firm can be either informed at the beginning or not informed at all and market
news will be released afterwards, in the no informed case, the news disclosure of
firms will be delayed due to it could obtain higher stock price if it keep its own
information till market news is released. Once the market news comes out, if it is
sufficient negative, it will trigger an immediate disclosure by the firm. In a more
realistic framework, firms learn information at random times so that the probabil-
ity the firm is informed increases over time. In addition to negative market news
triggering an immediate disclosure, Acharya et al. (2011) suggest that the positive
market news will slow the rate of disclosure at future dates as firms with good firm
news are unwilling to release at the same time as good market news and firms with

bad firm news dislike their news seems worse under the good market news.

A related paper by Tse and Tucker (2010) employs a duration model to study,
empirically, whether managers herd in releasing earnings warnings. They find that
firms tend to speed up their warnings (bad firm news) in response to the release of
peer firms’ warnings, and suggest this is due to the managers seeking to lump their
bad news with that of other managers in their industry to minimize the appearance
of personal responsibility. Conversely, this herding behaviour is not evident in the
disclosure of good peers’ news. Furthermore, Floyd (2012) tests the association
between industry peer restatements and voluntary disclosure and documents an
increased likelihood for firms to announce bad news in the 10 trading days following a
peer’s restatement announcement, but report no change in the likelihood of releasing

good.

In chapter 4, based upon these arguments, in order to explain why managers prefer
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to use modification of first booking dates as timing strategy, I further test whether
managers tend to withhold their firm news and gamble that subsequent relative

market condition could hide their bad news or distinguish their good news.

Apart from the earnings news related determinants, Dyer and McHugh (1975) find
firm size negatively affects the reporting lag. In their Australian study, they use three
reporting lags to measure the strategic timing of financial information disclosure.
First, the preliminary lag is the interval of the number of days from the year-end to
the receipt of the preliminary final statement by the Sydney Stock Exchanges. The
second measure of auditors’ signiture lag used by the interval of the number of days
from the year-end to the date recorded as the opinion signature date in the auditors’
report. And third, the total lag is the interval of the number of days from the year-
end to the receipt of the published annual report by the Sydney Stock Exchanges.
Dyer and McHugh (1975) interpret the negative association between firm size and
report lag as managers unwilling to let investors suspect their news is bad since late
disclosure may be perceived as conveying bad news and the impact may be greater
for larger firms due to increased following public acknowledgement. These findings
have been further supported by Davies and Whittred (1980) and Courtis (1976). In

this thesis, I also control firm size and the results support their findings.

2.2.3 DMotivations for Strategic Timing of Financial Infor-

mation Disclosure

As discussed above, there are various timing strategies of financial information dis-

closure. This section reviews the literature of strategically timing motivations and
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suggests that maximization of firm value is main incentive.

Disclosure Related Stock Price

If wording occurs due to value relevance in the disclosures, managers may have in-
centives to time the disclosure of financial information strategically. Gennotte and
Trueman (1996) provide theoretical evidence on it with their focus on intra-day tim-
ing of earnings announcements. Gennotte and Trueman (1996) suggest that, since
stock prices reflect better the valuation implications of an earnings announcemen-
t when it is made during trading hours rather than after the market has closed,
managers tend to release earnings with positive implications for firm value during
trading hours but disclose earnings with negative implications for firm value after
trading hours. Gennotte and Trueman (1996) also study the release sequence of
multiple corporate disclosures. As stock prices better reflect the valuation implica-
tions of multiple announcements when they are made at different times, they argue,
managers will prefer to make the disclosures separately if the announcements have
positive implications for firm value, but simultaneously if the announcements have

negative implications for firm value.

As mentioned in previous section, Kross (1981) suggests the reason for managers
preferring good news early and bad news late could be that the stock price reaction to
early earnings announcement is significantly more pronounced than the reaction to
late earnings announcement. If managers release good firm news early, the favorable
stock price reaction to good firm news becomes more strong, conversely, if managers

release bad firm news late, the unfavorable stock price reaction to bad firm news
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reduces. Kothari et al. (2009) further attribute the good news early and bad news
late to the magnitude of the negative stock price reaction to bad news disclosures
being greater than the magnitude of positive stock price reaction to good news

disclosures.

This section concludes that disclosure related stock price motivates managers to
time their disclosure of financial information. With a view to this argument, This
thesis focuses on unique Chinese disclosure settings to study how managers strategic

time their disclosures of quarterly reports.

Managers’ Compensation and Career Concern

Healy and Palepu (2001) state that managers can be rewarded directly by a variety
of stock-based compensations, such as stock option grants and stock appreciation
rights. Thus, these types of compensation schemes further motivate managers to
engage in the strategic timing of financial information disclosure due to the potential

impact on stock prices and consequently, their remuneration.

Aboody and Kasznik (2000) examine whether CEOs manage the timing of their vol-
untary disclosures around stock option awards and find that CEOs opportunistically
delay good firm news and rushing forward bad firm news around the stock option
award dates. Because stock options are typically granted with a fixed exercise price
equal to the stock price on the award date, such a disclosure strategy ensures that
decreases in the firm’s stock price related to the arrival of bad news occur before,
rather than after, the award date, while stock price increases related to the arrival

of good news occur after, rather than before, the award.
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Other paper also supports the proposition that the compensation can urge managers
to time their financial information disclosure strategically. For example, Noe (1999)
demonstrates that the frequency of management forecasts is positively associated
to trading by insiders in the firm’s stock; Nagar et al. (2003) find that management
earnings forecast incidence and analysts’ subjective ratings of disclosure practice,
are positively associated to the proportion of CEO compensation affected by the
stock price and the value of CEO stockholding; Miller and Piotroski (2000) pro-
vide evidence that, in a turnaround situation, if managers have higher stock option
compensation at risk, they have more propensity to release earnings forecasts; and
Leone et al. (2006) document that CEO cash compensation is twice as sensitive to
negative stock returns as it is to positive stock returns. Hence, the financial informa-
tion disclosure related compensation also motives managers to time their disclosure

strategically.

Prior literature also present that the discretion on career can lead managers to be-
have strategic timing of financial information disclosure as well. For example, Healy
and Palepu (2001) find that, given the risk of job loss accompanying poor stock and
earnings performance, managers use corporate disclosures to reduce the likelihood
of undervaluation and to explain away poor earnings performance. A model devel-
oped by Hermalin and Weisbach (2007) links the managers’ career concerns to the
information disclosures and suggest “owners seek to assess the CEQ’s ability based
on the information available to them, and to replace him if the assessment is too

low.” ( page 2)
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Litigation Cost

Threat of shareholder litigation also appears to affect managers’ decisions on infor-
mation disclosure. On one hand, the threat of shareholder litigation can motivate
managers to reveal their information quickly. For example, Skinner (1994) and Skin-
ner (1997) find that, in order to avoid litigation cost, firms with bad earnings news
are more than twice as likely to release the poor earnings performance early than
firms with good news. Graham et al. (2005) survey 401 financial executives, and
conduct interviews with an additional 20 financial executives. They provide evidence
that 76.8% of the respondents reveal bad news faster to reduce the likelihood of a
lawsuit resulting from failure to release timely information. The reasons could be (1)
delaying bad news until a required earnings announcement is prima facie evidence
that management did not voluntarily disclose information to investors in a timely
manner; (2) pre-disclosure of bad news is beneficial because it spreads the stock
price decline over multiple dates, and thus, reduce the likelihood of being detected

in screens used to identify claims.

On the other hand, litigation can potentially reduce the incentives of managers to
release financial information, in particular, the forward-looking information. Francis
and Soffer (1997) find that 62% of firms in their litigation sample were sued over
earnings forecasts or pre-emptive earnings disclosures. Conversely, 87% of their
sample of no-litigation firms with comparable stock price declines around pre-disclose
declined earnings. They concluded that pre-disclosure does not appear to be a

deterrent to litigation.
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Proprietary Cost

Verrecchia (1983); Darrough and Stoughton (1990); Wagenhofer (1990); and a-
mongst others point out that firms’ decisions of information disclosure is influenced
by the concern whether such disclosure can damage their competitive position in

product markets.

Hayes and Lundholm (1996), using a theoretical model, illustrate that propriety
costs drive firms to provide disaggregated information only when they have similarly
performing business segments. In addition, Graham et al. (2005) conduct a survey
and show that nearly three fifths of managers consider the release of firms’ secrets
as an important barrier to more voluntary disclosure. However, the propriety cost
appears to be sensitive to the nature of the competition, particularly, whether firms
confront with existing competitors or merely the threat of entry, and whether firms

compete primarily on the basis of price or long run capacity decisions.

In conclusion, this section reviews the motivation of strategic timing of financial in-
formation disclosure. It centers on the maximization of firm value and presents that
disclosure related stock price, managers’ compensation and career concern, litiga-
tion cost and proprietary cost could motivate managers to strategically timing their
disclosures of financial information. Focusing on firm value maximization argument,
this thesis test the relationship between firm news and strategic timing of financial

information disclosure from different aspects.
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2.3 Psychology Theories in Financial Information

Disclosure

This thesis employs psychology theories to explain how and why managers strategi-
cally time the disclosure of quarterly reports. The psychology theories I employed
includes mental accounting, investor sentiment, negativity bias and investor atten-

tion which have been reviewed as the followings.

2.3.1 Investor Sentiment

Investor sentiment is a central feature in behavioural finance. According to Baker

«

and Wurgler (2007), investor sentiment is “...a belief about future cash flows and

investment risks that is not justified by the facts at hand” (page 129).

Under the assumption of investors are considered unemotional in traditional finance
model, evidence to the contrary is illustrated in the stock price changes during
financial crisis periods, such as, the Great Clash of 1929, Black Monday in 1987, the
Internet bubble from 1995 to 2000, and the financial crisis of 2007-2008. De Long
et al. (1990) classify investors into rational investors and irrational investors. They
consider the former investors to be sentiment-free whereas the latter investors are
subject to investment sentiment. These two types of investors exhibit different

trading behaviours and thus jointly set the stock prices and returns.

Mian and Sankaraguruswamy (2012) state the key finding of investor sentiment is

that when sentiment is high, investors are optimistic and tend to overvalue stocks,
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whereas when sentiment is low, they are pessimistic and likely to undervalue stocks.
However, the stock prices will be reversed in the long run. Livnat and Petrovits
(2009) bring investor sentiment into the field of quarterly report disclosures. They
examine the association between investor sentiment and post earnings announce-
ment drift and show a greater upward stock price drift in response to extreme
positive earnings surprises in low sentiment periods than during high sentiment pe-
riods and conversely, a greater downward stock price drift is found in response to
extreme negative earnings surprises in high sentiment periods rather than in low
sentiment periods. Mian and Sankaraguruswamy (2012) further test whether in-
vestor sentiment affects the stock price sensitivity to firm news and find that the
stock price sensitivity to good news is higher when sentiment is high than when it is
low, conversely, the stock price sensitivity to bad news is higher when sentiment is
low than when it is high. On the basis of these arguments of Mian and Sankaragu-
ruswamy (2012), the sixth chapter of this thesis tests whether managers advance
their disclosures of quarterly reports when sentiment is high whereas delay them

when sentiment is low.

