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Abstract

This paper utilizes a multi-period adverse selection model to analyze the behaviors of a manager making voluntary
disclosure policy under his (her) reputation consideration. After observing the released information by a manager in
multiple periods, investors will update their recognitions of the manager’s ability and give valuation to the manager. To
maximize his (her) own compensation, the manager decides whether to make a preemptive announcement or not. We find
that there exists a unique non-degenerate equilibrium with no separating solution which implies that both high and low
ability managers will make voluntary disclosure. The analyses further show three main reputation effects that can explain a
manager’s discretionary disclosure behavior: the feedback, the direct reputation, and the signaling effects. We conclude
that the manager will have an aggressive disclosure policy for the manager havmg higher reputation and ability. Our
analyses also prov1de the reputation maintenance as an alternative explanatmn for a manager’s action to disclose bad news.
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1. Introduction

In recent years, reputation has been considered as an
important factor to affect a manager’s decision in capital
budget (Chen and Liu, 2005; Dimond, 1991; Egli, Ongena
and Smith, 2006; Li, Chen and Liu, 1998)", fund valuation
(Li, and Liu, 2006), caming management (Lee and Liy,
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! Chen and Liu (2005) suggest that high reputation firm has
greater probability to promote investment project than low
reputation firm.” Dimond (1951} proposes that firms will
borrow repeatedly from banks to build reputation for
repayment. However, Egli, Ongena and Smith (2006) suggest
that in an environment where strategic default risk is low,
entrepreneurs will choose to finance projects from arm’s-
length lenders when the benefit from reputation building are
outweighed by holdup rents exiractable by the repeated
finance. Li, Chen and Liu (1998) demonstrate that, under
information asymmetry, when reputation effect outweighs
investor’s preference, good manager will choose short-term
project while bad managers will chose the long-term one.

Li and Liu (2006} show that fund manager’s herding behavior
may create a negative effect for the fund’s reputation and cause
fund discount,

2001)® and financial reporting policy (Chalmers and
Godfrey, 2004)*.
to managers’® voluntary disclosure and analyzes how the

This paper considers investors® reaction

managers make voluntary disclosure policy based on the
conjecture of investors’ reaction and cost concept. In our
model, each manager is characterized by an exogenously
given ability level, which is the managers’ private
information. After observing information released by the
managers in multiple periods, investors will update their
recognition of managers’ ability and give valuation to the
managers. Thus, in our model, the reputation comes from
investors’ observation of the released news and the
investors’ valuation is the reward for the managers’
repuu;tion. A capable manager decides whether to make
voluntary disclosure or not in order to maximize his (her)
own compensation via investors’ valuation, Especially, we

* Lee and Liu (2001) find that firms with high future cash flow
tend to adopt income-increasing choice to strengthen their
reputation and the firms with low future cash flow are also
likely to adopt income-increasing choice if they posses good
reputation.

Chalmers and Godfrey (2004} propose that companies making
more transparent disclosure could maintain better financial
reporting reputation.
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develop a three-period model and analyze the investors’
possible revaluation - scenario. during the periods, The
investors can update their beliefs in the manager’s ability
after observing the manager’s announcement.

In general, there are two channels for managers to
make public announcement. One is a mandatory
disclosure which includes the reporting of the financial
statements, footnote, insider trading and other mandatory
disclosures. The other is a discretionary disclosure which
includes an early announcement of mandatory reporting, a
new investment project, big-sales orders, through pfess
releases, conference calls or other communication media,

However, a mandatory financial reporting regime based-on——--

completed transactions may be better characterized as a
source of confirmatory information (backward-looking).
While a voluntary preemptive disclosure could be a source
of timely information (forward-looking) (Healy and
Palepu, 2001) and is much more relevant to investors’
expectation of a firm’s future value. The manager can
make decisions on what, when and how to provide timely
discretionary information to the market. With less
limitation and more relevance than mandatory reporting,
we will address the effect of the investors’ valuation on
managers’ voluntary disclosure strategy.

In recent years, researchers have shown interests on
disclosure issues. Verrecchiza (2001) summarized the
related studies into three broad categories: how exogenous
disclosure is associated to investors’ activities; how a
manager exercises discretion with regard to information
disclosure; which disclosure arrangements are preferred in
the absence of prior knowledge of the information
(examine unconditional disclosure choices). Kim and
Verrecchia (hereafter KV) (1991), Demiski and Feltham
(hereafter DF) (1994), and McNichols (1989) assumed
publtc disclosure will exacerbate information asymmetry
and examine how mandatory disclosure affects prior
information acquisition activities and pre-announcement
security prices. However, Diamond (1985) proposed that
timely information provided by firms could reduce the
information asymmetries and help traders to revise their
expectation. Gelb (2000), and Khurana, Pereira and
Martin (2006) suggested that accounting disclosure can
decrease investors® information gathering cost, and thus
benefit firms with lower cost of capital and help
companies’ growth,

Instead of considering information content of
disclosure, some researchers studied whether the
contract  between

compensation managers  and
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shareholders could be an important mechanism for optimal
disclosure strategy. Watts and Zimmerman (1990), and
Smith and Watts (1992) argued the compensation contract
could determine the manager’s accounting choice. Levitt
and Smyder (1997) suggested that an
compensation contract without cancellation can encourage

optimal

managers to make early warning for a loss project.
Milbourn (2003) showed a. positive and economically
meanmgﬁil relationship. between. stock-based pay-
sensntmtles and CEO reputation. Essentlally, these studies
imply that an optimal’ compensatlon may solve the
sharoholder-manager relationship  for
disclosure,; —but—did - not "mention the limitation  of

information

compensatlon in real economy

"Another interesting study of voluntary disclosure is
why firms disclose bad news? Darrough and Stoughton
(1990) presented that the disclosure of unfavorable
information will discourage entry competition. Skinner
(1994) proposed that managers will disclose bad news in a
timely manner to avoid incurring legal and reputation
costs. Levitt and Snyder (1997) suggested that an optimal
incentive confract between principals and agents can
encourage agents to provide an “early warning” for a loss
of project. Even though these findings provide some
explanations for the announcement of bad news, the
incentive for a manager’s action to do such 2 disclosure
still need further investigations. B

