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Abstract

Prior literature has documented that accountingrimétion releases contain price
sensitive information not only about the announcomgnpany but also about non-
announcing companies in the same sector. Whileeaeiel of accounting information
transfers phenomena have been widely studied atldheestic level, little evidence
currently exists concerning the incidence of sudngfers across international
boundaries. This paper extends current literatyrefdzusing on cross-European
accounting information transfers associated withfipwarnings. Our results indicate
that the information transfer effects exist at thiernational level. Additional tests
examine how the incidence and magnitude of crosddsonformation transfers varies
according to the quality of domestic accounting eridrmation environments.
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International Information Transfers: An Analysis of
European Companies

1. Introduction

This paper investigates the effect of profit wagsiron the share prices of
non-announcing similar companies and spread acaodarge set of European
countries. Results reported are consistent withr pgsearch focusing on information

transfers within a country and existent but limigaddence at the cross-country level.

Stock prices react to the arrival of new informatienformation affecting
prices can potentially arise from an infinite numbé sources, but it can be broadly
classified into market information, industry infeation and firm-specific
information. In this paper, we are interested imfspecific information that spreads
across a set of similar companies, i.e. informatieported by one company that
impacts stock prices of similar companies. Thisnameenon is known as information
transfer (IT) and it has been widely documentetath the accounting and finance
literatures. The economic rationale supporting dh be intuitively explained with an
example: imagine an industry that has two compaaigsa constant demand for its
product. In such a scenario if one of the compangg®rts a decrease in sales,
investors will automatically interpret this inforti@n as an increase in sales of the

other company.

Investors collect and analyse as much relevantnmdtion as possible to the
extent that the benefits of collecting and procegdhe information exceed the
inherent costs. The identification of commonalitiestween companies becomes
particularly relevant when it allows information lbe inferred from one company to
the other and it results in information being “sterred” from one company to the
other. The IT phenomenon can result in two differeffects: contagion or
competition. A contagion effect occurs when thenalgof the effect on the
announcing and non-announcing company are the sagea company announces a
systematic decrease in the demand for their maodymt in the industry. A

competitive effect is present when the stock priation of the announcing and non-



announcing companies is of opposite signs, asdare#ample described earlier of an

industry with two companies and a constant demand.

Evidence on accounting-related ITs is importantaose it indicates that
investors consider information from a range ofralive sources when determining
an investment strategy for a particular firm (Digir 1989). Prior research has
focused on accounting transfers associated withiregs announcements (e.g. Clinch
and Sinclair 1987; Firth 1976; Foster 1981; Freermad Tse 1992; Han and Wild
1990), management earnings forecasts (Baginski;1B&n et al. 1989; Pyo and
Lustgarten 1990), profit warnings (Tse and Tucked®), merger proposals (Eckbo
1983) and dividend initiations (Firth 1996a).

The scope of prior research has been limited alneastusively to IT
between domestic firms. However, declining barrtersternational trade and greater
capital mobility mean that firms are conducting mof their business across national
boundaries. Investors and analysts follow compaareshis global approach and as
sectors become more globalised, information relbdse firms in one country is
becoming increasingly relevant for firms domicil@dother countries. The following
example illustrates this effect. On 23 June 2008i{cB brewing giant Heineken
announced that half-yearly earnings growth wouldaim flat. Not only did the news
prompt a 12 percent drop in Heineken’s share pii@dso caused shares in Interbrew
(Belgium) and Carlsberg (Denmark) to fall by fourdafive percent, respectively
(Financial Times, 24 June 2003). Clearly, investors and analystssidered news
about Heineken’s performance useful in updatingeetations for other firms in the
global brewing sector. Similarly, an increasing mem of firms are choosing
international peer groups to carry out their perfance benchmarking activities. For
example, mining firm Anglo American PLC determirececutive directors’ bonuses
by benchmarking earnings performance against dagtiortof twelve other mining
stocks, the majority of which are domiciled andtelis outside the UK (Anglo
American plc Annual Report 2005, p.28). With firmsalysts and portfolio managers
increasingly taking a global stance, the impactcfss-border accounting ITs on

equity prices is set to grow.