Other papers examine the effects of investor sentiment on corporate disclosure. For
example, Bergman and Roychowdhury (2008) find that during low sentiment period-
s, managers issue more long-horizon earnings forecasts in an effect to boost investor
optimism, whereas during periods of high sentiment, managers reduce their long
horizon forecasting activities in hope of maintaining optimism on investors’ earn-
ings valuations. Further, they show that analysts’ estimate bias in future earnings
forecasts are positively related to sentiment, but importantly, that firms’ disclosure

policies are not only aimed at correcting analyst bias, but also managers respond to
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investor sentiment after controlling for analysts’ pessimism. This suggests that man-
agers attempt to communicate with investors in general and not just via analysts.
Brown et al. (2012) extend these studies by testing the influence of investor sen-
timent on managers’ earnings announcement disclosure decisions and suggest that
managers’ propensity to release an adjusted earnings metric, especially one which
exceeds the GAAP earnings number, increase with the level of investor sentiment.
They also report that managers appear to exclude higher levels of both recurring
and nonrecurring expenses in calculating the pro forma earnings number and em-
phasize the pro forma figure by replacing it more prominently within the earnings

press release, as investor sentiment improves.

In China, the stock markets adopt short sell constraint and the retail investors oc-
cupy the largest proportion. According to the statements of Baker and Wurgler
(2007), short sell constraint and high proportion of retail investor cause investor
sentiment more pronounced, the Chinese stock market should to be a nature exper-
iment for investor sentiment study. Therefore, in chapter six, I utilize Chinese data
to investigate the relationship between investor sentiment and the strategic timing

of earnings announcement.

2.3.2 Mental Accounting

The mental accounting theory proposed by Thaler (1999) suggests that, due to the
shapes of gain and loss utility functions, people have a propensity to segregate gains,
integrate losses, integrate smaller losses with larger gains and segregate small gains

from larger losses.
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In Figure 2.2, V(X 4Y') indicates integration and V(X)+ V(Y) means segregation.
In each graph, the first quadrant shows the gain function while the third quadrant
represents the loss function. Since the gain function is concave while loss function
is convex, individuals have tendency to integrate two losses but segregate two gains.
The manifestation presented in Figure 2.2 is that V(X + YY), utility of X and YV
integration, is higher (lower) than V(X) + V(Y), utility of X and Y segregation,
in graph A, integrate losses, (graph C, utility of X and Y segregation). Moreover,
because gain function is steepest at the origin and the utility of a small gain can
exceed the utility of slightly reducing a large loss, individuals have a propensity
to integrate smaller losses with larger gains to offset loss aversion and segregate
smaller gains from larger losses. It has been shown in Figure 2.2 as V(X +Y),
utility of X and Y integration, is lower (higher) than V(X) + V(Y), utility of X
and Y segregation, in graph B, integrate smaller losses with larger gains (graph D,

segregate smaller gains from larger losses).

The relevance of this theory has been demonstrated by Thaler and Johnson (1990)
through conducting an experiment at Cornell University. The idea of the experiment
is to present subjects with pairs of outcomes either segregated or integrated and to
ask them which frame was preferable. The results show that a large majority of the

subjects chose in a manner predicted by this theory.

Related to financial information disclosure, the first principle, integrate losses, has
potentially provided an explanation for the well-known big bath theory in account-
ing. Kirschenheiter and Melumad (2002) claim the “big bath” as a behaviour that
managers manipulate their income statements to make this poor performance worse,

so subsequent period’s earnings seems better, if their firms experience low earnings
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Figure 2.2: Segregation or Integration of Gains and Losses

in a given period. The integrate losses principle has been documented by Lim
(2006), for example, who finds that the investors have more propensity to sell mul-
tiple stocks when they realize losses than gains. Consistent with the segregate gains
principle, Shefrin and Statman (1985) demonstrate that brokers make covered calls
more attractive to their clients by segregating the cash flow of a covered call in-
to three mental accounts (call premium, dividend, and capital gain on the stock).
According to the principle of integrate smaller losses with larger gains, Loughran

and Ritter (2002) provide a possible explanation for why issuers are willing to put a
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large amount of money on the table during initial public offerings (IPO). The reason
is that the loss from underpricing will be aggregated with a larger gain from the

retained shares. Issuers will then not be so upset by the large initial underpricing.

However, in literature, the mental accounting has not been introduced in the field
of earnings announcement. The fifth chapter of this thesis initially links it to the
decisions of corporate disclosure and suggests managers intend to integrate two bad

earnings news but segregate two good earnings news.

2.3.3 Negativity Bias

The existence of the negativity bias is addressed by Baumeister et al. (2001). The
bias suggests that, even when of equal intensity, negative experience, or fear of bad
events has a far greater impact on individuals than do neutral experiences or even
positive experiences. Khoshnood and Khoshnood (2011), Li et al. (2012) amongst

others, suggest that the losses are twice as powerful, mentally, as gains.

Negativity bias is a phenomenon related to loss aversion. Both of them give ground-
s for supposing that loss-framed appeals will be generally more persuasive than
gain-framed appeals. However, loss aversion emphasizes on behaviours of individu-
als” general preference for avoiding losses as opposed to obtaining gains because of

negativity bias.

Using internet search volume from Google as a proxy of attention, Hacamo and
Reyes (2014) test whether negative stock market performance attracts more atten-

tion from retail investors than comparable positive performances. Their findings



2.3. Psychology Theories in Financial Information Disclosure 37

indeed show that investors display a negativity bias in attention allocation with re-
spect to extreme stock returns. They find cross all specifications, a change in lagged
negative extreme returns leads to a stronger increase in attention than a change in

lagged positive extreme returns.

Akhtar et al. (2011) investigate the equity market reaction to the monthly release of
Australian consumer sentiment news and document that the existence of negativity
bias. If the announcement conveys bad sentiment news, they report that the equity
market experiences a significant negative announcement day effect. Conversely, if
the announcement conveys good sentiment news, the equity market experiences no

announcement day effect.

In this thesis, in light of negativity bias, I assume that firms with bad earnings news
react more strongly to investor sentiment than firms with good earnings news and

the findings in chapter six indeed support this assumption.

2.3.4 Investor Attention

As discussed in section 2.2.1, a various paper demonstrate that managers tend to
release bad news during periods of low attention but publish good news during the
periods of high attention. Thus, the good news can be more attractive and the bad

news can be hidden.

The decisions of financial information disclosure is also relate to the limited at-
tention. Broadbent (1965); Dukas (1998); Krause and Godin (1996) and amongst

others suggest that the attention of human beings is limited as our brain can only
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process information at some finite rate. If an individual focuses on understanding
a firm’s financial report, he/she may be unable to study another firm’s financial

report carefully at the same time.

Addressing the issue of why practitioners care about the choice between recogni-
tion versus disclosure, and between informationally equivalent forms of disclosure,
Hirshleifer and Teoh (2003) theoretically study the effects of limited attention on
disclosure, financial reporting policy and market trading. They find that, because
of limited attention, managers’ disclosure decisions can influence the perception of
investors and market price. Furthermore, they suggest that, sometimes, investors ig-
nore the relevant aspects of the economic environments they faced, such as strategic

incentives of firms to manipulate investor perceptions.

Dyer and McHugh (1975) find large firms release their financial information earlier
than small firms. Dyer and McHugh (1975) interpret it as managers unwilling to
let investors suspect their news is bad since late disclosures may be considered as
conveying bad news and large firms could attract investors more attention than
small firms. In this thesis, results in chapter four and chapter five also support

these findings.

The psychology theories reviewed in this section are related to corporate disclosures.
Focusing on the Chinese settings, this thesis link them to explain how and why

managers strategically time their earnings announcements.



Chapter 3

Institutional Background

3.1 Chinese Stock Market

In China, the peculiar characteristics of stock market and unique regulations of
financial information disclosure provide opportunities to study the strategic timing

of quarterly report disclosure from different aspects.

The Chinese stock markets had been closed for approximately half a century and
were re-opened when the Shanghai Stock Exchanges was established on the 19th
December, 1990 and the Shenzhen Stock Exchanges was officially opened on the 3rd
July, 1991. By 2009, Chinese stock market capitalization had risen over US $ 4.90
Trillion, overtaking Japan as the second largest stock market in the world. At the
end of 2014, China had 2635 listed firms, and the number of stock investors was
165 million compared to 4 million in 1991. This rapid growth is mainly due to the

improved allocation of financial resources in the economy, accelerated growth in key
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industries, and increased enterprise efficiency.

Both Shanghai and Shenzhen exchanges issue A shares and B shares. A shares
only can be traded by domestic investors in the currency of Renminbi, except for
those foreigners who are qualified as QFII (Qualified Foreign Institutional Investor).
In contrast, B share were initially available exclusively for foreign investors and
are traded in foreign currencies. Since 2001, Chinese citizens are allowed to invest
in B shares, but they can only trade after opening foreign currency accounts. To
some degree, this limits the domestic investor’s ability to participate in B share
investment. The number of listed shares and trading volume are much smaller in
the B share markets than that in A share markets. Between 1991 and 2001, on
average, A shares turned over at an annual rate of approximately 500%, which is
higher than B shares of nearly 100%, and more than five times the turnover rate of

a typical NYSE stock Mei et al. (2009).

From 17th November, 2014, The Stock Exchange of Hong Kong Limited (SEHK),
Shanghai Stock Exchange (SSE), China Securities Depository and Clearing Corpo-
ration Limited (ChinaClear) and Hong Kong Securities Clearing Company Limited
(HKSCC) launched a pilot programme, Shanghai-Hong Kong Stock Connect, for
establishing mutual stock market access between Hong Kong and mainland China.
Before this programme, individual investors, in Hong Kong or from overseas, can on-
ly invest indirectly in the Mainland’s securities markets through certain investment
products such as the Qualified Foreign Institutional Investor (QFII) funds, Renminbi
Qualified Foreign Institutional Investor (RQFII) funds and RQFII A-share Exchange
Traded Funds (ETFs). However, after its launch, not only these investment prod-

ucts are made available to Hong Kong and overseas individual investors, they can
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now also trade eligible Shanghai-listed A-shares directly. Under this programme,
Mainland investors (including individual investors) are able to trade eligible Hong
Kong-listed stocks directly as well. BBC news (10 November 2014) considered this
tie up as a key milestone in the capital market liberalisation of China. It helps to
strengthen the connection between Hong Kong and the Mainland capital market-
s, enhance the comprehensive strength of Chinese capital market and promote the

internationalisation of the Renminbi.

Figure 3.1: Retail Investor Proportion in A Share
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In Chinese stock market, the retail investors are the largest investor group. For ex-
ample, as shown in Figure 3.1, in past 10 years, over 97% of active trading accounts
belonged to retail investors in A share. According to Brief Review of the Develop-
ment of China’s Capital Market, the retail investor holds the largest proportion of

market capitalization as well.

Baker and Wurgler (2007) suggest that retail investors are irrational and are influ-
enced by investor sentiment. If their findings are applicable in the Chinese institu-

tional context, the impact of sentiment is likely to have a greater influence to other
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stock markets due to the high proportion of retail investors.

In China, there is a short sale constraint which limits the arbitrage, and as a result,
leads the effects of sentiment to be more pronounced as well. Shleifer and Vishny
(1997) suggest that it is costly and risky for rational arbitrageurs to act against
sentimental investors. Therefore, rational investors are subject to the limits of arbi-
trage from short time periods, costs/risks of trading and short selling, and thus they
may not intensively force the mispriced prices of assets to the fundamentals. The
asset prices can be pushed to very high levels during the periods of extraordinary
sentiment from irrational investors, and rational investors may be forced to leave
the market due to arbitrage limit. Consequently, prices may keep rising until just

before the crash which will eventually occur.