This paper, by utilizing the Carbral’s {2000) brand

stretching reputation model, analyzes the interaction

between managers’ disclosure policies and investors’
valuations. Qur propositions‘ differ from the prior stdies
in several ways. First, most prior studies like DF (1994)
and KV (1991) assumed that traders, whether acquiring
same or different signals, hold their positions in a firm’s
share until its liquidating value is revealed. On the
contrary, we assume that investors - prefer short-term
profits and the manager’s performance is evaluated over
short intervals. Consequently, analysis extending from one
single period to multiple periods can help us observe the
refation of information contents among consecutive
penods

The second distinction between this study and the
prior research is that we consider the reputation and
rewarded compensation as an integrated factor to affect a
manager’s disclosure decision. KV (1991) and DF (1994)
addressed the announcement effect on the changes of
trading volumes and security prices‘on investors’ side.
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Nevertheless, we focus on the impact of investors’ beliefs '

on a manager’s disclosure policy. Thus, instead of
measuring changes on trading volumes and stock prices,
we construct the announcement effect as a change of
investors’ valuation on the 'manager’s-reputation.

Third, our model is not only limited to analyze the
shareholder-manager relationship. We emphasize the

manager’s voluntary disclosure policy based on cost

concept. A manager will make voluntary disclosure only

when the disclosure brings himself (herself) higher
‘compensation. With the model, we can analyze the

2. Model

Our model assumes that the manager is endowed
with an ability level t (¢ € (1)), which only the manager
-himselﬁfilerself can observe. Afier observing the
information of the company in multiple periods, investors
will update their recognition of the manager’s reputation
and make conjecture on the manager’s ability, We assume
that a high ability (h) manager has higher probability to
create good future prospect and has more chance to
announce favorable news than a low ability (I) manager.

relations of managers’ voluntary disclosure policy and ™~ To simplify the—analysis, we assume that the prior

market reaction by a more general structure without the

limitation of compensation contract that may be hardly

agreed between sharcholders and managers in real
€conormy.

Based on our analyses, we observe three effects given
as follows:

1. Feedback reputation effect: a high ability manager has a
higher probability to announce good (favorable) news
and is more likely to make voluntary disclosure than the
low ability manager; -

2. Direct reputation effect: a manager with announcement
of the good news in period 0 is more likely to make
voluntafy disclosure in period 1; .

3. Signaling effect: both types of ménagers will make
disclosure to signal his/her ability. Especially, when a
high ability manager can disclose good news with the
probability equal to 1, we find that a low ability
manager will also make preemptive announcement
even with bad news (over-announcement).

As mentioned in Verrecchia (2001), there is no
central paradigm and no integrated theory in the disclosure
literature. Qur analysis contributes -to provide the
reputation consideration as an alternative explanation for a-
manager’s disclosure behavior, and could provide an

explanation for the phenomenon why the bad news is -

released in the market. A

Our paper is organized as follows. In section 2, we
provide a detailed description of the model. The model is
then analyzed and equilibriums with three main effects are
derived in section 3. Some empirical evidences consistent
to our analyses are pr_ovided in section 4. Section 5
performs comparative statistics analysis based on different
probability of the manager’s announcing good news.
Section 6 concludes our analyses on managers’ disclosure
policy.

probability for a high ability manager to announce
favorable news r is the same one as a low ability manager
to announce unfavorable news, namely Pr{z| A) =Pr@|))=r.
Here Pr denotes the probability and r is set between 172
and 1 (1/2<r<1). G and B denote good news and bad
news, respectively. Since a manager’s type is unknown to
investors, investors will observe the manager’s
announcement to construct their beliefs of a manager’s
type and decide the payoff to manager. We assume the
investors will give manager valuation equal to 1 for good
news and 0 for bad news. _

Our adverse ‘selection model has three periods. As
depicted in Figure 1, in period 0, the investors observe the
existing reporting of good _neWs (G) or bad news (B),
Se(G,B) (first signal). The news in period 0 is the
historic records of a manager’s announcement which
comes from various resources such as annual financial
statements, periodic régulatory reports, and released news
by a company. The good or bad news in peridd 0 is a result
of a company’s normal dperation. In period 1, the manager
has the proprietary information and .dec':ides' whether to
make voluntary disclosure or not (D or N). If new
information is discIos_ed,' S e (GG, BG,GB,BB) where
GB representing good news in period 0 and bad news in
period 1, investors will construct the posterior probability
of the managers’ ability being of high (P) or low (1-
P¥) to revise their belief about the manager’s ability and
decide the payoff to the manager in p'eriod 2. If no news is
disciosed in period 1, based on the history
signal S€ (G, B8), investors will construct the pbstgrior
probability P of the manager’s ability being of high
and 1~ PY of that of beling‘ low in period 2. In summéry,
in period 2, the investors will observe the'manager’s
announcement history Se(G,B,GG,BG,GB,BB) and
evaluate the manager’s ability.” ' '
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Period 0 1 9
Investors observe the For new event, Manager Investors revaluate the
existing information decides to make voluntary manager ability and
as first signal disclosure or not construct posterior
probability that a manager of
high ability

Figure 1. Timing and event of the mode}

Regarding observability of the analysis, we make
some important assumptions given as follows:

Aranya and Yampuler 1997). Thus, via this assumption,
we exclude the condition that a manager will make false

Assumption 1: Investors will observe a manager’s
voluntary disclosure and update their recognition of the
manager’s ability level unless information is not disclosed.

Unlike the assumptions made by KV (1991) and DF
(1994), in which traders will acquire private information
before public announcement, we assume that investors
will obtain private and public information and form their
recognition of a manager’s ability level (high or low) only
after observing the manager’s disclosure. If investors can
not identify: the manager’s ability by only observing
manager’s disclosure, investors’ reaction is just like not
receiving new information. They will remain the same
recognition as the previous one until observing new
disclosure. The premise of our analysis is that investors
will update their recognition of the managér’s ability after
6bserving the manager’s disclosure behavior.  This
specification helps us focus on the interaction between
managers’ disclosure behavior and investors’ reaction
without considering the effect of different precision among
informed and non-informed traders. )

Assumption 2: The probability that the given
information being good news or bad news is independent
across periods.

