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The Effects of Voluntary Disclosure and Dividend
Propensity on Prices Leading Earnings

Abstract

We investigate the joint effects of dividend progign(i.e. whether a firm pays cash dividends)
and voluntary disclosure on the relation betweemett stock returns and future earnings. We
examine whether dividend propensity and voluntasgldsure act as substitutes or complements
in the financial communication process. We alsongra whether the effects of dividend
propensity and voluntary disclosure vary betweg laind low growth firms.

Consistent with prior studies, we find that shariee anticipation of earnings improves with
increasing levels of annual report narrative disate, and that firms that pay dividends exhibit
higher levels of share price anticipation of eagsithan non-dividend-paying firms.

The paper adds to the literature on share priceipation of earnings in two crucial respects.
First we show that the associations of voluntascldisure and dividend propensity with share
price anticipation of earnings are statisticallgrsficant for high growth firms and insignificant
for low growth firms. Second we show that the digant effects we find for dividend propensity
and voluntary disclosure in high growth firms ac perfectly additive.



1. Introduction

Considerable attention has been given to examithegssociation between corporate disclosure
and share price anticipation of earnings (e.g.&chér and Walker, 1999; Lundholm and Myers,
2002; Gelb and Zarowin, 2002; Hussainey et al. 328@d Schleicher et al., 2007). These papers
find that the stock market’s ability to anticipditeéure earnings changes is significantly improved
when firms voluntarily provide higher levels of dissure. However, these studies do not take
into account the possibility that dividend policyaynprovide an alternative device for conveying
value relevant information to the stock market tmaght act as a substitute or complement for

narrative disclosure in the financial communicatiwocess.

Hanlon et al. (2007) examine the impact of dividgmdpensity (i.e. whether a firm pays cash
dividends) on the stock market’'s ability to antatg future earnings. They modify and use the
returns-earnings regression model introduced byirGott al. (1994) to compare the association
between current year stock returns and future egsrfior firms that pay dividends in the current
year as compared with non-dividend-paying firmseytiind that US dividend-paying firms
exhibit significantly higher levels of share prieaticipation of earnings than non-dividend-
paying firms. In addition, Hanlon et al. (2007) toh for disclosure quality, as measured by
AIMR-FAF scores, and they find that the significanof the dividend policy for anticipating
future earnings is reduced. This suggests thatleinds and disclosure might be substitute forms
of financial communication. However, it is possiliteat the relative information content of
dividends and voluntary disclosure could be diffeér@ the US than in the UK as the number of

UK dividend-paying firms is greater than US dividgpaying firms in the period of 1996-2002



(73 per cent in the UK compared with 23 per centhim US; see Denis and Osobov, 2008 for

more details}.

The present paper examines the joint effects dtldind propensity and voluntary disclosure on

share price anticipation of earnings.

In undertaking this task, we argue that it is vitatake into account the growth characteristics of
firms. There are strong theoretical and empiricalugds for expecting this to be the case.
Several researchers (see for example; Brown el @99, Francis and Schipper, 1999 and Lev,
1989) have identified a number of problems with fimancial reporting process, instances of
accounting ‘failure’. Particular attention has bgxnd to the inability of the financial reporting

system to capture the value relevance of intangiblestments on a timely basis (see for
example; Amir and Lev, 1996; Lev, 2001 and Lev &ualgiannis, 1996). High growth and

intangible asset intensity are factors that tendetiuce the predictive value of current earnings
for future earnings. Investors of high growth firare aware that current earnings provide a poor
guide to the future financial performance of thenfi Thus, when valuing these firms, investors

tend to seek other, more-timely, predictors of fetearnings beyond current earnings.

In this paper we use the future earnings respors#ehof Collins et al. (1994) to measure the
degree of share price anticipation of earnings. ¥#& to see if the level of share price

anticipation of earnings varies with dividend progpiégy and with the level of voluntary

! one possible reason for this is the difference betwthe treatments of dividend income in the twontdes
(Morgan and Thomas, 1998). In particular, the UKputation system up to 5 April 1997 significantlywéars
dividend payments compared to the US for both iidizls and pension funds and thereafter still fayalividend
payments to individuals. The abolition of advanogporation tax in April 1999 did not offer this (Blaet al., 2006).
Oswald and Young (2008:51-2) provide detailed imfation on dividends and UK tax legislations.



disclosure. We also test whether the associati@teden dividend propensity or voluntary

disclosure and share price anticipation of earndifisr between high and low growth firms.

Our results show that both narrative disclosurellend dividend propensity are associated with
significantly improved share price anticipationearnings for high growth firms. Moreover, for
high growth firms, narrative disclosure and dividgoropensity appear, to some extent, to be
substitute forms of financial communication. Imtrast we find that neither narrative disclosure
level nor dividend propensity exhibit significangsaciation with share price anticipation of

earnings for low growth firms.

Thus the paper makes an important and novel caniib to the literature on corporate financial
communication. So far as we are aware it is thg paper to examine the joint role of narrative
disclosure and dividend propensity on prices legqdiarnings. Moreover it is the first paper to
show that the predictive value of dividend propgnand narrative disclosure is sensitive to the

growth characteristics of the firm.

The paper proceeds as follows. Section 2 revieves ghor literature and develops our

hypotheses. In Section 3, we describe the genarafiour disclosures scores. Our measure of
share price anticipation of earnings is discusae8liaction 4. Section 5 describes the data and we
present our main regression results in Sectione6ti® 7 presents our specification check and

Section 8 concludes and suggests areas for fuggearch.



2. Prior resear ch and hypotheses development

2.1 Disclosure and Prices Leading Earnings

There is a growing body of literature which exarsilw corporate disclosures affect the stock
market's ability to anticipate future earnings ofpas Hussainey et al. (2003) examine the
information content of annual report narrative mes for anticipating future earnings for UK
firms. Their work builds on the earlier work of $elcher and Walker (1999) but, by adopting
the augmented returns-earnings regression modeolins et al. (1994), uses a research design

closer to those used in Gelb and Zarowin (2002)lam#iholm and Myers (2002).

Hussainey et al. (2003) and Schleicher and Walk899) find that improved levels of annual
report disclosures tend to lead to higher levelssioére price anticipation of earnings. In
particular, Hussainey et al. (2003) find that forgdvbooking earnings statements in the annual
report narratives increase the market’s abilitgticipate future earnings change. However, they
do not find significant results when using a disdi@ metric based on all types of forward-
looking statements. Gelb and Zarowin (2002) anddbatm and Myers (2002) find that the
quality of corporate disclosure, as measured by RIFAF analysts’ rankings of disclosure, is
positively associated with the market’s abilityaaticipate future earnings changes. Schleicher et
al. (2007) find that the association between lewélannual report disclosures and share price
anticipation of earnings is not the same for pabfié and unprofitable firms. They find that the
ability of stock returns to anticipate next per@darnings change is significantly greater for
unprofitable firms that provide higher levels ofrmags predictions in their annual report

narratives. They did not find such results for padie firms.



None of the above papers makes any distinction dextwhigh growth firms and low growth
firms. However all of these studies make use ofrétation between current and future earnings
and stock returns to assess the information cowmtieabrporate disclosures. Moreover it is well
known that differences in growth rates cause thgo@ation between stock returns and
contemporaneous earnings changes to vary betweers fiCollins and Kothari, 1989 and
Rayburn, 1986). High growth firms tend to have kiglevels of intangible assets (Thornhill and
Gellatly, 2005). Such intangible assets tend tacedhe value relevance of current earnings for
overall firm value. If the benefits from these dssare uncertain, investors will find it more
difficult to appraise firm value (Kothari et al.p@2). Additionally, Lee et al. (2005) argue that
increasing uncertainty about future benefits wethd to more information asymmetry between
investors and managers and may introduce noiseeirestimation of firm value in high-tech in
comparison with low-tech firmsFirms can reduce such information asymmetry byiging
additional voluntary information (Ertimur, 2004 this paper, we ask whether increasing the
level of annual report forward-looking disclosurgsproves the stock market's ability to

anticipate future earnings changes, especialljifgin growth firms.