In the early 1990s, because of the lack of rigorous regulation, Chinese stock market
is dominated by speculative trading. In order to keep the stability of the market
and protect the retail investor, CSRC introduced a “T + 1 trading rule”, which
requires investors to sell only stocks they purchased at least one day prior, and
forbids them from selling stocks bought the same day. This regime was launched in
the A share market of both the Shanghai Exchanges and Shenzhen Exchanges on
the 1st January 1995. In 2001, China’s B share stock market also adopted the “T

+ 1 trading rule”.

After longstanding arguments in favor of the “T+1 trading rule”, Renmin Daily
! claimed that the “T + 1 trading rule” would effectively guard against excessive
speculative trading and thus would be in line with the interests of retail investors. An

academic study by Guo et al. (2012) also study the effects of the “T + 1 trading rule”.

'Renmin Daily is an official newspaper of China.
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They developed a dynamic price manipulation model and conducted an empirical
test using data on China’s B-share stock market to test their model’s theoretical
predictions. Both their theoretical and empirical results show that, compared with
the “T+0 trading rule”, the “T + 1 trading rule” reduces the total trading volume
and price volatility, and improves the trend chasers’ welfare when trend-chasing is

strong.

Because of the high proportion of retail investors and the “T+1 trading rule”, the
effects of sentiment should be relatively high in Chinese stock market compared to
many other countries. Therefore, in this thesis, utilizing Chinese data, I investigate

how investor sentiment affects the timing disclosure decision of managers.

3.2 Corporate Disclosure in China

Corporate disclosure is critical for the functioning of an efficient capital market,
which is potentially the most important means for management to communicate
firm performance and governance to outside investors. Firms provide disclosure
through regulated financial reports, including the financial statements, footnotes,
management discussion and analysis, and other regulatory filings. Some firms also
engage in voluntary communication, such as management forecasts, analysts’ pre-
sentations and conference calls, press releases, internet sites, and other corporate
reports. In addition, there are disclosures about firms by information intermedi-
aries, such as financial analysts, industry experts, and the financial press. As this
study focuses on corporate disclosure, this section will review how it is implemented

in China.



3.2. Corporate Disclosure in China 44

3.2.1 Structure of Corporate Disclosure in China

Figure 3.2: Regulated Financial Information Disclosure in China
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Figure 3.2 shows the structure of regulated financial information disclosure in Chi-
na. As in many countries, in China, the quarterly report belongs to the regulated
financial reports. After a firm has been listed on the stock market, it is required to
publish its quarterly reports regularly. In each year, there are four quarterly reports,
with the second quarterly report being the semi-annual report and the fourth quar-
terly report being the annual report. The government also requires listed firms to
release its merge and acquisition news and news of other major events which could
impact on its stock prices. In addition, in China, before a firm goes public, it is
required to publish its both prospectus and listing announcements. Generally, in
China, the financial reports are required to be made in simplified Chinese, although
they can be in English for B-share companies. Firms can choose to make them in

both Chinese and English, but in the event of differences, the Chinese version would



3.2. Corporate Disclosure in China 45

prevail.

3.2.2 The Regulation Development of Corporate Disclosure

in China

There was almost no regulations in China which required listed firms to release their
financial reports prior to 1993, but on April 22, 1993, the State Council promulgated
the first formal financial information disclosure regulations namely ”The Provisional
Regulations Governing the Issue and Trading of Shares” | and also known as the
"Securities Provisional Regulations”, which requires all listed firms to submit their
annual and semi-annual reports to the CSRC within 120 days of the end of the
fiscal year. In addition, the regulations require the annual report to be audited.
After this regulation, further amendments followed on. In June of 1993, the CSRC
added a second important regulation "The Implementation Measures on Disclosure
of Information Pursuant to the Securities Provisional Regulations”, which requires
listed firms to publish their annual reports in at least one approved newspaper
within 20 working days before their annual shareholder meetings. In 1995, the
CSRC introduced regulations which requires all listed firms to publish their annual
reports in at least one CSRC-appointed newspaper within 120 days of the end of
the previous fiscal year. Furthermore, China adopted a new accounting standard in

1994, which is very similar to international standards.

From 1997, the CSRC introduced a quarterly report booking system, requiring all
listed firms to book disclosure dates with CSRC near to the end of each fiscal

quarter. Figure 3.3 shows the procedure of annual report disclosure. The “report
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Figure 3.3: The Procedure of Annual Report Disclosure
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Report date is the dates that listed firms report their first booking dates to their corresponding stock markets.
Announcement Date means the dates that stock exchange markets publish their listed firms’ first booking disclosure
dates. Booking date is the dates which firms want to release their reports and have been reported to stock exchange
markets at the report date. Disclosure date is the actual disclosure dates of the listed firms.

date” in Figure 3.3 is the date that listed firms must report their first booking dates
to their stock exchanges before the end date of fiscal quarter. Since 2001, both
Shanghai and Shenzhen stock exchange markets must publish their listed firms’
booking disclosure dates “announcement date” before the firms’ actual disclosure
dates as shown in Figure 3.3. The announcement dates are commonly around the
beginning of each quarter’s legal disclosure period. During each legal disclosure
period, the Shanghai stock exchange market allows no more than 40 firms release
their reports per day, while Shenzhen stock exchange market permits no more than
25 firms. The “disclosure date” in Figure 3.3 is the actual disclosure dates by firms,
but as shown, there are several disclosure dates (C1 C2 and C3), because both
stock exchanges allow firms to subsequently change their first booking dates with
their corresponding stock exchanges. In principle, firms can only change their first
booking date once, but some firms actually change their booking dates more than
once. Therefore, the actual disclosure date could be C1 C2 or C3 and the booking

dates may well differ from the actual disclosure dates.

The regulations of this booking system provides managers a unique opportunity

to change the disclosure date of their quarterly report. Therefore, in this thesis, I
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investigate whether managers tend to time their disclosure dates subsequently by

amending their first booking dates.

The procedures for other quarters are very similar. The difference between them
is the length of the legal disclosure period. In China, if a firm wants to release
its quarterly report, it must publish its quarterly report in the corresponding legal
disclosure period following each quarter. The legal disclosure period for the first
quarter is from 1st April to 30th April; the second quarter is between 1st July and
31th August, the third quarter extends from 1st October though 31st October and

the fourth quarter spans a period of time from 1st January to 30th April.

As can been seen, there is an overlapping legal disclosure period (from 1st April
to 30th April) between annual report of one year and the first quarterly report of
subsequent year. This provides managers with an opportunity to release these two
reports simultaneously or well as separately. Since the prior literature pays limited
attention to the release sequence of multiple financial information sources, in this
thesis, I empirically test whether the nature of firm news influences the decisions of

managers on the release sequence of their two financial information sources.

In conclusion, on the basis of unique stock market features and financial information
disclosure regulations in China, this thesis studies the managers’ strategic timing
behaviour of quarterly report disclosure from a different perspectives. Firstly, under
Chinese booking system of quarterly report, I investigate whether managers amend
the first booking dates of their quarterly reports to achieve the good news early and
bad news late. Secondly, based on the overlapping legal disclosure period between

annual report and subsequent first quarterly report, I examine whether managers
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release two reports simultaneously or separately according to the nature of firm news
in two reports. Finally, because of Chinese stock market being a natural experiment
for investor sentiment study, I test whether the investor sentiment affects managers’

decisions on quarterly report disclosure.



Chapter 4

Good News Early and Bad News

Late

4.1 Introduction

Since 1997, the CRSC conducted a booking system of quarterly report disclosure. It
requires listed firms in China to book disclosure dates of quarterly reports with the
CRSC before legal disclosure periods. After the bookings have been made, however,
the listed firms are allowed to change the booked dates. Under this unique booking
system, this chapter reviews the good news early and bad news late hypothesis
proposed by Kross (1981), Givoly and Palmon (1982) amongst others. I perform
a variety of tests and present evidences consistent with managers, advancing their
first booking dates of quarterly reports if quarterly reports reveal good firm news,

whereas, delaying them if quarterly reports reveal bad firm news. Firm news, in

49
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turns, is measured as earnings surprise. I define it as good, if earnings surprise is

positive, and 0, otherwise.

This study differs from the prior literature as the timeliness of financial information
disclosure is measured as the modification of the first booking dates of quarterly
reports. The disclosure dates of quarterly report are considered as late if actual
disclosure dates are later than first booking dates, but early, if actual disclosure
dates are earlier than first booking dates. Thus, a revealing question arises from
this study. Why might managers amend their original booking dates to advance or

delay their disclosure dates of quarterly reports?

In light of the theoretical predictions of Acharya et al. (2011), when managers book
their first booking dates of quarterly reports, they are unlikely to know the relative
market condition of this period and might choose to withhold their own firm news,
wait and gamble that subsequent reveal of market condition to turn in their favor.
For an individual firm, its relative market condition is bad, if its earnings surprise
is greater than the average aggregate earnings surprises of the whole market, but
good, if its earnings surprise is smaller than the average aggregate earnings surprises.
After other firms have released their firm news, managers can then infer the relative
market condition according to those who have released their own firm news and make
decision whether advance or delay the releases of their own firm news. Consistent
with the findings of Acharya et al. (2011), my results suggest that managers have
a propensity to advance their first booking dates of quarterly reports when relative
market conditions are bad, whereas they are likely to postpone them when relative
market conditions are good. When relative market conditions are good, firms with

good news may be concerned that their good firm news will be overshadowed by the
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relative good market conditions and firms with bad firm news may appear worse,
hence, firms may choose to delay. Conversely, when relative market conditions are
bad, advancing the releases of both good and bad firm news will make firms’ own

news seem better.

This study is organized as follows. Section 2 reviews the relevant literature, Section
3 shows the instructional background; Section 4 describes the research design and
hypotheses; Section 5 presents data, Section 6 shows the methodology; Section 7
reports the primary results; Section 8 presents the additional analysis; Section 9

discusses robustness check; and Section 10 concludes.

4.2 Literature Review

A number of studies in the accounting literature test whether there is a association
between the nature of firm news and timeliness of earnings announcements and most

evidence supports the good news early and bad news late hypothesis.

For example, Kross (1981) suggests that releases of good firm news are relatively
earlier than bad firm news. In the paper of Kross (1981), the timeliness of earn-
ings announcement has been measured as the difference between the actual earn-
ings announcement date and an expected earnings announcement date. Earnings
announcement dates is defined as early if it falls before expected earnings announce-
ment date, whereas the earnings announcement date is defined as late if falling after
expected earnings announcement date. The firm’s expected earnings announcement

date is estimated using (1) time series random walk model, (2) cross-sectional ran-
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dom walk model, (3) pure mean reversion model, (4) random walk with drift model,

and (5) moving average mean reversion model respectively.

The paper of Givoly and Palmon (1982) supports the predictions of Kross (1981).
Moreover, Givoly and Palmon (1982) suggest the phenomena of good news early
and bad news late could be due to that the stock price reactions to early earnings
announcement are shaper than the reactions to late earnings announcements. If good
firm news is released early, the favorable stock price reaction to good firm news may
be stronger, conversely, if managers release bad firm news late, the unfavorable stock

price reaction to bad firm news may be less pronounced.

The evidence presented in these two studies are based upon data from the 1970s.
During these periods, for some managers, the benefit of delaying the formal release
of earnings exceeded the cost. However, a change has arisen in the cost/benefit
trade-off is based upon the premise that litigation risks faced by management and
auditors intensified during the 1980s. This premise is supported by the fact that
auditors’, directors’ and officers’ insurance premiums increased substantially during

the 19&0s.