A high or low ability manager probably could have
good or bad news in each period. The type of news
announced in period 0 is independent from that in period
1. This assumption is important for examining investors’
reaction for different combinations of the news in period 0
and that in period 1.

Assumption 3: The managers will make truthful
voluntary disclosure and have the same disclosure cost.
We assume the manager will make truthful
voluntary disclosure although the credibility of voluntary
disclosure is unclear and still in debate (McNichols 1989,

preséntation to damage his (her) reputation and the
complicated scenario of true or false presentation is not
considered here.  Furthermore, truthful presentations
made by managers will help investors to evaluate the
managers’ abilities via observing their disclosures directty.
Moreover, traditional models may rely on the existence of
different proprietary cost to prevent full disclosure and
information gathering. However, our model focuses on the
investors’ valuation on the managers’ ability rather than
the different costs of disclosure, Thus we assume the
managers have the same disclosure cost.

Assumption 4: The high ability managers will
announce good news with the probability of higher than
1/2 (1/2< r <1). The disclosure cost k and the manager’s
bonus & from disclosing good news are between zero
and one (0<k, 6 <1).

Since r is the probability for a high ability manager
to announce good mews, it is set in between 1/2 and 1.
Because investors give the manager valuation one when
good news is announced by the manager, it is reasonable
to assume the disclosure cost k and the manager’s bonus
@ pro rata to market valuation to be smalier than one.

As the posterior probability of the manager’s ability
being of high for the specific disclosure is P? , investors
will give high reputation and valuation to the manager
who discloses good news and give him (her). The
manager’s expected valuation is given as:

WP = PP xrx1+(1- Py )x(1-r)x1 )

where equation (1) represents the investor’s expected
valuation for the good news. The first term on the right-

_hand side Py xr is the probability that investor believes

the manager is of high ability times the probability of the
high ability manager has favorable news. The second term
(1-P2)(1-r) is the probability that investor believes the
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manager is of low ability times the probability the low
ability manager will have good news. The valuation for
good news is 1 and 0 for bad news.

Based on the investors’ valuation, the manager will
receive his/her compensation C§ defined as

Cy =a+ O(WF)-k), @

where ¢ is the minimum wage that is not related to
performance, & is the manager’s bonus pro rata, v(pL)
is the investors® valuation, and k is the disclosure cost. The
disclosure cost includes information gathering and
possible market share loss due to disclosure (Aranya and

question of which signaling mechanism is less costly.
The cost might be assumed to be very small when the
valuation from the investors is much more important. If
there is no voluntary information released in period I,
investors will remain the same recognition of the
manager’s ability as the one in period 0. Therefore, the
compensation for a manager not making voluntary
disclosure in period 1 could be expressed as

Ni=a+ & (P! )forte(h, D), Se(GB) (3)

where PY is the posterior that the investor believes
the manager is of high ability for the non-disclosure. The

Yampuler, 1999). We assume both types of managers have-—--notation-and--definition of the variables appeared in the

the same disclosure cost & since we are not addressing the

assumptions and models are summarized in Table I.

Table 1. Notation and variable definition in the mode] -

t type of manager,  : high ability, /: low ability

G B | investors’ evaluation of bad or good when manager makes voluntary disclosure

r _probability that a high ability managerldiscloése good news

pD posterior that investors believe managers being high ability under the given manager’s
$ disclosure behavior D in period 1 and signal se {GG,GB, BG,BB }

pH posterior that investors believe managers being high ability for non-disclosure in period 1
s and the historic signal s (s & {B,G})

D probability that a manager make voluntary disclosure for the manager type t and signal s
‘ € {6,B,GG,GB,BG, BB }

(PP investor’s valuation that the manager is of high ability h given manager’s disclosure action D

§ and signal s

ct manager’s compensation according to investors’ valuation given a manager’s type
§ te (h,/) and signal s

N manager’s compensation for not making voluntary disclosure in period 1 given a manager’s
d type te (A,/) and signal s

k disclosure cost

é Manager’s compensation pro rate to investors’ valuation

Under the proposed assumptions, the expected payoff

for a manager given his type fe(h, [) and disclosure
history S €(G,B,(GG,BG,GB, BB) are expressed as:

Ch =a+ O[m(PLY+0-rw(P)-k] @
Cy =a+ GL(-r(PG)+rv(Pg)-k] )

Equation (4) represents the compensation of a high
ability manager based on investors’ valuation. The first

term & is a constant representing the minimum wage. The
second term rv(Pg) is the payoff that investors are

willing to pay for good news in period 1 and the third term
(1-r)(Py) is the payoff for unfavorable news in period
1. Equation (5) represents the compensation of a low
ability manager making discretionary disclosure. The
second term (1—r)v(Pg) is the payoff for announcing

favorable news in period 1. The third term r(Pg) isthe
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payoff for announcing unfavorable news in period 1.
Given a Speéiﬁc' manager’s ability, the probability of the

February

information contents for the two periods is illustrated in

Table 2.

' Table2. Probability of information content

e .
‘| payoff typ h - type I | type
signal | Period0 | Period1 |- _PeriodO Period 1
GG F r I-r I-r
w(P2
(Fss) BG ir r r I-r
GB r I-r I-r r
v PD :
Es)) BB - Ir I-r 7 r
N G r N/A -r N/A
V(&) :
B | Ir N/A r N/A

Note. r is the probability that a high (low) type manager choose to announce favorable

{unfavorable) news.

The manager’s sfrategy is whether or not to make
voluntary disclosure in period 1 to maximize his (her)
expected compensation.  The decision is based on the '
manager’s eridowed ability as.well as on his (hér) history
announcement. Thus a clever manager will make
conject'ure about the investor’s reaction and how much his
(her)- compensation for making voluntary dlsclosure will
be. Dy denotes the probability that a manager makes

preemptive announcement in period 1 and Df e[0,1].
3. Equilibrium

Based on the proposed model, four propositions aré
made to provnde the characterization of the equ:hbrlums
between a manager's disclosure pohcy and investors’
valuation.