While no papers have examined the effect of firnec#ir growth characteristics on the
association between disclosure and the stock nigrledtility to anticipate future earnings
changes, possibly the most closely related papeut® is Kwon (2002). Kwon (2002) compares
analysts’ forecast accuracy and dispersion betviggimtech and low-tech firms. He finds that
high-tech firms have lower error and dispersioumdlyst earnings forecasts than {tegh firms.

In addition, he finds that higtech firms have higher analyst forecast accuraeyn tlowtech

2 High tech firms invest more in unrecognised infalyassets (Kwon, 2002). As a consequence our grigtvth
sample contains a much larger proportion of high fa@ms than the low growth sample.



firms. He attributes this finding to differencesthme level of voluntary disclosure provided by
these firms. In particular, he states that Higth firms increase their levels of voluntary
disclosure to attract more analysts. Increasingaksire leads to higher levels of analyst forecast
accuracy and lower levels of forecast dispersidhe finding of Kwon’s paper is important in
relation to ours as it indicates that firm chardst&s such as growth prospects can condition the

forecasting practices of stock market participants.

Considerable attention has been paid to the imgalififinancial performance measures to capture
the value relevance of intangible investments aimely basis (see Abdolmohammadi et al.,
2006; Lee, et al, 2005; Lev, 2001; Lev and Zarovii®99). As a consequence the predictive
value of current earnings for future earnings wdofor intangibles rich high growth firms than

for low growth firms.

Given the limited usefulness of their current eagsifor predicting future earnings, one possible
response for firms with significant unrecognisetangible assets or high growth prospects is to
make voluntary disclosure in order to convey vallevant information in a more timely way
(Gelb, 2002, Hyytinen and Pajarinen, 2005 and Kharat al., 2006). Moreover, since current
earnings provide a better basis for predictingrieiearnings for low growth firm, we expect the
influence of disclosure on the relation betweerrenirreturns and future earnings to be stronger

for high growth firms than low growth firms.

The following hypotheses focus on how voluntarycltisure affects the stock market’s ability to

anticipate future earnings:

H1 The degree of share price anticipation of earniisgpositively related to the level of

voluntary disclosure.



H2 The degree of share price anticipation of earniisgpositively related to the level of

voluntary disclosure for high growth firms.

H3 The degree of share price anticipation of earniisgpositively related to the level of

voluntary disclosure for low growth firms.

We also compare the effect of voluntary disclohg®veen high and low growth firms. Thus, the

fourth hypothesis states:

H4 The strength of the degree of association betvabane price anticipation of earnings and

voluntary disclosure is greater for high growtmfs than for low growth firms.

2.2 Dividends and prices leading earnings

Apart from the audited financial statements, vaumptdisclosure is one of two main ways that
firms can communicate information about future eays to the stock market. The other way is

through some types of financial policy choices.

There is a vast literature that explores the pdggilthat financial policy choices may serve to

convey information to the market. One such lin@am@ument focuses on financial signalling as a
solution to the adverse selection problem. In faper we focus on one particular form of
financial signalling, cash dividends. There is bstantial literature on dividend signalling in its

various forms. This literature has produced a cempet of models that can be used to
rationalise alternative types of dividend signalimehaviour, that can represent different forms of
dividend policy, and that generate different modslthe relation between company cash flows,
dividends, and share prices (see Allen and Michd93; Benartzi et al., 1997; Eades, 1982,

and Grullon et al., 2003 for surveys).



Another line of argument focuses on financial pplichoices as a part of the solution to
investor/manager agency conflicts. For examples&er(1986) points to the potential agency
costs of firms having very high free cash flowsd dhe need to set limits to the discretionary
investment choices of company managers. Under lthes of reasoning, the payment of
dividends is potentially informative about the qyabf external investor protection in the firm.
Note that under this line of reasoning, the commation of information is incidental to the

governance role of dividends.

Some recent studies explore the nature of thernmdtion revealed by dividends (i.e.; Grullon et
al., 2002 and Nam et al., 2008). These studiesestidggat dividends changes are associated with
changes in firm risk. In particular, Nam et al. @8) show that firms that initiate dividend
payment experience a reduction in risk, and Grudoml. (2002) show that firms that increase

their payout ratios experience reduced risk.

A number of papers have studied the empirical libksween earnings quality (in particular
earnings persistence) and dividend payouts. Thentquapers of Garcia-Borbolla et al. (2004)
and Skinner (2004) identify subtle and complexretdons between dividend propensity and the
quality of earnings. Moreover these studies rewaghificant differences between US and
European firms. Skinner’s study suggests that divii$ are more likely to be paid by the larger,
more stable US firms. Such firms tend to have npoeglictable earnings streams. Thus his work
suggests that the predictability of earnings framrent earnings and the payment of dividends
are mutually related through the underlying stapiif the firm. On the other hand the study by
Garcia-Borbolla et al. of European firms concluttest dividends are more useful for predicting

future earnings where the quality of earnings v&.lo
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This paper makes no attempt to identify the spetypes of information that dividend payments
convey to investors. As in Hanlon et al. (2007) siraply start from the observation that not all
firms pay dividends. Firms that do not pay dividgnioly definition, cannot be using dividends to
communicate value relevant information. On the thand the payment of dividends may

change the ability of the market to anticipate fatearnings changes.

Relative to Hanlon et al. we make three contrimgioFirst we present results for the UK
economy for a period in which the propensity to gaydends was much higher than in the US.
The average dividend propensity for the firms in sample is 84%, considerably higher than the
corresponding propensity for US firms. For exanfpkenner (2008) reports an average dividend
propensity of 28% for US listed firms for the yed@95 to 2004. Second, we jointly model the
effects of voluntary disclosure and dividend prapgnon share price anticipation of earnings.
Third, we model the extent to which the effectslvidend propensity and voluntary disclosure

on share price anticipation of earnings are linkethe growth characteristics of firms.

Hanlon et al. (2007) make no distinction betweeghkand low growth firms. However it can be
argued that the importance of other information poedicting future earnings could differ
between high and low growth situations. High grovitims typically exhibit higher levels of

information asymmetry than low growth firms, andthigrowth firms are more likely to need to
raise external capital in order to finance theuidknd payments whilst maintaining high levels
of investments. Thus there are good reasons tocexpe effects of voluntary disclosure and

dividend propensity to vary between high and loawgh firms.

Thus we state the following hypotheses:

11



H5 The degree of share price anticipation of earniaggreater for dividend-paying firms than

for non-dividend-paying firms.

H6 The degree of share price anticipation of earniaggeater for dividend-paying high growth

firms than non-dividend-paying high growth firms.

H7 The degree of share price anticipation of earningsesatgr for dividend-paying low growth

firms than non-dividend-paying low growth firms.

H8 The strength of the degree of association betwlanesprice anticipation of earnings and

dividend propensity is greater for high growth fathan low growth firms.

2.3 The joint effect of disclosure and dividends on prices leading earnings

Having introduced the main hypotheses relatinghtares price anticipation of earnings and the
two forms of financial communication we now consitéew to test whether the two forms of

communication act as complements or substituté®relare four logical possibilities:

First, if voluntary disclosure and dividend paynteate different ways of conveying the same
information, then firms that have high levels adadosure but pay no dividends, should exhibit
roughly the same degree of share price anticipatiorarnings as firms with high levels of

disclosure that pay dividends. Similarly firms tipaty dividends should have roughly the same

level of share price anticipation of earnings ipegive of their level of disclosure.

Second, if dividend payments and voluntary disalestonvey unrelated types of information
then the level of share price anticipation of eaggifor firms that have high levels of disclosure

and pay dividends should be stronger than the lezshare price anticipation of earnings for

12



firms that have high levels of disclosure but do pay dividends. Similarly, the level of share
price anticipation of earnings should be strongbeenvboth types of communication are present

than when only the payment of dividends is present.

Third, if the combination of dividend payments awmdluntary disclosure produces related
information that is ‘reinforcing’ (i.e. if there i multiplicative effect) then share price
anticipation of earnings will be the greatest fomg that have high disclosure and also pay

dividends.