The evidence presented in these two studies are based upon data from the 1970s.
However, a change has arisen in the cost/benefit trade-off is based upon the premise
that litigation risks faced by management and auditors intensified during the 1980s.
The change in the litigation environment, in turn, raises the possibility to reverse
the good news early, bad news late phenomenon for two reasons. The first reason is
based on assertion of Skinner (1994), the litigation concerns induce firms to preempt

formal bad news earnings disclosures with voluntary disclosures. The second reason
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is based on the observation that lawsuits follow a stock price run up and subsequent
decline Francis et al. (1994). Coupled with an increase in litigation risks, this would
likely induce auditors and managers to spend more time verifying any good news
that precedes a stock price run up. Consequently, Begley and Fischer (1998) reassess
the good news early, bad news late hypothesis using data from the 1980s and early
1990s and find consistent and robust evidence of the good news early, bad news late

hypothesis.

The evidences from China also support the good news early and bad news late
hypothesis. For example, Haw et al. (2000) suggest that, in the instructional context
of China, firms with good news release their annual reports earlier than firms with
bad news, and loss firms release their annual reports the latest. In their study, they
define the timeliness of annual report disclosure as the reporting lag (the number of
days from the fiscal year-end to the annual report release date) and the unexpected

reporting lag (the difference of release dates in two successive years).

Different from the study of Haw et al. (2000), based on the regulations of the Chinese
booking system, this chapter utilizes the difference between first booking dates and
actual disclosure dates to measure the timeliness of quarterly report disclosure.
Compared to previous measurements, it offers a more direct opportunity to assess

managers’ behaviour in advancing or delaying disclosure dates of quarterly reports.

Acharya et al. (2011) investigate the role of relative market condition on timeliness
of financial information disclosure. They assume a firm can learn its information
at a random time so that the probability it is informed increases over time. Before

the release of relative market condition, most firm will withhold their firm news and
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in hope that following releases of relative market condition turn in their favor. If
relative market condition is bas, firms will accelerate their disclosures whereas, if
it is good, firms will delay them. A potential reason is their bad relative market
condition could make both good and bad firm news seem better, whereas good

relative market condition could make them seem worse.

In this study, when managers initially book the first booking dates of their quarter-
ly reports, they are unlikely to know the relative market conditions. According to
the theoretical predictions of Acharya et al. (2011), managers might be probably to
withhold their firm news and hope the subsequent reveal of relative market condi-
tions to bring them extra benefits. Therefore, in this chapter, I further test whether
the relative market conditions motivate managers to amend the first booking dates

of their quarterly reports.

In addition, a related paper by Tse and Tucker (2010) employs a duration model to
empirically study whether managers herd in releasing earnings warnings and they
find that firms speed up their warnings in response to peer firms’ warnings, which
they explain it as due to managers seeking to lump their bad news in with that of
other managers in their industry to minimize the appearance of personal responsibil-
ity. But they do find evidence of this herding behaviour is in the disclosure of good
news. Furthermore, Floyd (2012) tests the relation between industry peer restate-
ments and voluntary disclosure and Floyd (2012) documents an increased likelihood
of firms to announce bad news in the 10 trading days following a restatement an-
nouncement by their peer, however, Floyd (2012) finds no change in the likelihood

of releasing good news during those 10 days.
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4.3 Institutional Background

As discussed in Chapter 2, the CSRC introduced a booking system of quarterly
report disclosure in 1997 which requires all listed firms to book disclosure dates of
quarterly reports with the CSRC near to the end of each fiscal quarter and allows

listed firms to change the dates after the bookings have been made.

Table 4.1: The Fiscal Period and Legal Disclosure Period for Quarterly Report

Fiscal Period Legal Disclosure Period
first quarterly report 1st January to 31th March 1st April to 30th April
second quarterly report 1st April to 30th June 1st July to 31th August

third quarterly report 1st July to 30th September 1st October to 31st October

fourth quarterly report | 1st January to 30th December 1st January to 30th April
(annual report)

In China, the fourth quarterly report is annual report.

As shown in Table 4.1, in China, there are four quarterly reports for each year and
the fourth quarterly report is commonly considered as annual report. Figure 4.1
shows the disclosure procedure of annual reports and there are two periods: fiscal
period and legal disclosure period. Table I presents, for annual reports, the fiscal
period means the whole fiscal year and the legal disclosure period (1st January to
30th December) is closely followed by the fiscal year (1st January to 30th April)
which is the period that CRSC allows listed firms to release their annual reports.
However, both fiscal period and legal disclosure period for other quarterly reports
are different from those of annual report. The fiscal period of other three quarterly
reports means each quarter. The legal disclosure period for the first quarter is from

1st April to 30th April; the second quarter is between 1st July and 31th August,
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and the third quarter extends from 1st October though 31st October.

Figure 4.1: The Procedure of Annual Report Disclosure
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Report date is the dates that listed firms report their first booking dates to their corresponding stock markets.
Announcement Date means the dates that stock exchange markets publish their listed firms’ first booking disclosure
dates. Booking date is the dates which firms want to release their reports and have been reported to stock exchange
markets at the report date. Disclosure date is the actual disclosure dates of the listed firms.

In Figure 4.1, “Report Date” (A) is the date that listed firms must report their first
booking dates to the CSRC which is around the end of the fiscal period. “Booking
Date” (D) is this first booking dates reported by listed firms. However, since the
CSRC allows listed firms to change their first booking dates after the bookings have
been made, the first booking dates are not necessarily the actual disclosure dates
(“Disclosure Date”, Cy, Cy or C3). Thus, the actual disclosure dates of annual
reports could be C, Cy or C3. That is, firms can keep the first booking dates no
change (Cy) or accelerate the disclosure (C}) and delay it (C3). According to the
requirement proposed by the CSRC in 2001, both the Shanghai and Shenzhen stock
exchanges have to publish their listed firms’ first booking disclosure dates (“Booking
Date” (D)) before the firms’ actual disclosure dates (“Disclosure Date” (Cy, Cy or
C3)). This is shown as “Announcement Date” (B) in Figure 4.1, which is commonly
around the beginning of the legal disclosure period. The disclosure procedures for
other quarters are similar with the disclosure procedure of the annual reports. The
only difference between them is the length of fiscal quarter and legal disclosure

period.
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According to these regulations, if managers believe changing the disclosure dates can
impact on investors reactions, they have an incentive to manipulate their disclosure
dates of quarterly reports by amending the original booking disclosure dates of their
reports. Therefore, this unique system allows for an alternative scenario to test the

good news early and bad news late hypothesis.

4.4 Research Design and Hypotheses

As discussed above, The aim of this chapter is to first test whether managers amend
their first booking dates of quarterly reports dependent on the nature of firm news
accelerating good firm news and delaying bad firm news. Therefore, I hypothesize

that in their alternative form

H,,: Managers advance their first booking dates of quarterly reports if quarterly

reports reveal good firm news.

H,,: Managers delay their first booking dates of quarterly reports if quarterly

reports reveal bad firm news.

If the results support the good news early and bad news late theory, in light of
theoretical paper of Acharya et al. (2011), I conjecture that managers prefer the
timing strategy of altering first booking dates is in part due to an incentive to gamble
that subsequent relative market condition moves in a direction which impacts on

how the market receives their own firm news.

When managers book their first booking dates of quarterly reports, they are un-
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likely to know the nature of relative market condition. Based upon the theoretical
predictions of Acharya et al. (2011), except for firms with extreme good firm news,
most firms will withhold their own firm news until the relative market condition

comes out.

After prior firms released their own firm news, managers can start to infer the
nature of the relative market condition, and then, amend their first booking dates
of quarterly reports. Acharya et al. (2011) argue that if market news appears to be
good may encourage managers to delay their own firm news as good firm news is less
likely to have such a positive effect and bad news may appear worse. Conversely, if
market news appears to be negative, managers have an incentive to accelerate both

good and bad firm news. Therefore, I further hypothesize that

H,,: Managers advance their first booking dates of quarterly reports if relative

market condition is bad.

Hy,: Managers delay their first booking dates of quarterly reports if relative

market condition is good.

Table 4.2: Hypotheses

strategic timing of quarterly reports

good firm news advance
bad firm news delay
good relative market condition delay

bad relative market condition advance
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In order to reveal hypotheses better, all expectations of this chapter have been shown

in Table 4.2.

4.5 Data

The data of this study extends from 2006 to 2012. It includes both A share and

B share from Shanghai and Shenzhen stock exchanges !. The disclosure dates of
quarterly reports are downloaded from the official websites of Shanghai and Shen-
zhen stock exchanges and other data is collected from Bloomberg and Thomson one

banker.

In order to test the above hypotheses, a unique definition of timing strategy, namely,

booking lag, is proposed which is defined as a dummy variable of CBLAG;, 4,

CBLAG, + = Actual Disclosure Date; o — Flirst Booking Date; g4

Equation (1)

where Actual Disclosure Date; 4, is the actual disclosure date of quarterly report
for firm ¢ in quarter g of year t; First Booking Date;,; is first booking date of
quarterly report for firm ¢ in quarter g of year ¢; and CBLAG), ,, is their difference.

Table 4.3 shows that mean of CBLAG, 4, is 0.156 suggesting managers tend to defer

LA shares only can be traded by domestic investors in the currency of Renminbi, except those
foreigners who are Qualified Foreign Institutional Investor. In contrast, B share were initially
available exclusively for foreign investors and traded in foreign currencies. Since 2001, Chinese
citizens are allowed to invest B share, but they can only trade it after opening foreign currency
accounts.
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Table 4.3: Summary Statistics

Variable Mean Std. Dev.  Min Max Obs
Dependent Variable

CBLAG 0.156 6.513 -87 85 18273
BLAG 0.580 0.494 0 1 2381
Independent Variable

CNEWS 0.014 0.162 -2.828 2.86 18273
NEWS 0.583 0.493 0 1 18273
MNEWS 0.498 0.500 0 1 18273
Control Variable

SIZE 7.626 0.943 5.724  10.228 18273
ME/BE 4.304 3.123 0.099 97485 18273
FEV 62.256 59.165 0 319.517 18273
MAR 0.247 0.432 0 1 18273
AGE 12.500 5.177 2 22 18273

CBLAG is the difference between actual disclosure date and first booking date. I define BLAG, booking lag, as
a dummy variable. If the actual disclosure date is later than first booking date, it is 1, conversely, if the actual
disclosure date is earlier than first booking date, it equals to 0. CNEWS is a firm’s earnings surprise. NEWS, firm
news, is a 0, 1 dummy variable of a firm’s CNEWS. NEWS=1, if a firm’s earnings surprise is bigger than 0, and
0, otherwise. MNEWS, relative market condition, is 0, 1 dummy variable of the difference between firm’s earnings
surprise and the market’s average earnings surprise. If a firms earnings surprise is greater than market’s average
earnings surprise, MNEWS is defined as 1 and 0, otherwise. SIZE, firm size, is the log of total asset. ME/BE,
market to book ratio, is calculated as market capitalization divided by total common equity. FEV, financial leverage,
is measured as total debt divided by total equity. MAR, market, is the category of the market, MAR=1, if a firm
belongs to Shanghai stock exchange market, and 0, otherwise. AGE, listed year, means the year of a firm has been
a listed firm. I delete the outlier for all variable (the data which is higher than 99% and lower than 1%). I also
remove all illegal disclosure data (the firms whose disclosure time exceed the legal period of quarter report) and the
data who is a new listed firm (i.e. AGE equals to 1).
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the first booking dates of their quarterly reports on average.

The booking lag equals to 1, if CBLAG;, 4 is positive. Conversely, the booking lag
equals to 0, if CBLAG, 4, is negative. As can be seen from Table 4.3, the majority
of firms keep their first booking dates of quarterly report unchange and only 13%
(2381 observations) of firms amend them 2. The mean value of the booking lag is
0.580. It suggests that 58% of firms defer while 42% of firms advance their first
booking disclosure dates of quarterly reports if the first booking dates have been
changed.