Propositibn 1. There exists é_ unique . equilibrium
such that the probability of making voluntary disclosure is
strictly positive for both types of managers: no separating
equilibrium exists such that Dj >0, D =0.

A separating equi]ibﬁum implies that only one type
of managers makes voluntary disclosure and the other type
would not make voluntary disclosure. For instance,
D;>0 and D! =0could be a separating equilibrium
which indicates a low ability mahager prefers making
discretionary disclosure (Dg >0, £=low) and a high
ability manager prefers hot making voluntary disclosure
(D =0, #=high) and vice versa.

We use the contradictive method to prove proposition
1. To prove the inexistence of the case of D¢ >0 and

D} =0, we compare the expected compensatlon of a low

ability manager making voluntary disclosure W1th that of
not making discretionary announcement, we -find that a
low ability manager will not make preemptive
announcement { Dj =0) which contradicts preliminary

assumptlon D} >0. The details of the proof are. given in

Part 1 of Appendix A..
The proof of the 1nex1stence of the case of D” >0

and -Dg. =0 is given.in Part 2 of Append_xx A, The case of
. Dg >0 and Dj=0 indicates that a high ability manager

prefers making vo]untary disclosure (D;' >0) and a low
ability manager prefers not rhéking discretionary
diﬁcIosure ( D} =0). The expected compcnsatitm of a low
abiiity manager making voluntary disclosure is greater
than that of not making - discretionary announcement.
Therefore, the low ability manager will make voluntary
disclosure Djf >0 which contradicts the assumption of
D, =0.

Proposition 1 shows that there is no situation for only
a high abi]ity manager to acquire good names by making
voluntary disclosure (reputation maintenance). The low
ability manager also has the incentive to make
discretionary announcement to build up his (her)
reputation (reputation start-up). Next we will present the
three main effects under non-degenerate equilibriums for
managers with different ability.

Proposition 2. There exists a unique non-degenerate
equilibrium that a liig_h ability manager has more
aggressive disclosure policy than a low ability manager:
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D! 2 Di >0, Vs (feed back reputation).

The marginal benefit from making voluntary
disclosure for a high ability manager is (C}-N{)and
that for the low ability is (Cs.= N%). It can be shown that
the marginal benefit obtained from making voluntary
disclosure for a high ability manager is strictly greater
than that for a low ability manager. The proof of
proposition 2 is given in Appendix B. In brief, we have

(Cs = N3)=(Cs — Ng)=0Qr -1)x[(2r -1XP3 - PD}>0  (6)

Next we prove that that (Cf —N!) <0 won’t exist.
IF(Cy — Np) <O exists, it implies (C.—N%)<0 and thus
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manager absolutely will make discretionary announcement
to gain positive marginal profit as shown in proposition 2

(Dl =1,D}=D;=1), the statement D} =D =150

proves that Df >D!>0.

We are left to prove that the low type manager who
anmounces good news in period 0 will have more
aggressive attitude than the low type manager who
announces bad news in period 0 (Dé 2D_; >{Q). The

detailed proof is given in Appendix C. In brief, we have

[(Cs -Ng)—(Cr—N)]

\ 7
=6[r(Pay — Pip) +(1-r)X(Pp)]2 0 0

D, =0 which contradicts the fact D} >0 Vs obtained
ffom proposition 1. Thus we can conclude that
(Ci-N!)>0 and D!=1. This result shows that a high

ability  manager will make full discretionary
announcement to gain the positive marginal profit. For the
value of D}, the equilibrium value of D} can be either 1
when (Cs-Ng)>0 or Di e(0,1) when (C5-N.)=0.

Pfopoéiti’on 2 demonstrates that the marginal benefit
for a high ability manager to make disclosure is higher
than that of a low ability manager. The high ability
managef will fully make voluntary disclosure (D =1)
while the low abiIity manager méy make a fully disclosure
(D{=1) or partial disclosure (D§ €(0,1)) depending on
his marginal benefit. For the partial disclosure, it is
uncertain  for the low ability manager’s disclosure
decision. We set one and zero as the upper and lower
bounds for the disclosure policy as Dfe (0,I).
Empiridally, if there are 100 low ability maﬁégers with
zero compensation from disclosure in the market and 20
managers decide to make voluntary disclosures, the value
of D{ is equal to 0.2. Therefore, the voluntary

disclosure decision is modeled as a probability between 0
and 1. Proposition 2 indicates that a high ability manager
has more aggressive disclosure policy than a low ability
(D§ 2 D; >0 )and we call it feedback reputation effect.

Proposition 3. A manager will have more aggressive
disclosure policy when the manager has good reputation at
period 0: Dj 2 D, >0 Vi, (direct reputation effect).

To prove the manager with good news in period 0

will have more aggressive reporting policy

(Dg 2Dy » 0), we analyze a high ability manager and a
low ability manager’s disclosure policy separately
(D42Dj>0 and D} 2D} >0). Because a high type

This result implies that the low type manager with
good news at period 0 will be more aggressive to make
voluntary disclosure than the low type with bad news at
period 0. ‘
Proposition 3 shows that the manager of either high
or Jow ability who discloses good news in period 0 (good
reputation) will have more aggressive attitude to make
voluntary disclosure in period 1 than the manager who
discloses bad news in period O (bad reputation). The
favorable news in period 0 will directly affect the
manager’s disclosure policy and thus we call it “direct
reputation effect”.

Proposition 4. If r—1, a low ability manager
with historic good reputation .Se(G) , will make
voluntary disclosure in period 1 even knowing the news is
bad: D e(0,1].