Finally, if dividend payments and voluntary disalos convey related information, but some of
the information is common to both i.e. ‘partiallgditive’, then the level of share price
anticipation of earnings for firms that have highidls of disclosure and pay dividends should be
higher than the level of share price anticipatidnearnings when firms have high levels of
disclosure but do not pay dividends or the levetitdre price anticipation of earnings should be
higher when both types of communications are pteam when only the payment of dividends
is present. We test to see which of these fouripitiies is present in the data by allowing for an

interactive effect in our model. Thus we stateftil®wing hypotheses:

H9 The effects of voluntary disclosure and dividemdpensity on the degree of share price

anticipation of earnings are additive.

H10 The effects of voluntary disclosure and dividemdpensity on the degree of share price

anticipation of earnings for high growth firms aditive.

H11 The effects of voluntary disclosure and dividemdpgnsity on the degree of share price

anticipation of earnings for low growth firms amdéive.

13



H12 The strength of the joint effect of disclosure agligidend propensity on share price

anticipation of earnings is the same for high grofiims and low growth firms.

To test the above hypotheses, we follow the approa¢iussainey et al. (2003) to automate the
generation of forward-looking earnings disclosuerss. Section 3 provides further details. We
use the modified regression model of Collins e(E94) to measure the influence of voluntary
disclosure and dividend propensity on share priccigpation of earnings. This model is

discussed in Section 4.
3. Disclosur e scores

We adopt the scoring methodology developed in Hoegaet al. (2003). They automate the
generation of disclosure scores for large samglé#ofirms through the use of QSR N6, a text
analysis software packag&Ve focus on annual report narratives because treegnare likely to
contain voluntary forward-looking earnings predas than other sections of the annual report.
We choose narrative sections with at least ondefféllowing headings: Financial Highlights,
Summary Results, Chairman’s Statement, Chief ExexuDfficer's Review, Operating and
Financial Review, Financial Review, Financial Dimts Report, Finance Review, Business
Review, and Operating Review. All other sectionghe annual report are excluded from our

analysis (for more details, see Hussainey et @032

To measure the informativeness of a firm’s nareatlisclosures, we identify the forward-looking
earnings sentences that are most likely to be udefupredicting a firm’s future earnings

changes. Our measure of disclosure quality isntimaber of forward looking sentences in the

% In the current paper, we use QSR N6 to furthelifate the automation of text searches. Furthermftion about
QSR N6 is available online attp://www.gsrinternational.com
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annual report narratives that contain earningatdirs. We focus on earnings indicators because
Hussainey et al. (2003) and Schleicher et al. (26i@@d that these indicators improve the stock

market’s ability to anticipate future earnings op@aone year ahead.

We calculate our disclosure scores in three stBjps.first step requires the identification of all
sentences that are associated with forward-looktatements in annual report narratives. In this
step, we text-search the narrative sections of @meyports using the list of forward-looking key
words adopted in Hussainey et al. (2003: 277). Tiktsincludes the following thirty-five key
words: accelerate, anticipate, await, coming (financial) year(s), coming months, confidence (or
confident), convince, (current) financial year, envisage, estimate, eventual, expect, forecast,
forthcoming, hope, intend (or intention), likely (or unlikely), look forward (or ook ahead), next,
novel, optimistic, outlook, planned (or planning), predict, prospect, remain, renew, scope for (or
scope to), shall, shortly, should, soon, will, well placed (or well positioned), year(s) ahead.
Similar to Hussainey et al. (2003) we also incldgkeire year numbers in the list of forward-

looking key words.

The next step in the generation of earnings discescores is the identification of information
items that are relevant to the capital market iseasing the firm’s future earnings. Since the
capital market’s information set is unobservablasshiney et al. (2003) examine the contents of
sell-side analysts’ reports as a proxy for the mgskview about the firm’s disclosure quality.
For each forward-looking statement in analysts’orep they identify the key noun of that
statement. For the purpose of the current papeysgehe same list adopted in Hussainey et al.
(2003:280) that is related to earnings indicatdre list contains the following twelve key words
benefit, breakeven, budget, contribution, earnings, eps, loss, margin, profit, profitability, return

and trading.
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Finally, we use QSR N6 to count the number of sergs that include both at least one forward-
looking key word and at least one earnings indicakbis is done by finding the intersection of

the key word search and the topic search.
4. A measure of pricesleading earnings

Our measure of prices leading earnings is base@ajlins et al. (1994). They use the future
earnings response coefficient (FERC) as a proxyhistock market’s ability to anticipate future
earnings. FERC is estimated by regressing curregat stock returns on current and future annual
earnings and returns plus control variables. Thygeession model of Collins et al. (1994) has
been applied in a large number of recent papers Bampghgj and Plenborg, 2008; Dhiensiri et
al., 2005; Ettredge et al., 2005; Gelb and Zaro®b0)2; Hanlon et al., 2007; Hussainey et al.,
2003; Lee et al.,, 2007; Lundholm and Myers, 2002pu@* and Zang, 2006; Oswald and
Zarowin, 2007; Schleicher et al., 2007 and Tucket Zarowin, 2006. In effect the regression

model of Collins et al. has become the standartahigae for measuring prices leading earnings.

Collins et al. (1994) start by highlighting the poempirical performance of the basic

contemporaneous returns earnings regression.
R=b+bX +u (1)

Where R, is the stock return for yedr. X, is defined as earnings change deflated by price at

t-1. Under ideal conditiofisequation (1) will yield a perfect fit, and the eiags response

coefficient (ERC) will be equal t%i, wherer is the required rate of return on equity (Walker,
r

4 Walker (2004)argues that ideal conditions require semi-strongketaefficiency. In such a market, earnings
follow a random walk and earnings at tirhecapture all value relevant information availaki¢ime t .
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2004). Numerous attempts to estimate equation iilarmual data have revealed a very poor
statistical fit (an Rof 10% or less) and an ERC between 1 and 3 i.ehrtawer than the value

implied by a typical cost of equity capital.

Collins et al. (1994) argue that current returrfiece information about both current and future
earnings. Therefore any attempt to explain curstatk return in terms of earnings changes,
should control for information about future earrgngceived in the current period. In the light of
this argument, they include three future earningsvth variables (N=3 and k=1, 2, 3) and make

a number of adjustments to equation (1) to arrii@efollowing regression model

N N
Rt = b0 + blxt +zbk+lxt+k +zbk+N+lR[+k + b2N+2'A‘(‘;t +b2N+3EPt—1 + et (2)
k=1

k=1
where:

R is the stock return for year
R.1, R., andR,;are the stock returns of years 1, t + 2andt + 3 respectively.
Xi» Xy Xispand X, are defined as earnings change deflated by lagaeohgs att — 1.

ER_, is earnings of period -1 over price starting four months after the finahgwear-end of

periodt—1.

AG, is the growth rate of total book value of assetskriodit.

® Note that Collins et al. (1994) find that the asation between current stock returns and futummiegs is not
significant beyond three years ahead.
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Equation (2) shows that a number of forward datmtiables are introduced in order to measure
the level of prices leading earnings. Specificahe model includes future earnings changes as
proxies for the information received by the markeperiodt about earnings growth in years
t+1 and beyond. The inclusion of forward returnshia tmodel,R,,, R,, andR,,, controls

for news about earnings growth in peribéll, t+2, t +3 received in period +1, t+2, t+3
respectively. Because the forward returns variabdggrol for news received in the future about

future earnings, the forward earnings varialdgs, X,,, and X,,, proxy for news about future

t+2
earnings received in the current peribdThis model includes the contemporaneous assettigro

rate,AG, to control for the possibility that firms may irstén advance of future earnings. It also
includes the earnings-price rati€R_,, to control for the possibility that the earningfsperiod

t —1 are not a good proxy for the market’'s expectati@gimet —1) of the earnings for period

tand beyond.

For the ease of exposition we following Lundholnd adyers (2002) and Oswald and Zarowin

(2007) idea in aggregating future earnings oveedhyears into one future variabl&,,and
future returns over three years into one futurdade,R , 2 Such aggregations produce the

following regression model:
R =0, +b X, +b,X;; +b;R; +b,AG, +b,ER  +&  (3)

To test our main hypotheses, we use the modifiesiare of Collins et al. (1994), equation (3).
However, similar to Hussainey et al. (2003) andl&cher et al. (2007), in defining the earnings

growth variable, we deflate earnings change bysttexe price at the start of the current year and

® Lundholm and Myers (2002) show that their resatts unchanged whether the three future years gregated or
separated.
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not by lagged earnings. This is due to the facdt ithia difficult to define earnings growth when
lagged earnings are negative or zero. As a resuydtice deflator is used instead of the earnings

deflator.