Table 4.4: Booking Lag Breakdown by Year and Quarter

Year Quarter
BLAG 2007 2008 2009 2010 2011 2012 1 2 3 4
Advance 160 169 218 176 197 81 111 246 102 542

Delay 349 267 239 192 213 120 262 221 174 723
Difference | -189 -98 -21 -16 -16 -39 | -151 25 -T2 -181
Total 509 436 457 368 410 201 373 467 276 1,265

BLAG, booking lag, is defined as a dummy variable. If the actual disclosure date is later than first booking date,
it is measured as 1, conversely, if the actual disclosure date is earlier than first booking date, it equals to 0.

In table 4.4, the booking lag is shown broken down by year and quarter, separately.
As can be seen from column 2 to column 7, the number of delays is greater than the
number of advances. Approximately, the firms of changing their first booking dates
are reducing year by year. In addition, the results, from column 8 to column 11,
suggest that most firms change their first booking dates in quarter four and least
firms amend their first booking dates in quarter three. Especially, in quarter two,
the number of advancing their first booking dates are more than firms of delaying

first booking dates.

2In this study, the total observations is 18273 and the number of observations which change
their first booking dates of quarterly reports is 2381. Therefore, 13% (2381/18273) observations
amend their first booking dates of quarterly reports.



4.5. Data 62

An operational definition of firm news is also required to implement the tests of
H,, and Hy,. The firm news is measured as a dummy variable of earnings surprise

calculated in equation (2)

CNEWS; 4+ = Earnings Per Share;,: — Farnings Per Share; ;1

Equation (2)

where Farnings Per Share;q; is the earnings per share for firm ¢ in quarter ¢
of year t; Earnings Per Share;,, 1 is the earnings per share for firm ¢ in same
quarter g of last year ¢ — 1; and CNEWS; ,+ is their difference which indicates the
earnings surprise for firm ¢ in quarter ¢ of year ¢. The mean of CNEW S, ,; is 0.014
suggesting firms bear positive earnings surprise on average. NEW is a dummy
variable of CNEWS. If CNEW S, , is greater than 0, it is considered as good firm
news, otherwise, bad firm news. Table 4.3 shows 58.3% of firms have good firm news

and 41.7% of firms have bad firm news.

Table 4.5 reports the results of the analysis of booking lag using portfolios formed
based on continuous firm news. Portfolio 1 contains the most negative continuous
firm news and portfolio 10 contains the most positive continuous firm news. From
whole see, the booking lag is declining from portfolio 1 to portfolio 10. In line
with Hya and H1b, these initial results suggest that the firms with worse news have
a higher probability of delaying the first booking dates of their quarterly reports
and firms with better news have higher probability of advancing them. A t-test
is performed to assess whether the extreme bad continuous firm news portfolio is

associated with delaying of first booking dates of quarterly report relative to the
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extreme continuous good news portfolio. The test result is shown in the last column

of Table 4.5 and it is significant in the directions predicted by Hya and H;b.

In the additional analysis, the relative market condition has been introduced as a
dependent variable in order to test Hoa and Hsb. It is measured as a dummy variable

of the following equation.
Earnings Suprise Dif ference; . = FEarnings Surprise; ,, — Average
Earnings Surprise; 4 Equation (3)

where Earnings Surprise; ,; is the earnings surprise for firm ¢ in quarter ¢ of year
t, Average Earnings Surprise; 4 is the market’s average earnings surprises in
quarter q of year ¢, and Earnings Suprise Dif ference; 4, is the difference between
them. If the firm ¢’s earnings surprise is greater than market’s average earnings
surprise, the relative market condition is bad. If it is less, the relative market
condition is good. Table 4.3 shows 49.8% firms bear bad relative market condition

and 50.2% firms have good relative market condition.

In this study, I also include accounting control variables: firm size, market to book
ratio, financial leverage, market category, years of being a listed firm, industry,
year and quarter dummies. In addition, the correlations of all variables have been

reported in Table 2 of Appendix.

Both Dyer and McHugh (1975) and Atiase et al. (1989) provide evidence that large
firms release their financial information early, whereas small firms disclose them late.
The reason, they argue, is that large firms are unwilling to let outsiders think they

have bad news, since large firm may attract more attention and the late release
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usually conveys bad news (as already hypothesised). Following them, in this study,
I include firm size as a control variable and define firm size (SIZFE) as the log of
total assets. The mean of firm size is 7.626 with a standard deviation of 0.943. In

addition, the largest firm size is 10.228 and the smallest one is 5.724.

According to Loughran and Ritter (2000), a high market to book ratio might indicate
overvalued. Intuitively, when firm news is announced, the stock price of underval-
ued firm are likely to increase back to fundamental value, whereas the stock price
of overvalued firms are likely to decrease back to fundamental values. Therefore,
managers of undervalued firms could release their firm news early as they are ea-
ger for their stock price to increase to fundamental values, conversely, managers of
overvalued firms might withhold their firm news to delay their stock prices decrease.
Table 4.3 shows that mean of market to book ratio in this sample is 4,304 which

suggests that firms are overvalued on average.

Financial leverage is a measurement of how a firm’s assets are financed. A relatively
high financial leverage ratio means that firms have a high proportion of debt and
other liabilities to finance their assets which suggests these firms may be (1) more
risky and (2) more likely to experience financial distress than firms with lower lever-
age. Debtholders are more likely to impose covenants in their debt contracts when
leverage is high and these may be based on covenants. A firm violating a convent is
deemed to be in technical default and can be forced into bankruptcy. If a firm is in
danger of violating one of these covenants, it will want to delay the publication of
financial accounting data. The mean of financial leverage is 62.256 suggesting that,

on average, firms are in the position of bearing high debts.
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There are two stock markets in China: the Shanghai and Shenzhen stock exchanges.
The Shenzhen exchange will only allow a maximum of 25 firms to disclose reports
per day but the Shanghai exchange allows up to 40 to disclose. The ability of firms
to delay or accelerate disclosure may be more limited due to these small numbers
and particularly for the Shenzhen exchange. Hence, the exchange market is included
as a dummy variable. It equals 1, when the firm is listed on the Shanghai exchange
and otherwise, 0. As shown in Table 4.3, 24.7% firms are listed on the Shanghai

stock exchange and 75.3% firms are listed on the Shenzhen stock exchange.

Following Mahajan and Chander (2008), who include the listed year of firms (AGE)
as a control variable in their timeliness of corporate disclosure study, I also control
for this by including the length of time a firm has been listed. Considering initial
public offerings (hereafter, IPO) could affect firms’ quarterly report disclosure, I
exclude those firms which have been listed firms for only one year. In the sample,
the firms’ average listed age is 12.500 years with a standard deviation 5.206. The

youngest firms are only 2 years old and the oldest firms have been listed for 22 years.

Finally, I include industry (INDU_DUM), year and quarter dummies (YQ-DUM).
Year and quarter dummies are dummy variables of corresponding year and quarter.
If an observation belongs to quarter 7 of year t, YQ)_DUM=1, and 0, otherwise. The
industry category is based on the industry classification in Thomson One Banker,
which includes 10 industries: finance, health, consumer service, industrial, consumer
goods, technology, utilities, basic materials, oil and telecommunication. If a firm

belongs to an industry, this industry dummy equals to 1, and 0, otherwise.

In Table 4.6, variables have been breakdown by advance, no change and delay of
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Table 4.6: Variables Breakdown by Modification of First Booking Date of Quarterly
Report

Variable  Advance No Change Delay

CNEWS 0.029 0.013 0.017
NEWS 0.612 0.582 0.579
MNEWS 0.517 0.501 0.476
SIZE 7.806 7.610 7.688
ME/BE 4.242 4.300 4.405
FEV 65.000 61.507 68.893
MAR 0.227 0.241 0.341
AGE 13.207 12.338 13.842

CNEWS is a firm’s earnings surprise. NEWS, firm news, is a 0, 1 dummy variable of CNEWS. NEWS=1, if firm’s
earnings surprise is bigger than 0, and 0, otherwise. MNEWS, relative market condition, is 0, 1 dummy variable
of the difference between firm’s earnings surprise and the market’s average earnings surprise. If a firms earnings
surprise is greater than market’s average earnings surprise, MNEWS is defined as 1 and 0, otherwise. SIZE, firm
size, is the log of total asset. ME/BE, market to book ratio, is calculated as market capitalization divided by total
common equity. FEV, financial leverage, is measured as total debt divided by total equity. MAR, market, is the
category of the market, MAR=1, if a firm belongs to Shanghai stock exchange market, and 0, otherwise. AGE,
listed year, means the year of a firm has been a listed firm. I delete the outlier for all variable (the data which
is higher than 99% and lower than 1%). I also remove all illegal disclosure data (the firms whose disclosure time
exceed the legal period of quarter report) and the data who is a new listed firm (i.e. AGE equals to 1).

first booking dates. “Advance” means that firms advance the first booking dates of
their quarterly report disclosures; “No Change” indicates that firms did not change
the first booking dates of their quarterly report disclosures; and “Delay” is that
firms delay the first booking dates of their quarterly report disclosures. As can be
seem from Table 4.6, the mean values of CNEWS and NEWS in “Advance” (0.029
for CNEWS and 0.612 for NEWS) are greater those in “Delay”(0.017 for CNEWS
and 0.579 for NEWS). Consistent with hypotheses, these initial findings suggest
that firms with good firm news tend to advance the first booking dates of quarterly
report disclosures but firm with bad firm news are likely to delay them. It is contrary
for relative market condition. Bad relative market condition triggers firms to amend
their first booking dates early but good relative market condition make them change

their first booking dates late.
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4.6 Methodology

Since the dependent variable, booking lag, is a 0, 1 dummy variable, both probit
regression and panel probit regression are employed to test its association with
firm news. The former one is used for the baseline analysis and the latter one is
undertaken for robustness checks. Additionally, in the robustness check section,
OLS regression and panel regression are further utilized, as continuous booking lag

is applied as an alternative dependent variable measurement.

Ordinary Least Squares

Ordinary Least Squares (hereafter, OLS) is a standard method to estimate the
unknown parameters in a linear regression model by minimizing the sum of the

squared estimated errors. The standard specification of OLS regression is

yi = a+ Bixy + oy + ...+ Bix;

The OLS estimator is consistent when the regressors are exogenous and there is
no perfect multicollinearity, and optimal in the class of linear unbiased estimators
when the errors are homoscedastic and serially uncorrelated. Under these condition-
s, the method of OLS provides minimum-variance mean-unbiased estimation when
the errors have finite variances. Under the additional assumption that the errors be
normally distributed, OLS is the maximum likelihood estimator. OLS is commonly
used in econometrics, and under the assumptions of normally distributed residuals,

the estimators of OLS are Best Linear Unbiased Estimators (BLUE). In Table 4.12
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of robustness check section, OLS has been employed to test the association between
continuous booking lag and continuous firm news, as the dependent variable, contin-
uous booking lag, is a continuous variable. In order to examine the robustness of this

association, I also utilize panel regression which has been shown as the followings.

Panel Regression

Panel regression is used to the analyse panel data which includes multi-dimensions,
most commonly, dimensions of both cross-sectional and time series. It has three main
advantages in comparison with “pure” time-series or cross-sectional regression such
as OLS regression. Firstly, it may solve the bias problem in terms of unobserved
heterogeneity. Secondly, it may show dynamics which are not possible to detect
using cross-sectional regression. Thirdly, its multi dimension nature increases the
sample sizes. Focused on its first advantage, this study introduces panel regression

so as to detect potential bias caused by potentially unobserved individual firm effect.