In proposition 1 to propositién 3, we assume the
probability of a high ability manager to announce good.
news is » >1/2. In this section, we consider a manager’s
disclosure policy when the probability of a high ability
manager to announce godd news reaches the highest ice.
r = 1. Under this condition, the investors observe good
news in the capital market and believe that the manager
makes preemptive announcement is of high ability
(PP =1).1tis because the good news are almost disclosed
by a high ability managers as r—1. Proposition 4 is
proved in Appendix D by showing that the low ability
manager with good news in period 0 will have positive
rharginal  benefit from disclosure in period 1
(lri_x:Il(C} —Ng)>0). In brief, the expected compensation

for a manager is given as
G =lim @+ ~PvPE) +r{ED]-k=a+&1-k),
-
te(nl)

8
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The manager’s expected compensation from not
making voluntary disclosure is given as:

lim Nj= tim(a + MPIY)=a 9)

The result shows that the marginal benefit of a
manager to make voluntary disclosure is higher than that
of a manager making no disclosure. The high ability
manager will make voluntary disclosure which confirms
Proposition 1 that the non-degenerate equilibrium exists.
From equation (D-5) in Appendix D, we observe that a

. " low ability manager with good news in period ¢ will also

make voluntary disclosure in period 1 no matter it is a
good or bad news. By utilizing good reputation gained
from good news in period 0 and good reputation of other
mangers who disclose good news in period 1, the low

ability manager will cheoose to make disclosure with a
policy of DL €{0,1] to signal his ability rather than
keeping silence under the extreme condition. We call it a
signaling effect.

In summary, the three effects imply that a manager’s
propensity to strengthen his (her) reputation when he (she)
has higher ability and reputation. The high ability manager
and the manager with good reputation in period 0 have
more aggressive disclosure policy.

4. Empirical Evidence and Implication

4.1 Empirical Evidence and Implication

In addition to our analysis, some empirical evidences
seem to support the existence of different equilibriums
predicted in our model. Many papers showed that

managers usually release good and bad news voluntarily }

(Aranya and Yampuler, 1997) and the fact confirms to our
non-degenerate equilibrium. Lev and Penman (1990)
found managers are more likely to release forecasts when
their firms are performing relatively well which is related
to the feedback reputation effect. Healy, Hutton and
Palepu (1999) reported that the managers with higher
analyst ratings of disclosure have an abnormally high
frequency of subsequent public debt offers. This is related
to the direct reputation effect. Lang and Lundholm (1996),
and Healy et al. (1999) showed that there is a significant
increase in disclosure beginning six months before the
equity and debt offering. Stephen and Pavelin (2006)
indicated that corporate explores both the decision to
make voluntary environmental disclosure and the
decisions concemning the quality of such disclosure will
strengthen its reputation for environmenta! social
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responsibility. This is related to the signaling effect. ‘

A recent study by Chalmers and Godftey (2004)
further found that a discretionary reporting was predicted
to be positively related to the magnitude of reputation
costs. And this finding agrees to our model that is
developed on the base of cost concept (manager’s
compensation},

4.2 Discussion for Bad News Disclosed

One of the most interesting issues is that why
managers disclose bad news voluntarily. This phenomenon
has been explained by the studies which include avoiding
entry —competition - (Darrough and Stoughton, 1990),
avoiding litigation loss (Skinner, 1994) and keeping
manager’s credibility (Healy and Palepu, 2001). By
establishing the reputation mode! of multiple time periods,
we find that a Jow ability manager with good news in
period 0 will choose to make disclosure of bad news to
maintain his/her reputation and obtain a positive valuation
comparing 'no disclosure of such news (Darropgh and
Stoughton, 1990). This result provides an alternative
explanation for the reason why managers “choose to
disclose unfavorable news (over-disclosure).

5. Comparative Statistics: Differential Information
Contents ' '

‘We assume that a high (low) type manager has the
chance to announce favorable (unfavorable) news with the
probability of ». Comparative statistics analysis is
performed to evaluate the effects of managers’ ability. By
varying the value of », we can examine the differential
marginal benefit of the managers with different ability.
Thus, the manager’s disclosure strategy under different
information contents could be observed in a more robust
way.

From Propoéition 2, we conclude that the differences
of the marginal benefit depend on the values of
parameters: 1, Pe and Py shown in Eq. (6). The
coinparative statistics analysis starts with r = 0.5 under the
setting constraint of P 2 Pg; . The differences of the
marginal benefit are shown in Figure 2. Here the values of
the horizontal axes correspond to Po, and P ranging
from 0 to 1, and line AB represents the cases
for P2, = P2 . The vertical axis is the differential marginal
benefit between two types of managers obtained from Eq.
(6). The triangular area AABC represents the different
marginal benefits under the constraint of Py, > Pg. The
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triangular area AABD should be ignored because this area
corresponds to the region under the unreasonable

conditions of P =0 and Pg =0; point B represents
Pg =1 and Py =1; point C represents Pg =1 and

condition of P, < P5. Some cases shown in Table 3are P2 =0 ; and point E represents P2 =08 and
used to illustrate the concepts where point A represents the PE =0.3 in Figures 2~4.
Table 3. The differences of the marginal benefit under different r .
case A B C E
7 (PZ =0,P2=0) (P2 =1,P2=1) (P2 =1,P5=0) (P2 =08,P2=03)
0.5 . 0 ‘ 0 0 0
0.75. 0 0 025~ 0.075
1 t 0 1 : 0.3

Figure 2 shows that the marginal benefits will be zero
as r =0.5 no matter what values of P2 and PJ are.
Since the condition of » = 0.5 implies that the high ability
and low ability managers will have the same probability to

difference of marginal benerfit

D
PSG oo

announce good or bad news. Thus investors could not
distinguish the true types of managers and will give both

of them the same valuation.

0.2
D
}EB

Figure 2. The differences of marginal benefit for +=0.5

Figure 3 shows the differences of marginal benefit
are between 0 and 0.25 as r =0.75 when Pg and P)

vary. As compared to the case of 7=0.5, it is concluded that

6.154..-

differences of marginal benefit

D
}%G o

the high-type manager can achieve ﬁigher marginal
benefits than the low-type manager as r increases.

0.4
D
0.2 P2

Figure 3. The differences of marginal benefit for r=0.75.
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Figure 4 shows the maximum marginal benefit will
be 1 as =1, P3 =1 andPg =0. In this extreme case,

the high (low) type manager will announce good (bad)

news with probability close to 1. The investors believe that
the manager sending signal S e (SG)is of high ability

064

February

and the manager sending signal with s e (SB) is a low

ability. Therefore, the marginal benefit between the high
ability manager and the low ability manager reaches its
maximum value.

04~

024t

differenices of marginal benefit

Figure 4. The differences of marginal benefit for r=1.