As argued earlier, current earnings numbers aedylito be less useful for predicting earnings for
high growth firms. So we predict that these firm#l wse other indicators such as voluntary
disclosure or dividend decisions to convey valuevant information in addition to current

earnings. Such information should enable the madkbetter anticipate a firm’s future earnings.
This should lead to high voluntary disclosure firorsdividend-paying firms having a stronger
relation between current returns and future eamuitanges than low disclosure firms or non-
dividend-paying firms. Therefore, we predict higheERCs for high disclosure firms or

dividend-paying firms.

To test this prediction we interact all independeatiables in equation (3) with a dummy
variable,D, defined to be one for high disclosure firms aedozotherwise. We do not use the
actual disclosure scores. Instead we defindo be 1 for firms in the top two quartiles of the
distribution of disclosure scores and 0 othenfi¥¢e also interact all independent variables with
a dummy variableDiv, defined to be one for firms that pay a dividendhe current year and
zero otherwise. Finally we extend the model to festthe interaction betweeb and Div.
Interacting all explanatory variables in (3) widh Div, and D*Div yields our main regression

model:

" In Hussainey et al. (2003) and Gelb and Zarow92), the authors drop observations with disclosemes in the
second and third quartiles. However, we use tHesfuhple without dropping observations in the nmedglliartiles to
maintain a usable sample size for the regressiatyses. As we will discuss later, Table 1 Paneh@s that the
number of usable non-dividend-paying firms is 5biis number comprises 297 high growth firm-yeard 264 low
growth firm-years. Deleting firms in the middle gtilas will significantly reduce the usable humloérobservations
in each growth category (e.g.; the number will B& for high growth firms and 111 for low growthrfis).
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R =h,+bX, +b,X;; +bR, +b,AG +hER

bD+bD* X, +hD* X; +i,D* R, +b D* AG +b,D* ER (4)
b, Div+b Div* X, +b,Div* X,, +b,Div* R, +bDiv* AG +hby,Div* EP,

bD* Div+D* Div* X, +b,D* Div* X, +1,,D* Div* R, +b,,D* Div* AG +b,,D* Div* ER , +&

The coefficient onX, is hypothesised to be positive. The coefficientXgpmeasures three years

ahead share price anticipation of earnings for dieidend-paying firms with low disclosure
scores.This is the base case in the model. All independanables are interacted with both of

the two dummy variable® andDiv. The coefficient onD* X, measures the extent to which

share price anticipation of earnings is greater Hfgh disclosure non-dividend-paying firms
compared to the base case (i.e. it measures thee gisclosure effect). The coefficient on

Div* X,; measures the extent to which share price antioipaif earnings is greater for low

disclosure dividend-paying firms compared to theebease.

We expect the regression coefficients associatél @ X,, and Div* X, to be significantly

positive for high growth firms. In addition we exgpehese coefficients to be smaller for low

growth firms than for high growth firms.

The variableD * Div* X,, measures the incremental effect of both high d&ale and dividend

propensity. There are four logical possibilitfes:

First, both disclosure and dividends provide thmesanformation. In this case the coefficient on

D* X,, will be equal to the coefficient oBiv* X,,. In addition, the coefficient oD * Div* X,
should be negative and equal in absolute valuka@oefficients onD* X,, or Div* X,,. As a

result, the total impact of both disclosure andd#iwds should be calculated as follows:

8 We thank an anonymous referee for the suggestion.

20



D* X,,+Div* X,,+ D* Div* X,,=D* X, (or =Div* X_,, sinceD* X, = Div* X,,).

Second, both types of communication provide (‘adei} unrelated information. In this case we

predict that the coefficient oD * Div* X, should not be significantly different from zero. As

result, the total impact of both disclosure andd#inds should be calculated as follows:

D* X+ Div* X,,—D* Div* X,,=D* X, + Div* X,,

Third, both types of communication provide relatedormation that is ‘reinforcing’ or

‘multiplicative’. In this case the coefficient ob* Div* X, should be significantly greater than
zero. In other word, the sum of the coefficiemd X, Div* X ;and D* Div* X,;should be
significantly greater than the sum of the coeffitseon D* X,, and Div* X,,. In this case, the

inference is that both dividend propensity and mtduy disclosure are strictly complementary.

Finally both types of communication provide relatebrmation, but some of the information is
common to both i.e. ‘partially additive’. Thereforeve predict that the coefficient on

D* Div* X,, should be significantly lesser than zero. In otlerd, the sum of the coefficients
on D* X,,,Div* X,;and D* Div* X ;should be significantly lesser than the sum of the
coefficients onD* X, and Div* X,,. In this case, the inference is that both dividprmpensity

and voluntary disclosure are partial substitutes.

We treat the issue of which of these four logicakgbilities is true as a purely empirical
question and offer no prior theoretical predicti@ssto which of these outcomes is the most

likely.
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5. Data

To perform our analyses, annual reports in an m@eict format are required in order to use QSR
N6 software as a text analysis tool. Therefore, ioitral sample is limited to all UK non-
financial firms on theDialog database that have at least one annual repatiog covers large
cross-sections of electronic non-financial UK arimegorts for the years 1996 to 2002. So, we
limit our study to that sample peridVe use book-to-market value as a measure of groieh
measure growth on a yearly basis. This allows ugxamine the effect of disclosure and
dividends on share price anticipation of earningemvfirms are classified as high growth or low
growth in a particular time period. We identify higrowth firms as those having below median
levels of book-to-market value and low growth firms those having above median levels of

book-to-market value.

The total number of annual reports Dralog for non-financial firms for the sample period is
8,098. Of those, 7,977 firm-years have matchingnds in Datastream. We delete 1312 firm-
years observations because of changing year-emis.|daves 6665 firm-years. We also delete
2958 firm-years missing observations. This leavé873firm-year observations. Finally, we
delete outliers defined as observations falling itthe top or bottom one per cent of the
distribution of any of the regression variableslldwing Schleicher et al. (2007), we treat the
observations of high and low growth firms as sejgadsstributions. Otherwise, an unreasonably
large number of high growth firm’s observationsivalll into the top and bottom one per cent.

Deletion of inappropriate observations and obseyaatwith missing data reduces the sample to

° Dividends are usually tested over longer samptéogs. However, we restrict our analyses to theséawhich
large numbers of annual reports are availabl®wmtog. This enables us to test the joint effect of disare and
dividends on prices leading earnings.
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3503 firm-years observations. Of those, 1770 fimarg are high growth firms and 1733 firm-

years are low growth firms.

Earnings per share data is calculated by dividipgrating income before all exceptional items

(Worldscope item 01250) by the outstanding number of shads. X,,;, X.,, and X,,, are

then defined as the earnings change for the petjods , t+2 andt+3 deflated by the share price.
Both current and future earnings changes are @dfllay the share price at the start of the return

window for periodt. X,,is calculated as the aggregated future earningstbeefollowing three
years relative to the financial year end. We colleturns data fronDatastream. R, R,
R.,and R, ,,are measured as buy-and-hold returns starting feaght months before the

financial year-end to four months after the finahgiear-end in yeat. In the return measures,
similar to Hussainey et al. (2003), we incorporat®ur month lag to ensure that annual reports

have been released®, is calculated as the aggregated future returns theefollowing three
years relative to the financial year end. Earniyigid, ER_,, is defined as periog-1's earnings
over price four months after the financial year-efgeriodt-1. AG, is the growth rate of total

book value of assets for perib{Datastream item 392).

We collect dividends per share froorldscope (item 05101)° The dividends dummy
variable Div, is set equal to one if firms pay dividends inryeand zero otherwise. In addition
to the above variables, we use a disclosure dunanghle to examine the effect of disclosure on

the returns-earnings association. The disclosurengdy D, is set equal to one for firms in the

10 Worldscope defines dividends per share (item 05101) as ‘el tdividends per share declared during the
calendar year for U.S. corporations and fiscal yeamMNon-U.S. corporations. It includes extra desds declared
during the year. Dividends per Share are basetiefgtoss’ dividend of a security, before normathhiblding tax is
deducted at a country's basic rate, but excludiagpecial tax credit available in some countries’.
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top two quartiles of the distributions of disclosuscores and zero otherwise. As mentioned
earlier, we identify high (low) growth firms as #® having below (above) median levels of
BTMV. BTMV ratio is calculated as the inverse of the markebaok value of equity ratio

(Datastream item: MTBV).