Panel regression includes both panel linear regression and panel probit regression.
Panel linear regression is used for analysing continuous dependent variables while
panel probit regression is developed as the increasing needs of using panel regression

to analyse dichotomous dependent variables.

In panel regression, two most widely used panel estimators are fixed effects and
random effects. With fixed effects, no distributional assumptions concerning the
individual effects are required. However, it is not possible to include in the model
covariates that are fixed over the observations for each individual. With random

effects, a specific distributional assumption (typically, normality) is required for the
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individual effects. But it is possible to include covariates that are fixed over the ob-
servations for each individual. The consistency of random effects requires no covari-
ance between the covariates and the individual effects. This is a strong assumption,
which often fails in practice. Fixed effects does not require this assumption. In this
study, however, random effects is used because several of the covariates of interest
(market category, age of being a listed firm and industry category) are fixed over

the observations for each individual.

The standard specification of the panel regression is:

k
Yie =61+ Y_ B Xju + i + iy

Jj=2

Where,

Qi = Z Vo Lpi
p=1

«; represent the unobserved effect, which reflect the joint influence of Z,; (responsible
for unobserved heterogeneity) on Y;. If o; affects any X;,or Y;, OLS estimators will

be biased because of the unobserved effect.

Probit Regression

OLS regression has its limitation when coming to the case of limited dependent vari-
ables. It is inefficient, and the estimated underlying linear probability model (LPM)

represents a poor a priori choice of model specification. However, the probit model
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is a popular specification for an ordinal or a binary response model which employs
normal distribution as the link function. This model is commonly estimated by the
standard maximum likelihood procedure. I employ it in the section of empirical

results, since the dependent variable, booking lag, is a 0,1 dummy variable.

A probit model can constrain the estimated probabilities to be between 0 and 1,
and relaxes the constraint that the effect of independent variables is constant across
different predicted values of the dependent variable. Probit model assumes an S-
shaped response curve such that in each tail of the curve the dependent variable,
Pr(Y = 1), responds slowly to changes in the independent variables, while towards
the middle of the curve, that is, towards the point where Pr(Y = 1) is closest to
0.5, the dependent variable responds more swiftly to changes in the independent

variables. Its general specification is:

Pr(Y =1|x;) = ©(Bo + frx1 + Paxa + ... + Bizi + w;)

where @ represents the cumulative normal distribution function (hereafter, CDF).
The positive (negative) 5 means an increase in X is likely to increase (decrease) the
probability of Y = 1. 3 reports how the index changes with a change in X, but the
index is only an input to the CDF. The size of 3 is hard to interpret because the
change in probability for a change in X is non-linear as it depends on all z, x5 ...
x;. The easiest approach to interpretation is computing the predicted probability Y
for alternative values of X. Therefore, I report the marginal effects in this study as

well.



4.7. Empirical Results 72

Panel Probit Regression

Panel probit regression has been developed to meet the increasing needs of using
panel regression to analyse dichotomous dependent variables. It includes multi-
dimensions, most commonly, dimensions of both cross-sectional and time series.

The regression of panel probit has been expressed as the following

Pr(Y =1|x;y) = ®(Bo + Sixis + Potiy + ... + Biis + €i1)

where @ represents the cumulative normal distribution function (hereafter, CDF), in
a fixed effects model, ¢;; is assumed to vary non-stochastically over i or t making the
fixed effects model analogous to a dummy variable model in one dimension, while
in a random effects model, ¢, is assumed to vary stochastically over ¢ or ¢ requiring
special treatment of the error variance matrix Hsiao et al. (1999). As the same as
panel regression, panel probit regression is more complex in comparison with “pure”
cross-sectional probit regression. In order to check the robustness, the panel probit
regression has also been applied to test the relationship between booking lag and

firm news in next section.

4.7 Empirical Results

Table 4.7 shows the probit regression and Table 4.8 reports the panel probit regres-
sion results of booking lag on firm news and other control variables. In both tables,

four model specifications (model 1 to model 4) are provided. For each model, both
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coefficients and marginal effects are shown. The first model only includes the firm
news as the independent variable. The second model includes the control variables:
firm size, market to book ratio, financial leverage, market category and listed year
as additional explanatory variables, in order to examine the effect of controlling for
these variables on the relationship between firm news and booking lag. As different
industries may have distinct disclosure traits, the industry dummies are added in
model 3. The only difference between m3 and m4 is that the latter one includes the

dummy variables for the year and quarter.
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In Table 4.7, the firm news is negatively related to booking lag at a 5% to 10%
significance levels in all model specifications. It supports Hy, and Hy, and suggests
the null hypotheses should be rejected. Managers appear to be willing to advance
their first booking dates of quarterly reports if quarterly reports reveal good firm
news, but delay them if quarterly reports reveal bad firm news. In particular, the
marginal effects of firm news suggest that, bearing bad firm news is associated with
an increase of 0.033 to 0.051 in the probability of postponing first booking dates of

quarterly reports.

Consistent with Dyer and McHugh (1975) and Atiase et al. (1989), in Table 4.7,
the association between firm size and booking lag is significantly negative. One unit
increase in firm size causes a 0.490 to 0.578 decrease in probability of booking lag.
The results suggest that large firms have a propensity to advance their first booking
dates of quarterly reports, whereas small firms are likely to postpone them. Dyer
and McHugh (1975) suggests that managers of large firms have more propensity to
release their financial information early than the managers of small firms. And they
attribute this to concern by large firm managers that they could attract investors
more attention than small firms and investors may consider their firm news as bad
if it is delay since the late release may be expected to convey bad news (the good

news early and bad news late hypothesis).

As can be seen from Table 4.7, financial leverage is significantly and positively related
to booking lag. The marginal effects of financial leverage shows that an increase of
0.004 in booking lag, is expected to occur if financial leverage increases by one unit.
A high financial leverage ratio indicates the firms are using a high proportion of

debt and other liabilities to finance their assets, and consequently, every thing else
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4.7. Empirical Results 7

being equal, they are more riskier and more likely to experience financial distress
than firms with lower financial leverage. Debtholders tend to impose covenants in
their debt contracts when financial leverage is high. If the firms are in danger of
violating one of these covenants, they will prefer to delay the publication of their
accounts. This could be the reason that firms with higher financial leverage tend to

delay their first booking dates of quarterly reports.

Additionally, I find evidence that market category is positively associated to booking
lag at a 1% significance level. For example, in Table 4.7, being a Shanghai stock
exchange listed firm is associated with a increase of 1.416 to 1.653 in the probability
of delaying the first booking date of quarterly report. It suggests that firms listed
in the Shanghai stock exchange have more propensity to delay their first booking
dates of quarterly reports than firms listed in Shenzhen stock exchange. This could
be attributed to the different regulations in two stock exchanges. During each legal
disclosure period, the Shanghai stock exchange market allows no more than 40 firms
release their reports per day, whereas Shenzhen stock exchange market permits no
more than 25 firms. According to these regulations, there could be no space for
managers to book a desired disclosure dates of quarterly reports, when they firstly
booked with CRSC. However, they can achieve it by amending the first booking

dates of their quarterly reports.

There is a significantly and positive association between listed year and booking lag
in model 2 and model 3 of Table 4.7 as well. However, in model 4, after controlling for
the year and quarter dummies, this relationship becomes insignificantly. A possible
explanation for this relationship could be that, the longer the listed year, the more

business lines and consequently, the more time needed to prepare the quarterly
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reports.

The findings of Table 4.8 support the good news early and bad news late theory. As
the same as Table 4.7, the firm size, financial leverage, market category and listed
year are significant determinants on booking lag. Especially, the marginal effects of
firm news, financial leverage and market category are improved after controlling for

unobservable individual effects.

4.8 Additional Analysis

The section on empirical results concludes that managers have a propensity to a-
mend their first booking dates early if their quarterly reports reveal good firm news
but change them late if their quarterly reports reveal bad firm news. However, the
question why managers change their first booking dates to manipulate their disclo-
sure dates of quarterly report rather than book desired disclosure dates directly?
Based on the theoretical predictions of Acharya et al. (2011), I conjecture it could
be due to that managers tend to decide whether to advance or delay the releases
of their firm news until the relative market condition is available. At the time of
booking their disclosure dates with the CRSC, managers will not be in a position to
decide whether book a early or late disclosure dates since they are unlikely to know
the relative market condition. However, after prior firms have released their firm
news, managers can infer the relative market condition based on these released firm
news compared to the prior released firm news in the same legal disclosure period
of last year, and amend their original booking dates to advance or delay their first

booking dates of quarterly reports. In this thesis, I define the relative market con-



4.8. Additional Analysis 79

dition as bad, if a firm’s earnings surprise is greater than market’s average earnings

surprise, but good, if it is less.

Table 4.9 and Table 4.10 show the regression results of the booking lag on relative
market condition and other control variables by employing probit and panel probit
analysis. The structure of Table 4.9 and 4.10 is the same as those of Table 4.7 and
Table 4.8. The first model only include relative market condition as the independent
variable. The remaining three models add the control variables as the independent

variables gradually.

In all model specifications of Table 4.9, the relative market condition is significantly
and negatively related to booking lag. The marginal effects of relative market condi-
tion show that, bearing bad relative market condition is associated with an decrease
of 0.040 to 0.045 in the probability of postponing first booking dates of quarterly
reports. Consistent with the theoretical findings of Acharya et al. (2011), managers
have a propensity to advance their first booking dates of quarterly reports, if the
market news is bad, conversely, they are likely to delay their first booking dates of
quarterly reports, if the relative market condition is good. The results of Table 4.10

also support these findings.

According to the explanations of Acharya et al. (2011), managers do not want to
make their bad firm news seem worse compared to good relative market condition
and they hope the delay of quarterly report can avoid this detrimental comparison.
Conversely, if the relative market condition is bad, the early release of good firm
news could make the good firm news seem better compared to the bad relative

market condition.
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These findings are also related to the paper of Trueman (1990) and Kothari et al.
(2009) which illustrate that managers have strong incentives to withhold bad firm
news and gamble that subsequent events can hide their bad firm news to some

extent.

In addition, as the same as the findings in Table 4.9 and 4.10, the firm size, financial
leverage, market category and listed years are significant determinants on booking

lag.

4.9 Robustness Check

4.9.1 Annual Data

Since annual report is required to be audited, it is commonly considered more s-
tandard than quarterly report. Hence, in Table 4.11, the relationship between firm

news and booking lag has been retested using only annual data.

Model 1 and model 2 show the regression results by applying probit regression
and model 3 and model 4 report the regression results by employing panel probit
regression. Model 1 and model 3 only include firm news as the explanatory variable.
Model 2 and model 4 additionally include control variables. Supporting the main
finding in the section of empirical results, the association between firm news and

booking lag is consistently and negatively at 1% to 5% significance levels.

I also find the directions of market category and firm size in this table are consis-

tent with the findings in previous tables. However, the coefficient of firm size is
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insignificant when controlling unobservable individual effects in model 4.

4.9.2 Continuous firm news and Continuous booking lag

In Table 4.12, an alternative measurement of firm news and booking lag have been
employed. Both of them are defined as continuous variables in this table. The con-
tinuous booking lag is measured as the booking difference shown in Equation (1)
and the continuous firm news is defined as earnings surprise expressed in Equation
(2). As a further check, I apply OLS regression and panel regression to test the rela-
tionship between continuous firm news and continuous booking delay. In all model
specifications of Table 4.12, the directions of the continuous firm news coefficients
are negative. Although the coefficients of continuous firm news are insignificant in
model 1 and model 5, they are consistent and significant in the other six models.
This finding further supports that good firm news triggers managers to advance their
first booking dates of quarterly reports whereas bad firm news encourage managers

to delay them.