The results discussed above indicate that the
differences of marginal benefit increase as r increases and
imply that the information content does matter a lot for
investors” valuation,

6. Conclusion

~ As noted by Ruth and York (2004, p14) “Reputation
is vitally important to. a firm because it impacts the
bottom-line profit-ability. through its ability to attract
employees to its jobs, investors to its securities, and
customers to its products”, reputation has been considered
as an important factor to affect manager’s decision and has
been studied by researchers in recent years. Instead of the
traditional pnncnpal agent model, we develop a reputatlon
model that focuses on information contents to analyze the
manager’s voluntary disclosure policy based on the cost
concept. In our model, investors pb_sefve the manager’s
announcement and update their belief of the manager’s

ability in an ongoing process. A capable manager makes

a decision on whether to make voluntary disclosure in

order to maximize his own compensation via investors’
valuation.

We conclude a unique non-degenerate equilibrium
with no separating solution which implies that both types

of manager will make voluntary disclosure. Our an'alyéis
shows three main reputation effects that can explain a
manager’s discretionary disclosure policy. First, a high
5bility manager has higher probability' to announce
favorable news and is more likely to make voluntary
disclosure than a low ability manager. We call it feedback
effect. Secondly, a manager’s reputation from the past

announcement influences the investors’ valuation. Thus,

for a given type of manager, a manager discloses good
news (high reputation) in period 0 are more. likely to make
voluntary disclosure in period.1 than a manager. discloses
bad news (low reputation) in period 0. We call it direct
reputation effect. Finally, our analysis indicates that both
types of managers will make disclosure to signal his/her
ability. The low ablhty manager with good news in period
0 will choose to make disclosure in period 1 to signal his
ability rather than keeping silence under the extreme
condition. We call it signaling effect.

Rather than investigating the one-to-one disclosure
effect as most of the prior studies, our model relates the
information contents and market reaction using a multi-
period model. Consequently, a manager’s voluntary
disclosure policy is an equilibrium resulting from the
revealed information contents and investors’ valuation. We

finally conclude that a manager will have an aggressive |
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voluntary disclosure strategy when he (she) has higher
ability and past reputation. As compared to other
literature, this study provides an alternative explanation
for the reason why the manager chooses to make voluntary
disclosure. '

References

Aranya, N. and Yampuler, E., 1999, A Game-Theoretic
Approach to Financial Reporting, Working Paper,
Tel Aviv University.

Carbral, L. M. B., 2000. Stretching Firm and Brand

Reputati ' . N .
eputation, Rand Journal of Economics, 31, 65'8"“"""""""”"3T,T0§-2'3].

674.

Chalmers, K. and Godfrey, J., 2004. Reputation Cost: the
Impetus for Voluntary D‘erivative Financial
Instrument Reporting, Accounting, Orgamzatmn
and Society, 29, 95-125.

Chen, Y. C: and Liu, V. W,; 2008, Reputatlon Effects and -

Investment Journal of Fmanaal&udies, 13(3), 33-

51, S :

Darrough, M. N. and Stoughton; N. M;, 11990, Financial
Dlsclosure Policy in an Entry Gane, Journal of
Accounrmg and Economrcs 12, 219-243 ,

Demski, J. S. and Feltham, G. A.;'1994, Market Response
to ﬁnanc:al reports, Joumal of Accountmg and

 Economics, 17, 3:40.

Diamond, D.; 1985. Optlmal Release of Information by
Firms, Journal of Firiance, 40, 1071-1094.

Diamond, D., 2001. Momtormg and Reputatlon The
Choice between Bank Loan and anately Placed
Debt, Journal of Political Economy, 99, 689-721.

Egli, D., Ongena, S., and Smith, D. C., 2006. On the
Sequencing of Projeets; Reputatlen Building, -and
Relationship Fmance Financial Research Letters, 3,
2339, :

- Field, L., Lowry, M., and Shu, S., 2005. Does Disclosure
Deter or Ti'igger Litigation?, Journal of Accounting
and Economics, 39, 487-507.

Gelb, D., 1999. Accounting Disclosure and Payout Policy,
Journal of Accounting, Auditing & Fmance 14(4),
385-399.

Healy? P, A. Hutton, A. P., and Palepu, K. G, 1999.
Stock Performance and Intermediation Changes
Surrounding Sustained Increases in Disclosure,
Contemporary Accounting Research, 16, 485-520.

Healy, P. M. and Palepu, K. G, 2001. Information

. Asymmetry, Corporate Disclosure, and the Capital

Markets: A Review of the Empirical Disclosure
Literature, Journal of Accounting and Economics,
31, 405-440.

Khurana, I. K., Pereira, R, and Xiumin, M., 2006. Firm
Growth and Disclosure: An Empirical Analysis,
Journal of Financial and Quantztatwe Analysis, 41(
2), 357-380.

Kim, O. and Verrecchia, R. E., 1991, Trading Volume and
Price Reactions to Public Announcements, Journal
of Accounting Research, 29, 302-321.

Kothari, S. P, 2001. Capital Market Research ‘in
Accounting, Journal of Accounting and Economics,

Lang, M. and Lundholm, R., 1996. Corporate Disclosure
Poﬁey and Analyst Behavior, The Accounting
Review, 71, 467-493.

Lev, B. and Penman, S. H., 1990. Voluntary Forecast

Disclosure, Nondisclosure, and Stock Prices, Joumal‘

ofAccounting Research, 28, 49-76

Levitt, S, D. and Snyder, C. M., 1997. 1s No News Bad
News‘? Information Transmission and the Role of
“Early Warning” in the Principle-Agent Model, Rand
Journal aof Economics, 23(4), 641-661..

Lee, C. L. and Liu, V. W, 2001. Reputation and
Accounting.Choices, Review of Securities & qure
Markets, 13(2), 71-96.

Lj, C. A, Chen, L. C., and Liu, V. W., 1998, Managerial
Reputatien, Project Choice, and Stock Price
Reaction- A Reputation Model Approach, Journal of

. Management, 15(4), 535-559.