Table 1 presents descriptive statistics for ouraggjon variables. Panel A reports the descriptive
analysis for the full sample. Panel B (C) repofie tlescriptive analysis for dividend (non-
dividend) paying firms. Panel D (E) reports the alggive analysis for high- (low-) growth

firms.

Table 1 shows that dividends were paid in 84% (22%9803) of the firm years in our sampfe.
Panels B and C of Table 1 show that the mediamrétuperiodt is positive for dividend-paying
firms, whilst it is negative for non-dividend-pagifirms. The median current and future earnings

change is positive for both dividend-paying and-dondend-paying firms.

Panels B and C of Table 1 also show that dividesylfg firms, on average, have slightly higher
mean and median levels of voluntary disclosure than-dividend-paying firms. 56% of
dividend-paying firms are in the category of higlsctbsure firms compared to 32% of non-
dividend-paying firms? The table shows a material difference in the dmale scores between
firms in high and low disclosure categories forthdividend and non-dividend-paying firms. The
mean disclosure score ranges from 6.1 to 7.4 fahhaking earnings sentences for firms in the

high disclosure category; whilst the mean disclesscore ranges from 1.4 to 1.8 forward-

" The proportion of dividend-paying firms for theewall population of UK firms is 69%. This numbercislculated
by dividing the total number of dividend-payingnfis on the total number of firms in the period 0962002. This
number is consistent with a recent study by Demd @&sobov (2008) which find that 73% of UK firmsypa
dividends in the sample period 1996 — 2002. Howeweour sample, the proportion of dividend-payiimgns is
much higher than the overall population of dividgraying firms. This is due to the deletion of ineqgriate
observations and observations with missing dathdrsample period of 1996- 2002.

2 The percentages are calculated as 56% = 1655&8532%= 174/551.
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looking earnings sentences for firms in the lowcldisure category. The differences in means
between high and low disclosure scores are stalitisignificant at the 1 per cent level (not

reported in Table 1).

Panels D and E of Table 1 show that the medianadise scores for the high and low disclosure
groups is quite similar across high and low growtms. The median disclosure score is 6
forward-looking earnings sentences for firms in tigh disclosure category; whilst it is 2
forward-looking earnings sentences for firms in tbe disclosure category. In addition, the
differences in means between high and low disceosoores are statistically significant at the 1
per cent level (not reported in Table 1). Panelarnd E also show that the median return in
periodt for high growth firms (3.3%) is slightly lower thahat for low growth firms (4.3%). The
median current and future earnings change is pesitor both high and low growth firms.
Finally, the median future earnings changes of ¢gpawth firms are higher than those of high

growth firms.

[Table 1 about here]

6. Main empirical results

Our main empirical results are based on pooledessipns for the sample period 1996-2602.
Table 2 reports these results. Column 2 reportsréBalts for the full sample. Column 3 (4)
reports the results for firms in the high (low) gtb firms. Heteroscedasticity-consistent p-values

are given in parentheses.

13 Hanlon et al. (2007:16) argued that ‘future eagmimesponse regressions are likely to suffer frah kross-

sectional correlation (correlation across firmshivita year) and time series correlation (over timihin the same
firm)’. We follow the method recommended by Petar§2008) and used in Hanlon et al. (2007) by iniclgd/ear

dummies to control for the time series correlatim by allowing for error clustering within firmR@gers standard
errors) to control for the cross-sectional corielat
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[Table 2 about here]

6.1 Disclosure and prices leading earnings

Table 2, Column 2 presents the results of estigaéiquation (4) for the full sample. As

expected, the coefficient associated wXh is positive and significant. The coefficient &t is
0.80 with a p-value of 0.001. However, the coeéfitifor X,, is—0.06 with a p-value of 0.767.
This suggests that current stock price is posytiasisociated with current earnings changes, but

not with future earnings change. So there is nalenge that prices lead earnings for low

disclosure firms that pay no dividends.

The incremental predictive value of high forwardkong earnings disclosures for anticipating
future earnings is given by the coefficient @ X,,. The coefficient onD* X,; is 0.68 with a
p-value of 0.031. The significantly positive coei#int suggests that high disclosure firms that
pay no dividends exhibit higher levels of share@rmnticipation of earnings three years ahead
than low disclosure firms that pay no dividendsudlthe effect of disclosure on prices leading
earnings is in line with the prior findings of Sielwher and Walker (1999); Lundholm and Myers
(2002); Gelb and Zarowin (2002) and Hussainey.g8I03). Based on these findings, we accept

hypothesis 1.

Table 2, Columns 3 and 4 reveal a number of sicamti differences between high and low
growth firms. The current earnings variable exkikithigher ERC for low growth firms than high
growth firms. The coefficient orX; is 1.12 with a p-value of 0.001 for low growthnfis, while

it is positive (0.42), but insignificant, for higigwrowth firms. The difference between the two

coefficients is statistically significant at theér cent level.
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We find no evidence of share price anticipatioreafnings for high growth firms that pay no
dividends and that provide low voluntary disclosurEor these firms, we obtain a statistically
significant negative coefficient onX,,. This indicates that the market is unable to #die
future earnings changes for high growth firms tpadvide low voluntary disclosure in their
annual report discussion sections and that do aptdpvidends in the current year. In contrast
there is strong evidence that low growth low disale firms that do not pay dividends do exhibit

share price anticipation of earnings for three yedread. The coefficient oX,, is positive and

significant at the 1 per cent level.

Looking at the effect of disclosure on prices legdearnings, we find that the coefficient on
D* X,; for high growth firms is 1.63 with a p-value of086. This coefficient indicates that
narrative forward-looking earnings disclosures ighhgrowth firms’ annual reports improve the
market's ability to anticipate future earnings aparthree years ahead. Based on this result we

accept hypothesis 2.

In contrast there appears to be no significantcefé disclosure on share price anticipation of

earnings for low growth firms that do not pay dsmdis. The coefficient o * X,,, for high

disclosure low growth firms is 0.19 with a p-valok0.467. Thus, the voluntary disclosures of
low growth firm do not appear to improve the stocérket's ability to anticipate future earnings

changes. This leads us to reject hypothesis 3.

Overall our evidence for low growth firms suggesitat the market is able to forecast future
earnings changes, but this ability is neither lthke nor improved by forward-looking earnings
statements in annual report narrative sections.éMigence for high growth firms supports the

view that the market has particular difficulties forecasting firms’ future earnings changes,

27



however that this difficulty is partially overconty increasing the number of forward-looking

earnings information in annual report narrativetises.

We also test for differences between high growtimgiand low growth firms. We test the extent
to which the association between share price gaticin of earnings and disclosure is
significantly stronger for high growth firms thaarflow growth firms. We perform this test by
including all high and low growth firms in one dsgd Then, before running our analyses, we
create a dummy variable to be equal 1 for high ¢nofivms and zero otherwise. Finally, we
interact the high growth dummy variable throughté model. We find a positive and
significant coefficient orGrowth* D* X,, of 0.50 with a p-value of 0.020 (not reported able

2). This suggests that that the strength of therede@f association between share price

anticipation of earnings and voluntary discloswgestronger for high growth firms than for low

growth firms. This leads us to accept hypothesis 4.

6.2 Dividends and prices leading earnings

As discussed earlier, voluntary disclosure is dnt® ways that firms provide information about
future earnings to the market. Another way thamércan provide information is through
dividend policy. Here we examine the extent to \Wwhittvidend propensity improves the stock
market's ability to anticipate future earnings opesm The incremental predictive effect of
dividend propensity on share price anticipationeafrnings is given by the coefficient on

Div* X,,.