As the same as the findings in previous tables, the firm size, market category and
listed year are significant determinants on booking lag as well. In particular, there
is a significant and positive relationship between market to book ratio and booking
lag. It suggest that firms with high market to book ratio are willing to advance their
first booking dates of quarterly reports, but firms with low market to book ratio
prefer to delay them. Loughran and Ritter (2000) suggest, high market to book
ratio could be an indicator of securities being overvalued. After the firm news has

been released, the overvalued stock price will drop back to fundamental. Therefore,
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the firms with high market to book ratio may choose delay the disclosure of their

quarterly reports.

The results in this section suggest the findings in support of the good news early
and bad news late hypotheses to employ different measurement of firm news and
booking lags, and resting analyse the annual data. In addition, firm size, market
book ratio, market category and listed year have been found to be the determinants

of booking lag.

4.10 Conclusion

In this chapter, using the context of the Chinese booking system of quarterly report
disclosure, I investigate whether managers strategically time their disclosure dates
of quarterly reports by amending their first booking disclosure dates of quarterly
reports. Consistent with the good news early and bad news late hypothesis, I find
managers advance their first booking dates if firm news is good, but they delay them
if firm news is bad. I further demonstrate that waiting for relative market condition
could be the motivation of managers who use the timing strategy to amend the
first booking dates. At the end of each fiscal quarter, managers could book initial
disclosure dates with the CRSC but when relative market condition becomes public,
they then change their disclosure dates by advancing or delaying their first booking
dates. In line with the findings of Acharya et al. (2011), the results also show that
managers advance their first booking dates when relative market condition is bad
whereas they delay them when relative market condition is good. In addition, I find

that firm size, market to book ratio, financial leverage, market category and listed
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year are determinant of timeliness of quarterly report disclosure.



Chapter 5

Good News, Bad News and

Simultaneous Disclosure

5.1 Introduction

Prior literature on the timeliness of financial information disclosure focuses on the
discrete release of single financial information sources and pays limited attention to
the release sequence of two financial information sources. In this chapter, I empiri-
cally examine whether the nature of firm news affects the decisions of managers on

the release sequence of the two financial information sources.

The unique financial report disclosure regulation in China provides a natural exper-
iment for my study. The CSRC requires listed firms to release annual reports of one
year within the first four months of the following year and to publish the subsequent

first quarterly reports in April of the same year. Accordingly, there is a overlapping

38
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legal disclosure period between those two reports which allows firms to release them
simultaneously or separately. My results, based on a sample of 3029 observations
from 2006 to 2012, shows that 84.9% of firms release these two reports separately

while only 15.1% of firms publish them together.

I find that managers prefer to make simultaneous disclosure, if the two reports reveal
bad news, but separately, if they both reveal good news. These findings are in line
with the implications of mental accounting theory proposed by Thaler (1999), which
states that individuals have a propensity to integrate two losses but segregate two
gains. Thaler (1999) also suggest this may reflect the utility of integrated losses
being higher than the utility of segregated losses, whereas the utility of segregated
gains appears to be higher than the utility of integrated gains. In particular, the
simultaneous disclosure of two reports revealing bad news is in line with the big
bath theory, which implies that if this period’s earnings are low, managers have a
propensity to make this period’s earnings worse so that the next period’s earnings

seem better (Kirschenheiter and Melumad, 2002).

Additionally, T find managers prefer to release annual reports and subsequent first
quarterly reports simultaneously, if the annual report reveals bad news and the sub-
sequent first quarterly report conveys good news, conversely, managers are likely
to publish them separately, if the annual report reveals good news and the subse-
quent first quarterly report contains bad news. A possible explanation is that the
difference between the two released news reflects the direction of a firm’s growth.
Generally, the annual bad and subsequent quarter good news implies a favorable
growth of the firm, whereas the annual good and subsequent quarter bad news sig-

nifies worsening of the firm’s prospects. Therefore, if the annual report reveals bad
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news and the subsequent first quarterly report conveys good news, managers tend
to use simultaneous disclosure to make the investor to observe the favorable firm
growth more directly. In contrast, if the annual report reveals good news and the
subsequent first quarterly report contains bad news, the managers are likely to sep-
arate the disclosure in hope of lowering the probability of investors to detect the
firm’s worsening position. However, the relationship between annual bad and quar-
ter good news and simultaneous disclosure is not significant. A possible explanation
for the lack of significance is the negativity bias, which suggests, even when events
are of equal intensity, negative events tend to have a greater impacts on individuals
than positive events. In this study, the annual good and quarter bad news indicates
a negative event and the annual bad and quarter good news implies a positive event.
The results comply with the negativity bias as managers appear to react stronger to
the annual good and quarter bad news, but react less to the annual bad and quarter

good news.

Further, listed firms are required by the CSRC to book disclosure dates of quarterly
reports with the CSRC by the end of each fiscal quarter. At the time of booking
the annual report release date, managers will not know the results of the subsequent
first quarter and thus will not be in a position to decide whether to release the two
reports simultaneously or separately. Managers, however, can subsequently advance
or delay the annual report booking date when the results of the first quarter become
available since CSRC permits firms to change their first booking dates at least 5
working days beforehand. This unique Chinese disclosure booking system allows us
to study how managers combine or separate the disclosures of the two reports by

altering their first booking dates. I find that, a significant proportion (25.49%) of



5.2. Literature Review 91

managers do amend their annual and first quarterly report booking dates to achieve
simultaneous or separate disclosure. That is, managers have a propensity to delay
the first booking dates of annual reports and advance those of first quarterly reports
in order to achieve simultaneous disclosure, conversely, they are likely to advance
the first booking dates of annual report and delay those of first quarterly report in

order to make the separate disclosure.

The rest of the chapter is organized as follows. Section 2 and 3 review the rele-
vant literature and institutional background; Section 4 develops the research design
and describes the data; Section 5 reports the empirical tests and results; Section 6

presents the additional analysis; and Section 7 summarizes and concludes.

5.2 Literature Review

As stated by Healy and Palepu (2001), in order to maximize profits, managers have
a tendency to time their disclosures of financial information. Previous research on
the timeliness of financial information disclosure has focused on the discrete release
of single financial information sources, whereas there has been limited emphasis on

the release sequence of two financial information sources.

Gennotte and Trueman (1996) theoretically document that managers prefer to make
earnings announcements separately from other disclosures if earnings are likely to
have a favorable impact on firm value. Conversely, managers are likely to make
the earnings announcement simultaneously with other disclosures if the earnings

have a unfavorable impact on firm value. They explain investors are likely to more
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strongly react to price in response to an earnings announcement which is greater than
expected if that announcement is made separately from, rather than simultaneously

with another announcement by the firm.

In light of the incentives of managers to avoid the stock price-related consequences
of earnings disappointments, Lansford (2006) further questions whether managers
strategically time the disclosure of a proprietary indicator such as information con-
cerning patents around the negative earnings announcements. Lansford (2006) sug-
gests that, for a sample predominately composed of small-capital, high-technology
firms, the probability of disclosing a patent strategically before an impending neg-
ative earnings surprise announcement increases in the magnitude of the negative
earnings surprise. Lansford (2006) also finds evidence that such strategic paten-
t disclosure appears to successfully dampen the market’s response to the negative

earnings announcement.

The most relative paper to my study is Xie and Tang (2006) which tests whether
the natures of earnings per shares revealed by 2003 annual report and 2004 first
quarterly report affect the release time difference of these two reports. Xie and
Tang (2006) suggest that the time between the two reports releases tends to be
larger if both reports reveal positive earnings per share, but smaller if either of the

two reports reveals a negative earnings per share.

In this chapter, (1) I use simultaneous disclosure instead of release time difference
as dependent variable, since simultaneous disclosure can better reflect the timing
manipulation between two reports than release time difference of two reports. Ac-

cording to the good news early and bad news late hypothesis proposed by Kross
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(1981), Givoly and Palmon (1982), Haw et al. (2000) amongst others, Xie and Tang
(2006)’s findings of smaller release time difference between 2003 annual report and
2004 first quarterly report could be due to the bad 2003 annual news late and good
2004 first quarterly news early. However, the simultaneous disclosure can avoid
this problem of Xie and Tang (2006) since it measures the release manipulation
between two reports more appropriately and precisely than release time difference.
(2) Different from Xie and Tang (2006), only uses one specific period data, the data
in this chapter extends from 2006 to 2012 and thus includes both time-series and
cross-sectional variations. (3) Rather than using earnings per share of Xie and Tang
(2006), I utilize the earnings surprise conveyed in the reports as the independent
variable and mental accounting theory to further explain the results. (4) In addi-
tion, I test whether managers amend the disclosure dates of two reports to achieve
simultaneous or separate disclosure through changing the disclosure dates function

regulated by the CRSC.

According to the mental accounting theory proposed by Thaler (1999), individuals
have a propensity to segregate gains and integrate losses. In both Graph A and B of
Figure 5.1, V(X +Y") indicates the value of integration and V(X) 4 V(Y) indicates
the value of segregation. In each graph, the first quadrant shows the gain function
while the third quadrant represents the loss function. As the gain function is concave
while the loss function is convex, Graph A shows V(X +Y) is higher than V(X)) +
V(Y), conversely, Graph B exhibits V(X + YY) is lower than V(X) + V(Y). This
implies that the utility of integrated losses is higher than the utility of segregated
losses whereas the utility of segregated gains is higher than the utility of integrated

gains. Therefore, managers could use these two implications to influence investors
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Figure 5.1: Integrate Losses and Segregate Gains
and the stock price-related consequences of the financial information disclosures.

Mental accounting theory was demonstrated in an experiment which was conducted
at Cornell University byThaler and Johnson (1990). Subjects were shown pairs of
outcomes which were either segregated or integrated and asked them which frame
was their favorite. The manners of most subjects were in line with the implications

predicted by mental accounting theory.

The segregated gains implication of mental accounting theory has been found in
the financial market. For example, Lim (2006) demonstrates that investors tend to
sell multiple stocks more when they realize losses than gains. Shefrin and Statman
(1985) also suggests that brokers divide the cash flow of a covered call into three
mental accounts, which includes the call premium, the dividend, and the capital

gain on the stock, in order to make covered calls more attractive to their clients.

For financial information disclosure, in accounting, the big bath theory is related to

the integrated losses implication of mental accounting theory. Kirschenheiter and
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Melumad (2002) state that, if a firm experiences low earnings in a given period,
managers tend to manipulate its income statements to make this poor performance
worse, which they refer to as a “big bath”. The subsequent period’s earnings will be
appear better in comparison. Walsh et al. (1991) also point out that “when circum-
stances are bad, making things just a little bit worse by cleaning out the rubbish
does little harm to either reputation or prospects” (p.174) and Newsweek (p40) ar-
gue that “business is taking something of a even if unwanted bath anyway”, so why
not make the bath “really bad and clean up all my accounts” (p.40)? However, the
big bath theory mostly focus on the earnings manipulations. For instance, Watts
and Zimmerman (1986) have proposed that a manager “has incentives to use meth-
ods, such as big bathing to reduce reported earnings further so that future earnings
and bonuses are increased” (p.209). Bleakley (1995) states managers “may distort
a company’s earnings picture, packing losses into one quarter in a way that makes

past and future earnings look better than they really are”(p.34).