Li, C. A. and Liu, V. W, 2006. Fund Herding,
Reputation Value of Fund and Fund Discounts,
Review of Securities & Future Markets, 18(1), 107-
141. '

McNichols, M., 1989. Evidence of Informational
Asymmeﬁ‘ies From Management Earnings Forecasts

and Stock Returns, The Accounting Review, 64, 1-

27. ' ‘

Milbourn, T., 2003, CEQ Reputation and Stock-Based
Compensation, Journal of Financial Economtics,
68(2), 233-262.

Ruth, J. and York, A., 2004. Framing Information to
Enhance Corporate Reputation: The Impact of
Message Source, Information Type, and Reference
Point, Journal of Business Research, 57, 14-20.

Skinner, J. D., 1994, Why Firms Voluntarily Disclose Bad
News, Journal of Accounting Research, 32, 38-59.




46 Disclose or Not? The Voluntary Disclosure Strategy Under Reputation Effect

Smith, C. and Watts, R., 1992. The Investment
Opportunity Set and Corporate Financing, Dividends,
and Compensation Policies, Journal of Financial
Economics, 32, 263-292.

B. ) and Stephen, P, 2006.
Environmental Disclosures by Large UK Companies,
Journal of Business Finance & Accounting, 33(7),
1168-1188. |

Verrecchia, R., 1983. Discretionary Disclosure, Journal of
Accounting and Economics, 8, 179-94.

Verrecchia, R., 2001. Essays on Disclosure, Journal of
Accounting and Economics, 32, 97-180.

Stephen, Voluntary

February

have been published in Studles in Economics and Finance,

Journal of management. She won prizes for guiding
graduate students to earn 2007 and 2008 mid Taiwan
excellent thesis in the division of Accountacy and Finance,
Dr. Chou also won the 2008 Excelient Teaching Prize
awarded by Natiénal Yunlin University of Science and.
Technology.

Victor W. Liu earned his Ph.D. degree from the
Kellogg Graduate School of Management at Northwestern
University. He is the Chairman of Waterland Financial
Holdings, the Chairman of Higher Education Evaluation

Watts, R. and Zimmerman, J., 1990. Positive Accounting
Theory: A Ten Year Perspective, The Accounting
Review, 65, 131-157.

Biographical Notes

Shuching Chou is an Assistant Professor in the
Department of Finance at National Yunlin University of
Science and Technqlogy in Taiwan. She received a B.S. in
Accounting from National Chéngchi University, and an
M.BA. from Pennsylvania State University anda Ph.D. in
Business Administration at the National Sun Yat-Sen
University, Taiwan. Her major research interest is in
corporate governance, including two subjects: information
disclosure and the effect of ownership structure on
corporate financial decision. Her recent research papers

" institutions,

—&—Accreditation - Council - of Taiwan, and is Adjunct

Professor in the Department of Business Management at.
National Sun Yat-sen University. His research interests
include corporate finance, management of financial
and managerial economics. ; His recent
research papers have been published in the Economics
Letters, Review of Quantitative Finance and Accounting,
Journal of Financial Studies, Review of Securities and
Futures Markets, Journal of Management, Advances in
Quantitative’ Analysis of Finance and Accounting, and
Asia Pacific Management Review. Dr. Liu won the Best
Paper Award by the Review of Securities & Futures
Markets in 2006, and also is the recipient of the 2006
2000 and 1992 Journal of Management Best Paper of the
Year, awarded by the Chinese Management Association.

Appendix A

Proof of proposition 1

Proposition 1. There exists a unique equilibrium such that the probability of making voluntary disclosure is strictly
positive forboth’ types of managers: no separating equilibrium exists such that D, >0, Df =0. :

We first prove the eqmllbnum that D} >0, D! =0 does not exist in Part 1. Then we prove the equilibrium that

Di>0, D§ =0 does not exist to complete the proof of Proposition 1.

Part 1: The following shows that the equilibrium under D} >0 and Dg =0 does not exist.

For the case of D} >0 and D¢ =0 where only the low ability managers make disclosure, investors will observe more :

bad news disclosure based on the assumption 4 that the probability for a low ability manager to announce good news is 1+

and r is set between 1/2 and 1. Thus, outside mvestors observe more bad news and could conjecture the manager making |

voluntary disclosure might be of low ability. The probability Py of investors to guess the managers making disclosure

being of high abxl:ty is smaller than 1/2 and is givenas 0< PS <1/2, The value of P” is givenas 122< Ps <1 because

investors believe that the managers not making voluntary disclosure have a higher probability being of high ability. :
The compensations of a low ability manager from either making disclosure or not are given as:
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Ch = a+8f1-r(P2)+ r(P2) k]
= a+6{01-|P2 xrx1+(1~PE)x (1~ r)x]]

-1

o[PS xrx1+0-P2Yx (1~ r)x1]- K} (@D
=a+8{(1-r)+Qr-DP2A~-r)+rP21~ &}

N} =a+6[PF xrx1+(-PY)x(1=r)x1] (a2)

=a+6[PY 2r -+ (1-1)]
Based assumption 4 for 122 <r<1, 0<k, 6<I, and the given conditions of P2 <PZ2, 0<PP <1/2 and
1/2< Py’ <1, one can obtain
Ng=Cs=Qr-D6[(PY - P2)+r(P5 - P2)+k]>0 ' (A-3)

Thus ‘the low ability manager will not make voluntary disclosure_(D}=0.)-which contradicts the assumption
of Ds > 0. Therefore, we prove that the equilibrium for the case of D}>0 and D{ =0 does not exist.

Under the extreme case of r —1,the P and P areequaltoOand1, respectively. Then equations (A-1), (A-2) _
and (A-3) become:

Cl = a+8(1-r—k) (A-5)
* Ni{=a++8 ' (A6)
Ni«Cl=Q@r-160+k)>0 : ' _ (A-T)

The same conclusion can be made under the extreme case of » — 1.

Part 2: The following proves that the equilibrium under D} >0and D=0 does not exist.

For the case of D/>0 and .D{ =0, outside investors will observe more gbod news disclosure in the capital market,
and conjecture the manager making voluntary to be high type with a posterior probability equal to 1/2< PP <1. The P
is set to be 0< P <1/2 because investors believe that the manager not making volunta.ry announcement has a lower

probably bemg of high ability.
To show the equilibrium for the Df>0 and D} =0 does not exist, the marginal benefit of the low type manager

in Eq. (A-3) is rewritten as:

Cs —Ng =Qr-00[(1-r)P2 +rP5 - PY - k) (A-8)
Equation (A-S) can be transformed into the foIiowmg .