Column 2 Table 2 shows that the coefficient Biv* X, is positive and significant. This

coefficient is 0.51 with a p-value of 0.025. Thmglicates that paying dividends improves the
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market’s ability to anticipate future earning chasgThe significant positive coefficient indicates
that low disclosure firms that pay dividends exhiigher levels of share price anticipation of
earnings than low disclosure firms that pay no déwids. The significant effect of dividend
propensity on prices leading earnings is in linéhvthe findings of Hanlon et al. (2007). Based

on these findings, we accept hypothesis 5.

Table 2 Column 3 shows that the coefficientDiv* X, for high growth firms is 1.62 with a p-

value of 0.001. This coefficient demonstrates thigh growth dividend-paying firms exhibit
significantly higher levels of share price anti¢ipa of earnings than high growth non-dividend-

paying firms. Based on this result we accept hypsith6.

In contrast, Table 2 Column 4 shows that the coeffit on Div* X, for low growth firms is

negative and insignificant. Thus, there is no evidethat the dividend propensity of low growth
firms is associated with an improvement in the raiskability to anticipate future earnings

changes. Based on this result we reject hypothesis

Overall our evidence indicates that there is a natdifference between high and low growth

firms in the association between dividend propgreid share price anticipation of earnings. For
high growth firms we find that the ability of theanket to anticipate future earnings changes is
significantly greater when the firm pays dividemdghe current year. We find no such evidence

for low growth firms.

We test for a difference between high growth and growth firms by interacting a dummy
variable for high growth throughout the model. Wfedfa positive and significant coefficient on

Growth* Div* X, of 1.41 with a p-value of 0.001 (not reported @ble 2). This suggests that
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the strength of the degree of association betwdwmesprice anticipation of earnings and
dividend propensity is stronger for high growthnfg than for low growth firms. This leads us to

accept hypothesis 8.

Summarising the results for the above hypothesésH8), we find that both dividend propensity
and high disclosure are positively associated withre price anticipation of earnings for high

growth firms. However, there is no evidence ofikmeffects for low growth firms.

6.3 The Joint effect of disclosure and dividends on prices leading earnings

We now turn to the hypotheses which are concerntidtiwe joint effects of high disclosure and
dividend propensity on prices leading earnings. Hoeemental predictive value of both high
disclosure and dividend propensity for anticipatingire earnings is given by the coefficient on

D* Div* X,,. Column 2, Table 2 shows some evidence of a gubeti effect. The coefficient

on the interaction variabl® * Div* X,, is negative (—0.44) and statistically insignificat an

accepted level. This indicates that both disclosune dividends provide related information, but
some of the information is common to both i.e. #ifects are ‘partially additive’. Our best
estimate for the combined effect of disclosure divitlend is 0.75 (i.e. 0.68+0.51—- 0.44] which
is smaller than the sum of the coefficients Bri X, and Div* X, [1.19 = 0.68 + 0.51] with a
p-value of 0.001(not reported in Table 2). However, because ofits&gnificant coefficient on

D* Div* X,,, it is not safe to assume that the combined efféatisclosure and dividends is

additive. Therefore, we reject hypothesis 9.

For high growth firms, we also find some evidenta substitution effect. The coefficient on the

interaction variabl® * Div* X,, is negative (—1.68) and significantly significattthe 10 per
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cent level. This indicates that disclosure andd#iuds provide related information, but some of
the information is common to both. Thus, it is sate to assume that the combined effect of high
disclosure and dividend propensity is perfectlyitidel Our best estimate is that the combined
effect of dividend propensity and high discloswseli57 (i.e. 1.63+1.62—-1.68) with a p-value of
0.001 (not reported in Table 2), which is below the fister effect for high disclosure and

below the first order effect of dividend propensitythis case, the inference is that both dividend
propensity and voluntary disclosure are strict stuies for high growth firms. Based on these

findings we reject hypothesis 10.

As the results for the low growth firms indicateaththere is no first order effects either for
dividend propensity or voluntary disclosure, wedfithat the coefficient orD* Div* X,, is

positive (close to zero) and statistically insigraht at an accepted level. Based on these findings

we reject hypothesis 11.

Finally, we test for differences between high gtoveind low growth firms by including an
additional dummy variable for high growth firms. West the extent to which the association
between the joint effect of voluntary disclosurel dine payments of dividends on prices leading
earnings are significantly stronger for high grovitins than for low growth firms. The analysis

shows a negative significant coefficient @rowth* D* Div* X, of —1.83 with a p-value of

0.067 (not reported in Table 2). This significantiggative coefficient indicates that dividend
propensity and high voluntary disclosure are ssidbstitutes for high growth firms. We do not

find such evidence for low growth firms. This leadsto reject hypothesis 12.
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7. Robustness analysis

In this section we examine the sensitivity of oasults to the determinants of the earnings
response coefficients. Lundholm and Myers (2002n@re a number of determinantsoof rent
earnings response coefficient when exploring tls®@ation between share price anticipation of
earnings and corporate disclosure. These determsimasiude loss status, growth, beta, earnings
persistence, size and the sign of the currentiretdanlon et al. (2007) examine a similar set of
determinants when exploring the association betwaeme price anticipation of earnings and
dividend propensity. The results of both studidge(ahe inclusion of control variables) remain
consistent with the original findings indicatingaththese control variables do not drive the

association between disclosure (and dividends)yaacke price anticipation of earnings.

Schleicher et al. (2007) provide evidence thatabsociation between annual report narratives
and share price anticipation of earnings is notgame for profitable and unprofitable firms.

They find that the ability of stock returns to aigate the next year’s earnings change is
significantly stronger for high disclosure unprabte. They do not find the same result for
profitable firms. Therefore, based on the resultsSchleicher et al. (2007), we examine the
sensitivity of our results to firm profitabilityatus. Similar to Schleicher et al. (2007) we define

loss (profit) as negative (positive) operating imeo before all (operating and non-operating)

exceptional itemsWorldscope item 01250).

To examine the effect of losses on the associdtietwveen disclosure, dividends and prices
leading earnings, we divide our sample into twcegaties; unprofitable firms and profitable
firms. Then, we run our regression model (equadipfor each category. The results are reported

in Table 3.
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[Table 3 about here]

Consistent with Schleicher et al. (2007), Column% and 3.1 of Table 3 show that high
disclosure increases the market’'s ability to apéite future earnings changes for unprofitable
firms — but not for profitable firms. The coeffioieon D* X, is positive (1.01) and statistically

significant at the 5 per cent level for unprofi@irms, whilst it is smaller and insignificant for

profitable firms.

Table 3 shows that several of our previous findiatl hold after separating our sample into
unprofitable firms and profitable firms. In partiayy Column 3.3 shows that the market is able to
anticipate future earnings changes for low growtdfiable firms (the coefficient onX,; is
significantly positive at the 5 per cent level).iFkability is neither linked to nor improved by
high disclosure or dividend propensity. In additi@olumns 2.2 and 3.2 show that the market
has particular difficulties in anticipating futuearnings changes for high growth profitable and

unprofitable firms. The coefficient oX ,for these firms is negative.

Consistent with results in Table 2, we find that #ffect of high disclosure on prices leading
earnings is positive for high growth firms regasfief their profitability status. The coefficient
on DX,, is 0.93 with a p value of 0.209 for high growthpuofitable firms and 1.47 with a p
value of 0.160 for high growth profitable firms.la 3 also shows that the effect of disclosure
on prices leading earnings for high growth firmguieater than the effect for low growth firms
regardless of the profitability of the firms. Inrpeular, the coefficient onDX,, is higher for
high growth unprofitable firms than for low growmtimprofitable firms. However, the difference

between high growth unprofitable firms and low gtownprofitable firms is not statistically
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significant (not reported in Table 3).0On the other hand, the effect of disclosure omesri
leading earnings for high growth profitable firnsssignificantly greater than the effect for low
growth profitable firms (significant at the 10 pmant level; not reported in Table 3). The results
suggest that the strength of the degree of assmtibétween share price anticipation of earnings

and voluntary disclosure is greater for high grofiutims than for low growth firms.

Consistent with results in Table 2, we find that difect of dividend propensity on prices leading
earnings is positive for high growth firms, whikeis negative or close to zero for low growth
firms. However, the effect for high growth firmsasly statistically significant for high growth

profitable firms at the 1 per cent level.