As discussed above, prior literature has not introduced the mental accounting the-
ory into the field of financial information disclosure. However, under the unique
Chinese overlapping legal disclosure period between annual report and subsequent
first quarterly report, this chapter initially links it to the release sequence of two

financial information disclosures.

5.3 Institutional Background

As discussed in chapter 3, from 1997, CSRC implemented a booking system of

quarterly report, requiring all listed firms to book disclosure dates with CRSC near
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to the end of each fiscal quarter. Figure 5.2 shows the disclosure procedure of annual
report ! in China. The “report date” (A) is the date that listed firms report their first
booking dates to their stock exchanges. Since 2001, both Shanghai and Shenzhen
stock exchange markets publish their listed firms’ booking disclosure dates before
the firms’ actual disclosure dates, which is shown as the “announcement date” (B),
which commonly occurs around the beginning of each quarter/year’s legal disclosure
period. The Shanghai stock exchange market requires no more than 40 firms to
release their reports each day, while Shenzhen stock exchange market permits no
more than 25 firms to release their reports. The “disclosure date” (C1 C2 and C3)
is the actual disclosure dates by the firms. Since two stock exchanges allow firms
to change their first booking dates, there are several actual disclosure dates. The
actual disclosure date could be the same (C2) as, earlier (C1) or later (C3) than

first booking date.

Figure 5.2: The Procedure of Annual Report Disclosure

Fiscal Period Legal Disclosure Period

A o0y

dll A Y B C (
1st Jan 31st Decenjber \ BO‘rhApnl
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Booking Date D1sclosu:re Date
Report date is the dates that listed firms report their first booking dates to their corresponding stock markets.
Announcement Date means the dates that stock exchange markets publish their listed firms’ first booking disclosure
dates. Booking date is the dates which firms want to release their reports and have been reported to stock exchange
markets at the report date. Disclosure date is the actual disclosure dates of the listed firms.

The procedures for other quarters are very similar. The difference between them
is the length of the legal disclosure period, which is followed by each quarter. The

legal disclosure period for the first quarter is from 1st April to 30th April; the second

'In China, annul report is fourth quarterly report.
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quarter is between 1st July and 31th August, the third quarter extends from 1st
October though 31st October and the fourth quarter spans a period of time from 1st
January to 30th April. This regulation specifies a unique feature for the disclosure
of quarterly report in China. That is, there is an overlapping release period between
annual report and the subsequent first quarterly report, extends from 1st to 30th
April, which offers a unique opportunity to study the release sequence of two financial
information in this chapter. In addition, based upon the modification regulation of
first booking dates, I further test whether managers amend the first booking dates

of two reports to achieve simultaneous or separate disclosure.

5.4 Research Design and Data

As discussed early in this chapter and more detail in chapter 3, the overlapping legal
disclosure period between the previous year’s annual report and current year’s first
quarterly report, enables me to investigate how managers sequence the disclosure of

these two reports.

My data crosses 10 industries and extends from 2006 through 2012. Both A shares
and B shares from the Shanghai and Shenzhen stock exchanges have been included.
The annual /quarter report disclosure dates are downloaded from the official websites
of the Shanghai and Shenzhen stock exchanges, while other data are collected from

Bloomberg and Thomson one banker.

The dependent variable in my empirical finding section is simultaneous disclosure

which is denoted as SimDis. It is a dummy variable which is equal to 1, if the annual
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Table 5.1: Summary Statistics

Variable Mean Std. Dev. Min Max Obs
dependent and independent variables

SimDis 0.151 0.358 0 1 3029
ADelay 0.518 0.500 0 1 633
QDelay 0.693 0.462 0 1 257
AGQ@BNews 0.209 0.407 0 1 3029
ABQGNews 0.161 0.367 0 1 3029
AGQGNews 0.392 0.488 0 1 3029
ABQ@BNews 0.238 0.426 0 1 3029
control variables

SIZE 7.704 0.946 5.380 10.463 3029
ME/BE 4.332 3.029 0.099 29.810 3029
FEV 61.054 59.323 0 358.431 3029
MAR 0.109 0.312 0 1 3029
AGE 12.221 5.206 3 22 3029

SimDis indicates simultaneous disclosure. SimDis=1, if a firm releases its annual report and subsequent first
quarterly report on the same day, otherwise, 0. If actual disclosure date of annual report is later than its first
booking date, ADelay=1, and 0 otherwise. It is the same for QDelay, quarter book delay. If the actual disclosure
date of first quarterly report is later than its first booking date, QDelay=1, and 0, otherwise. ABQBNews=1, if firm
news is bad in both annual report and subsequent first quarterly report, and 0, otherwise. AGQGNews=1, if firm’s
news is good in both annual report and subsequent first quarterly report, and 0, otherwise. ABQGNews=1 if annual
report reveals bad news and subsequent first quarterly report reveals good news, and 0, otherwise. AGQBNews=1,
if annual report reveals good news and subsequent first quarterly report reveals bad news, and 0, otherwise. Firm
size is briefly expressed as SIZE, which is the log of total asset. ME/BE is the abbreviation of market to book ratio,
which is calculated as market capitalization divided by total common equity. LEV means financial leverage, which
is measured as total debt divided by total equity. MAR is the category of the market, MAR=1, if a firm belongs to
Shanghai stock exchange market, otherwise, 0. AGE means the year of a firm has been a listed firm. All variables
in this table are omitted the outliers (I delete the data which is higher than 99% and lower than 1%). I also delete
all illegal disclosure data (the firms whose disclosure time exceed the legal period) and the data who is a new listed
firm (that is AGFE equals to 1).
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report disclosure date is the same as the subsequent first quarterly report disclosure
date, and 0 otherwise. As shown in Table 5.1, on the basis of 3029 observations,

only 15.1% of firms release their annual report and first quarterly report together.

The explanatory variable of my particular interest is the nature of firm news, which
I examine using the earnings surprise. If current first quarter’s earnings per share
is greater than earnings per share for the same period last year, I define this as
good news, conversely, if it is not, I define the first quarterly report as revealing
bad news. Likewise, I define the annual report as good, if current year’s earnings
per share is greater than earnings per share of last year, and bad, otherwise. I then
compare earnings surprises of annual report and subsequent first quarterly report
and there are four possible outcomes: both good news; both bad news; a good
annual report followed by a bad first quarterly report; and a bad annual report
followed by a good first quarterly report. I use four dummy variables to illustrate
these outcomes and the dummy variable equals 1 when it complies with the outcome
and is 0, otherwise. ABQBNews=1, if firm news is bad in both annual report and
subsequent first quarterly report, and 0, otherwise. AGQGNews=1, if firm’s news is
good in both annual report and subsequent first quarterly report, and 0, otherwise.
ABQGNews=1 if annual report reveals bad news and subsequent first quarterly
report reveals good news, and 0, otherwise. AGQBNews=1, if annual report reveals

good news and subsequent first quarterly report reveals bad news, and 0, otherwise.

According to mental accounting, the utility will be higher if losses are integrated

than segregated. Therefore, I hypothesize that

Hi: managers release annual reports with bad news and subsequent first quarterly
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reports with bad news simultaneously.

Mental accounting also proposes that the utility will be higher if gains are segregated

than integrated. Hence, I further hypothesize

H,: managers release annual reports with good news and subsequent first quar-

terly reports with good news, separately.

Annual reports with bad news and subsequent first quarterly reports with good
news may convey that the firm is improving and the simultaneous disclosure could

emphasize this improvement, thus, I hypothesize that

Hj: managers release annual reports with bad news and subsequent first quarterly

reports with good news simultaneously.

In contrast, annual reports with good news and first quarterly reports with bad news
may convey that the firm’s performance is worsening and the separate disclosure
might lower the probability of investors to observe the deterioration, therefore, I

hypothesize that

H,: managers release annual reports with good news and subsequent first quar-

terly reports with bad news separately.

The Chinese disclosure booking system of quarterly report enables managers to
change their disclosure dates, which creates a unique opportunity to investigate
whether managers utilize this regulation to achieve simultaneous and separate dis-

closures.

In this chapter, I employ annual booking delay, ADelay and quarter booking delay,
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(Q)Delay, to measure how firms change their first booking dates. If a firm’s actual
annual report disclosure date is later than its first booking date, I define annual
booking delay as 1, conversely, if a firm’s actual annual report disclosure date is
earlier than its first booking date, I define annual booking delay as 0. It is similar
for the definition of quarter booking delay. Quarter booking delay is defined as 1,
if a firm’s actual first quarter report disclosure date is later than its first booking
date, and 0, if a firm’s actual first quarter report disclosure date is earlier than its

first booking date.

If managers amend the first booking dates of their annual report, 51.8% firms defer
their first booking dates and 48.2% firms advance their first booking dates. For first
quarterly report of subsequent year, the proportion of delaying firms is 69% and the

percent of advancing firms is 30.7%.
In this chapter, I also hypothesize that

Hj: in order to achieve simultaneous disclosure, managers delay the first book-
ing dates of annual reports, but advance the first booking dates of subsequent first

quarterly reports.
Conversely,

Hg: in order to achieve separate disclosure, managers advance the first booking
dates of annual reports, but delay the first booking dates of subsequent first quarterly

reports.

In order to reveal hypotheses better, all expectations of this chapter have been shown

in Table 5.2. In this chapter, I also control for some accounting information variables
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Table 5.2: Hypotheses

annual report
good news bad news
first quarterly good news | separate disclosure simultaneous disclosure
report bad news | separate disclosure simultaneous disclosure
annual report first quarterly report
simultaneous disclosure delay advance
separate disclosure advance delay

which include firm size, market to book ratio, financial leverage, market, year of
being a listed firm and year dummies, in order to examine the effects of controlling
for these variables on the association between firm news and simultaneous disclosure.
The definitions of these control variables have been shown in Chapter 4. In addition,

the correlations of variables have been shown in Table 3 of Appendix.

5.5 Empirical Results

This section outlines the empirical test results of the first four research hypotheses
by utilizing panel probit regression 2. I first examine whether managers disclose
two reports simultaneously if both reports reveal good news, but separately if both
reports reveal bad news. I then examine whether managers disclose two reports
simultaneously if annual report contains bad news and subsequent first quarterly

report reveals good news, but separately if annual report conveys good news and

subsequent first quarterly report reveals bad news.

2the details of panel probit regression presented in Chapter 4.
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For each relationship, I report four regression models with coefficients and marginal
effects. The first model excludes the control variables whereas the second model
includes firm size, market to book ratio, financial leverage, market, and year of
being a listed firm as the control variable. The third model further adds industry

dummies and the fourth model also includes year dummies as control variables.

5.5.1 Both Bad News and Simultaneous Disclosure

Table 5.3 shows the regression results of simultaneous disclosure, SimDis, on both
bad news, ABQBNews, and other potential explanatory variables. Regression model

4 is shown as the following:

Pr(SimDis = 1|z) = ®(a+ f1ABQBNews + fysize + fsM E/BE + Byleverage +

Bsmarket+Fsage—+pPs I Dum4FsY Dum--¢) Equation (1)

In Table 5.3, the coefficients for ABQBNews in all models are significantly positive
providing support for Hj, that simultaneous disclosure is more likely when both
the annual and subsequent first quarterly reports convey bad news. Especially, the
probability of releasing annual report and subsequent first quarterly report simulta-

neously increased by 0.055 to 0.061, if both reports reveal bad news.

This finding is in line with the integrate loss principle in the mental accounting
theory proposed by Thaler and Johnson (1990). The integrate loss means that
individuals prefer to integrate two losses rather than segregate them. The reason is
the utility of i