Cl-NL=Q@r-Do[a- r)(PD POY+(PE - PMy—k] | (A-9)
Based the assumptions of 1/2<7 <1, PJ <PZ,12<PP <1,and 05 P < 1/2 and further assﬁming that & is

negligible, equation (A-9) is given as: |

CL-N!>0 | “ | (A-10)
Thus the low ability manager will make voluntary disclosure ( D} >0) which contradicts the _ass.ump.tion of D}=0.

Therefore, we prove that the equilibrium for the case of D! >0 and Dj =0 does not exist.

With the proofs of Part I and Part 2, proposition 1 proves no separating so]utlon exists. Thls proposmon shows that
both types of managers will make voluntary disclosure.
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Appendix B

Proof of proposition 2

Proposition 2: There exists a umque non-degenerate equilibrium that a high ability manager has more aggressive
disclosure policy than a low ability manager: D! > Df >0, Vs (feed back reputation)

We first compare the marginal benefit for making preemptive announcement between the high ability and low ability
managers. ‘
(CE = N?)=(CL—N}) = 6|rv(PB) + (- rI(PG) k= V(P ) fa-rwp2)+ r(PR) -k —v(PE)]
= 0@r - D(PE) -W(PB)]= 6@ ~DUPE xrx1+ (1~ PE)x (A1=)xT]~[P xrx1+(1= Pg)x(A~r)x D]} (B-1)
= 8Qr -D@2r-1)(P2 - P2)}>0

Since » >1/2, and P2, > P2, we conclude that (C%=N%)=(Cs = N5)>0. Equation (B-1) shows that the high ability
manager has higher compensation than that of the low ability manager. We conclude that the high ability manager will
have more aggressive disclosure policy than the low ability manager.

Appendix C

Proof of proposition 3

Proposition 3. A manager will have more aggressive disclosure policy when the manager has good reputation at period 0:
D. 2D, >0 Ve, (direct reputation effect). (CG —Ng)~(Cs-N £)>0 '
Part 1: Conditional Probability

Assume p(h) is the probability that the high ability manager chooses not to make voluntary disclosure and p(£)is
the probability that the Jow ability manager chooses not to make disclosure. P(Glh)/ P(Blh) is the probability that the
good ability manager has favorable /unfavorable news. PG/ P(B|D) is the probability that the low ability has

favorable /unfavorable news. Thus the probability that a good/low ability manager has favorable news but does not make
voluntary disclosure is [P(G!h) p(k) VI PG p(1) 1. And the probability that a good/low ability manager has unfavorable

news but does not make voluntary disclosure is [ P( By p(h) VL PBIH D1
Since we prove that D! =1 (high ability managers wili make disclosure), the probability p(%) which represents the

high ability manager chooses not to make voluntary disclosure is 0. According to Bayer’s rule, we have

P(G| Wp() .

ki = - C-1

S " P(Glpm)+ PG|t )p(®) (c)
w____ P(Bhp(h .

P =
5 P(B]h)pm)wrale)pw)

Here P is the posterior probability that the high ability manager does not make disclosure with a historic signal
se {B,G}. The results of P{’ =0 are used in the proof of Part 2! |

Part 2: Proof of proposition 3: (C}, - N4 )-(Cp —N)>0

The differences of marginal benefits for a low type manager frblm making voluntary disclosure and not making
voluntary disclosure are given as follows:
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(Ct -NE)-(Cz—Np)

=00~ rW(Pg )+ V(PG —k—wW(PL) -61(1 - (P )+ rv(Py) =k =w(P5 )]

= 6[W(Pa) V(P —v(PE ) +v (PY)] ‘ (C-3)
= O{(PS)xrx1+(1=PE)x (1= r)x}-[(P)xrx1+(1~P5)x(1-r)x1]}

=6[r(Pez ~Pzp)+ (= 1)(P5p)] > 0 B '

The proposition shows that the managers who disclose good news in period 0 will have more aggressive attitude to
make voluntary disclosure in period 1 than the managers who disclose bad news in period 0.

Appendix D

Proof of proposition 4

Propasition 4. If » — 1, a low ability manager with historic good reputation S & (G), will make voluntary disclosure in
period 1 even knowing the news is bad: D (0,1].

The compensations for both types of managers under different disclosure policy are given as:
Hm Cy = lim{a+8lrv(Peg ) +(1-r)v(Psp)—k1}
=lriil}{a+6[r(Ps’éxrxl+(1-—P£;)><(1—r)x1—k]} {D-1)
=a+0(PZ -K) =a+8(1-K)
lim C§ = lim{a+6[(1-rWv(PG) + rv(Pi)~ K1}
=l’i_r)t}{a-l;9[r(PSgxrx1+(I—PSg)(I—r)x1——k]} D-2)
=a+0(P2-K)=a+6(1-K) '
i Ny =lim(a+6(BY))
=1ri__:3{a+9{PS”xrx1+(1~Ps”)x(1—r)x1}} (D-3)
=a+8(P¥)=a
The marginal benefits for both types of managers from making voluntary disclosure are given as:
(€5 ~NP)
= 6(P2)+(-rW(BE) - k-w(P)]

1 (D-4)
= 0 (P2yxrx1+ (= P2)x(1-r)x1- k)]
—8(1-k) >0 /
(Cs ~N5)
= 6fa-r(PZ)+ (PR~ k- w(PY)] | -5)
=0l (P2Yxrx1+ (- P2 )x (1~ P)x1-K)]
=6(1-k) >0

The results show that a manager making voluntary disclosure will have higher compensation than the one not making
voluntary disclosure as » —1. From proposition 1, we have D} > 0. From equation (D-5), we find that the low ability

manager with historic good news in period 0 will make voluntary disclosure in period 1 to obtain higher valuation and
compensation. Under the extreme case of » — 1, the low ability manager will choose to make disclosure with a policy
of D}, €(0,1] to signal his ability rather than keeping silence. '