The effect of dividend propensity on prices leade®synings is significantly greater for high
growth firms than for low growth firms, in both fitability subsamples. For unprofitable firms

the coefficient onDiv* X,, is 1.08 with a p-value of 0.390 for high growthpuofitable firms,

while it is 0.08 with a p-value of 0.883 for lowagvth unprofitable firms. The difference between
high and low growth unprofitable firms is statisiiy significant at the 10 per cent level (not

reported in Table 3). For profitable firms the dméént on Div* X,; is 1.51 and significant at

the 1 per cent level for high growth firms, whiteg negative and insignificant for low growth
firms. The difference between high and low growtbfipable firms is statistically significant at
the 1 per cent level (not reported in Table 3).SEneesults confirm that the strength of the degree
of association between share price anticipatioeaohings and dividend propensity is greater for

high growth firms than for low growth firms.

14 As mentioned earlier, we statistically test théuatdifferences between high growth and low grofitins by
interacting a dummy variable for high growth thrbagt Equation (4).
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A particularly interesting feature of Table 3 ig tivay that the joint effect of dividend propensity
and disclosure varies between profitable and urtpldé firms. In particular the results suggest
some (weak) evidence of a complementary effecthigh growth unprofitable firms. The
subsitution effect that we reported in Table 2 eanfomed in the high growth profitable
subsample, although it is no longer statisticaijyndicant. The difference between high growth

unprofitable and high growth profitable firms fdret coefficient onD * Div* X,,is significant at

the 1 per cent level (not reported in Table 3).

Finally it is worth noting that for high growth urgditable firms the combined effects of high
disclosure and dividend propensity are very comalgle (0.93+1.08+1.68 = 3.69). High growth
unprofitable firms are the firms for which curregarnings is least relevant (revealed by a
negative current ERC), and for which the combinieces of narrative disclosure and dividend

propensity are the most useful for predicting fatearnings.

8. Conclusion

This paper builds on literature that examines thke between narrative disclosures and prices

leading earnings.

We extend this work in two important ways. Firstisiwell known that financial policy choices,
such as dividend signalling, potentially offer dtemnative set of devices for conveying value
relevant information to the market. In particulamfs that pay dividends may use changes in
dividends to signal future profitability. We inviegite whether firms that pay dividends exhibit
higher levels of share price anticipation of eagsinand whether dividend propensity acts as a

substitute for narrative disclosure in financiahmaunication.
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Second we investigate whether firm growth charasttes affect the extent to which prices lead
earnings, and whether the importance of dividemphadiing and narrative disclosures varies

between high and low growth firms.

Our results show a number of significant differenbetween high and low growth firms. We
find that high growth, low disclosure firms thatypao dividends exhibit no share price
anticipation of earnings. On the other hand, we fimat low growth, low disclosure firms that
pay no dividends exhibit significant share pricdi@pation of earnings. We also find that
dividend propensity and high voluntary disclosumgpiove the market’'s ability to anticipate

future earnings changes for high growth firms, tttfor low growth firms.

With regard to the additvity or otherwise of disioe and dividend propensity we find, for the
high growth firm subsample for which both of thelindual effects are significant, that the
effects of voluntary disclosure and dividend prapgnon the degree of share price anticipation

of earnings are not perfectly additive.

This paper is the first to study effect of firm sjfie growth characteristics on the association
between voluntary disclosures, dividend properesitg prices leading earnings. Whilst we focus
only on the growth characteristics of firms it wodwdlso be interesting to examine the effect of

other firms characteristics such as risk.

Another interesting issue for future work would teeconsider the factors that determine the
choice between dividend signalling and increasestlosure as alternative forms of financial
communication for high growth firms. For exampkejtithe case that firms with potentially high

third party disclosure costs are more likely to dsedend signalling?
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Finally it is worth noting that the dividend progy of UK firms has recently declined (Vieira
and Raposo, 2007), although this has to some eXteeh offset by an increase in share
repurchases. Future work could test for a changbhdrdividend propensity effect following an
overall decline in dividend propensity, and it abwdlso test to see if share repurchases are

associated with greater share price anticipatiogaohings.
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Table 1. Descriptive statistics.

Variable Mean Median OBS
Panel A: Full sample

R 0.089 0.038 3503
X, 0.007 0.008 3503
X3 0.006 0.005 3503
R, 0.295 0.222 3503
AG, 0.173 0.078 3503
EP._, 0.091 0.093 3503
Disclosure = Low 1.7 2 1674
Disclosure = High 7.2 6 1829
Panel B: Dividend-paying firms

R 0.116 0.065 2952
X, 0.006 0.008 2952
X -0.002 0.003 2952
R, 0.301 0.237 2952
AG, 0.171 0.085 2952
EP._, 0.119 0.102 2952
Disclosure = Low 1.8 2 1297
Disclosure = High 7.4 6 1655
Panel C: Non-dividend-paying firms

R -0.055 -0.187 551
X, 0.017 0.001 551
X3 0.050 0.024 551
R, 0.267 0.082 551
AG, 0.184 0.015 551
EP._, -0.058 -0.020 551
Disclosure = Low 1.4 1 377
Disclosure = High 6.1 5 174
Panel D: High growth firms

R 0.089 0.033 1770
X, 0.007 0.008 1770
X3 0.002 0.003 1770
R, 0.234 0.166 1770
AG, 0.220 0.114 1770
EP._, 0.073 0.079 1770
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Disclosure = Low 1.7 2 828
Disclosure = High 7.3 6 942
Panel E: Low growth firms

R 0.089 0.043 1733
X, 0.008 0.007 1733
X3 0.010 0.007 1733
R, 0.358 0.284 1733
AG, 0.124 0.050 1733
EPR_, 0.110 0.116 1733
Disclosure = Low 1.7 2 846
Disclosure = High 71 6 887

Table 1 presents descriptive statistics. Panelp&nte the descriptive analysis for the full samplanel B (C) reports the descriptive analysis for
dividend (non-dividend) paying firms. Panel D (Eports the descriptive analysis for high (low) giodirms. ReturnsR, is calculated as buy-
and-hold returns from eight months before the fai@nyear-end to four months after the financiasduyend.Rs is the aggregated three years
future returns. The earnings variab¥, is defined as earnings change per share deflatetiebghtare price four months after the end of the
financial yeart—1. X3 is the aggregated three years future earningsgehBarnings measure is théorldscope item 01250 which is operating
income before all exceptional iteni&P., is defined as periog-1's earnings over price four months after therfgial year-end of periot-1. AG;

is the growth rate of total book value of assetpferiodt (Datastream item 392). Firm-years with a disclosure scoream(bottom) 50% of the
distribution of disclosure scores are defined ah Hlow) disclosure firm-yeaDividend (non-dividend) paying firms are those gagt pay)
dividends at the current year. Dividends measudividends per shar\prldscope item 05101). High growth firms are defined as ¢hbaving
below median levels of BTMV, while low growth firnagse defined as those having above median leveBsTdfV. BTMV ratio is calculated as
the inverse of the market to book value of equatjorDatastream item MTBV).
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Table 2. Regression results: The effect of disclosuredinmidiend propensity on prices leading earnings.

Independent variable Full sample High growth firms Low growth firms
1) (2 ©) (4)

Intercept 0.01 0.04 -0.03
(0.710) (0.405) (0.464)

X, 0.80%* 0.42 1.12%*
(0.001) (0.356) (0.001)

X -0.06 —0.63* 0.44%
13 (0.767) (0.031) (0.005)
R, —0.10%** —0.12%%* —0.12%%*
(0.001) (0.001) (0.001)

AG, 0.07 0.06 0.09
(0.158) (0.325) (0.353)

EP 0.49%* 0.12 0.83**
1 (0.009) (0.737) (0.001)

D —0.09* —0.18* -0.01
(0.086) (0.011) (0.874)

D* X, 0.62* 1.78%** 0.21
(0.066) (0.005) (0.623)

D* X 0.68** 1.63** 0.19
' (0.031) (0.036) (0.467)

D*R, 0.06 0.10 0.04
(0.175) (0.116) (0.494)

D* AG 0.06 0.11 0.05
! (0.483) (0.382) (0.722)

* 0.19 0.69 0.16
D*ER (0.488) (0.166) (0.508)

Div 0.05 0.07 0.06
(0.241) (0.259) (0.203)

Div* X 0.92% 2.01% 0.48
! (0.009) (0.012) (0.194)

e 0.51* 1.62%* -0.13
DIVZ Xys (0.025) (0.001) (0.502)

Div* R, 0.06* 0.07 0.09*
(0.066) (0.171) (0.058)

Div* AG, 0.07 0.06 0.06
(0.296) (0.455) (0.562)

o x 0.21 0.34 —0.04
Div* ER-, (0.389) (0.480) (0.886)

D * Div 0.10 0.13 0.04
(0.127) (0.136) (0.674)

D* Div* X -0.50 —2.19% -0.03
! (0.290) (0.039) (0.961)

D* Div* X -0.44 -1.68* 0.07
3 (0.220) (0.064) (0.845)

D* Div* Rl3 -0.05 -0.08 -0.03
(0.357) (0.293) (0.664)

D* Div* AG, -0.11 -0.10 -0.13
(0.288) (0.461) (0.397)

D* Div* EP -0.48 -0.66 -0.56*
1 (0.158) (0.316) (0.098)
Observations 3503 1770 1733
R’ 0.157 0.176 0.183

Table 2 reports regression results. The result$ifois in high and low growth firms are reporteddolumns (3) and (4), respectively. The ‘Full
Sample’ results in column (2) combine both type§irafs in a single panel. P-values are reportegarentheses. Returrg, is calculated as buy-
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and-hold returns from eight months before the faanyear-end to four months after the financiadryend.Rs is the aggregated three years future
returns. The earnings variabl, is defined as earnings change per share deflatéigebshare price four months after the end of ithential year
t—1. X is the aggregated three years future earningsgehBarnings measure is tirldscope item 01250 which is operating income before all
exceptional itemsEP,_; is defined as periot:-1's earnings over price four months after therfimial year-end of perio-1. AG, is the growth rate
of total book value of assets for perib@Datastream item 392). Firms with a disclosure score in thp (bottom) 50% of the distribution of
disclosure scores are defined as high (low) discofirms The dummy variable), is set equal to 1 (0) for high (low) disclosurens. Dividends
measure is dividends per shaf(ldscope item 05101). The dummy variabBiv, is set equal to 1 (0) for firms that pay (not ydiyidends at the
current year. High growth firms are defined as ¢hbaving below median levels of BTMV, while low gith firms are defined as those having
above median levels of BTM\BTMV ratio is calculated as the inverse of the mankdidok value of equity ratid@tastream item MTBV). The
significance levels (two-tail test) are: * = 10 pent, ** = 5 per cent, *** = 1 per cent.
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Table 3. Robustness analysis: comparing unprofitable witfifable firms

Independent Unprofitable firms (2) Profitablefirms (3)
variable Full sample | High growth | Low growth | Full sample | High growth | Low growth
(1) (2.1) firms (2.2) | firms (2.3) (3.1) firms (3.2) | firms (3.3)
Intercept —-0.14* -0.01 —0.26%** 0.08 0.06 0.05
(0.087) (0.957) (0.001) (0.285) (0.556) (0.617)
X -0.28 —-0.90 0.21 1.13%** 1.50** 1.36**
‘ (0.343) (0.122) (0.470) (0.009) (0.029) (0.014)
X —0.56** —1.12** 0.10 0.18 -0.28 0.68**
'3 (0.025) (0.019) (0.645) (0.585) (0.451) (0.015)
R, —0.09*** —0.12** —-0.07* —0.10** —-0.06 —0.19%**
(0.006) (0.012) (0.051) (0.028) (0.316) (0.001)
AG 0.09 0.05 0.13 0.08 0.11 0.03
! (0.1412) (0.522) (0.207) (0.440) (0.280) (0.885)
EP_, -0.30 -0.88 0.18 0.51 0.35 0.89*
(0.269) (0.108) (0.468) (0.217) (0.657) (0.064)
D -0.13 -0.16* 0.02 -0.14 -0.19 0.07
(0.048) (0.098) (0.864) (0.177) (0.224) (0.654)
D* X, 0.69 2.24%* 0.29 0.74 0.24 0.60
(0.125) (0.030) (0.512) (0.270) (0.802) (0.481)
D* X, 1.01** 0.93 0.59 0.58 1.47 —-0.08
(0.012) (0.209) (0.101) (0.184) (0.160) (0.809)
D*R, 0.10 0.10 0.09 0.01 0.02 -0.02
(0.109) (0.242) (0.178) (0.965) (0.849) (0.873)
D* AG, 0.02 0.03 -0.03 0.28 0.23 0.33
(0.854) (0.763) (0.808) (0.118) (0.358) (0.232)
D* EP 0.29 0.66 0.60 0.38 0.98 -0.42
i (0.488) (0.325) (0.134) (0.429) 0.3029 (0.421)
Div 0.06 —-0.04 0.18* —-0.04 -0.01 —-0.04
(0.494) (0.804) (0.084) (0.580) (0.978) (0.706)
Div* X 0.85* 1.03 1.05** 0.90* 2.15 0.43
! (0.075) (0.275) (0.036) (0.098) (0.023) (0.511)
Div* X 0.53 1.08 0.08 0.32 1.51 -0.37
3 (0.248) (0.390) (0.883) (0.370) (0.004) (0.219)
Div* R, 0.24** 0.33* 0.20** 0.04 -0.02 0.14**
(0.016) (0.044) (0.039) (0.402) (0.775) (0.029)
Div* AG, -0.01 -0.19 0.40 0.07 0.01 0.11
(0.974) (0.692) (0.149) (0.510) (0.935) (0.604)
Div* EP 0.19 -0.13 0.79 0.38 0.55 0.03
i (0.674) (0.894) (0.229) (0.395) (0.528) (0.958)
D * Div 0.05 0.23 —0.25* 0.17 0.19 -0.01
(0.661) (0.357) (0.088) (0.118) (0.250) (0.930)
D* Div* X —-2.02* -1.81 —3.91%* -0.90 -1.90 -0.55
! (0.098) (0.583) (0.001) (0.254) (0.136) (0.566)
D * Div* X -0.23 1.68 -1.00 -0.40 -1.79 0.36
B (0.749) (0.332) (0.184) (0.404) (0.113) (0.384)
D* Div* R, —-0.23* —0.40** —0.26** 0.02 0.03 0.03
(0.052) (0.037) (0.023) (0.765) (0.761) (0.794)
D* Div* AG 0.47 0.86 -0.41 —-0.34* -0.23 -0.42
‘ (0.251) (0.173) (0.227) (0.068) (0.367) (0.144)
D* Div* EP —2.15* -1.96 —4.66%** -0.88 -1.42 -0.14
i (0.072) (0.592) (0.001) (0.096) (0.186) (0.814)
Observations 439 232 207 3064 1538 1526
R 0.170 0.304 0.164 0.143 0.162 0.174
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Table 3 reports robustness results. The resultaifiprofitable and profitable firms are reportedcmlumns (2) and (3), respectively. In each
category, we report the results for the full sampigh growth firms and low growth firms. P-valuase reported in parentheses. RetuRisis
calculated as buy-and-hold returns from eight meiifore the financial year-end to four monthsrafte financial year-endR; is the aggregated
three years future returns. The earnings variahjés defined as earnings change per share deflateldebghiare price four months after the end of
the financial yeat—1. X is the aggregated three years future earningsgehBarnings measure is ttMdrldscope item 01250 which is operating
income before all exceptional itentsR,_, is defined as periog-1's earnings over price four months after therfirial year-end of periog-1. AG; is
the growth rate of total book value of assets feriqul t (Datastream item 392). Firms with a disclosure score in the (bottom) 50% of the
distribution of disclosure scores are defined g lflow) disclosure firmsThe dummy variableD, is set equal to 1 (0) for high (low) disclosure
firms. Dividends measure is dividends per shiverldscope item 05101). The dummy variabBiv, is set equal to 1 (0) for firms that pay (not
pay) dividends at the current year. High growtimfirare defined as those having below median l@feBTMV, while low growth firms are
defined as those having above median levels of BTRWMYV ratio is calculated as the inverse of the markebdok value of equity ratio
(Datastream itemMTBV). The significance levels (two-tail test) ares 10 per cent, ** = 5 per cent, *** = 1 per cent.
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