Although a different issue to the IT topic undeudst, the comovement of
international stock markets is related to our paperexample of such an effect can

be observed around the events of previous stodhesaor financial crises (e.g. the



crash of October 1987 or the collapse of Russiarkehan the late 90’s) that spread
across the Globe. The example given of these egtases is easy to understand, but
the majority of the economies are at least paytiafien to foreign investment and
have economic ties to other countries. This expaddesr capital markets to
externalities arising from other countries. Econonies may result in comovement
because a country’s economy is then exposed tpdatfermance of other countries’
economies. A willingness to accept foreign investtrean also result in comovement
because the performance of the economy is alsondepe on the flow of funds
associated to the portfolio and investment strategif foreign investors, which is
constrained by the global perspective of theirtegy Research has documented the
effects of comovement (e.g. Li 2006; Longin andn8oR001) and this is relevant for
our study, because it is important to understaedeheffects and differentiate them

from ITs?

While prior research has established evidence tefdependencies among
company share prices based on key accounting digel® such as earnings
announcements and profit warnings, these resuliscanfined to within-country
effects. At the cross-country level, evidence comiog IT is limited to Firth (1996b),
who analyses IT effects between US and UK compafokswing annual earning
announcements. Our study extends cross-countranaséy focusing on a large set

of European countries.

We also extend prior research by focusing on pwditnings. Prior research
about ITs arising from profit warnings is limited Tse and Tucker (2006), which is
more concerned with the timing of profit warningleases within an industry.
Companies have both legal and economic incentiveelease profit warnings as
soon as they observe an unforeseen effect that paayanently and significantly
affect their financial performance. By definitiorpeofit warning should contain new

information and, therefore, it is very likely tougan impact on price.

Early IT research focused mainly on annual earniagsouncements and
strong IT effects were documented, for instancéhKit976) documents an IT effect

of 50% to 80% of the stock price reaction of thenamcing company. Recent

! To some extent the use of market adjusted retmitigates the interaction of these two effects,
because in principle market adjusted returns isdla firm-specific returns from market movements.



research using earnings announcements focuses enoggiarterly announcements
and IT effects seem to be much less pronounced2B03) documents a stock price

impact of 3% and 0.5% for announcing and non-anaimgrcompanies, respectively.

Virtually all the research on IT effects definemgar companies based on
the industry classification, we adopt this classifion procedure on our main results,
but we also present results that define similar mames based on the number of

common analysts following and extending RamanadoZ2.

Our paper seeks to determine whether profit wamingve an impact on
announcing company stock prices and if they reisulin IT effect across national
boundaries. The remainder of the paper is organésedbllows: The next section
assesses the literature reviewed and section tiseeisSses our research design.
Section four explores and discusses our empiresllts. Finally, section five draws

conclusions and establishes the path for futureare$.

2. Prior research and hypothesis development

The IT phenomenon has attracted significant atientiom accounting and
finance researchers and results from prior resesgem robust and clear: information
released by a company is relevant and used by torgesrhen making investment
decisions about similar companies. Prior accountasgarch has mainly focused on
earnings announcements and earnings forecastis,dism covers specific instances in
the life cycle of companies (e.g. bankruptcies,d-and Stulz 1992) or other events
that are likely to affect investor’'s perception®aba firm’'s fundamentals (e.g. the

impact of a nuclear accident on the electricalse@owen et al. 1983).

Firth’'s (1976) seminal paper viewed the literatarelysing the impact of
information releases differently. Rather than faegson the impact of the
announcement on the stock prices of the annourmimgpany itself (e.g. Ball and
Brown 1968), he looked at the impact of annual iegs announcements on non-
announcing companies in the same industry. Reshitt® evidence of an information
spillover to the non-announcing companies resuitingn effect of approximately 50-
80% of the announcing company’s average price imacround the information

event. Furthermore, the author also finds an irsgan the trading volume of non-



announcing companies around the announcement datier different frameworks
and with different results as to the magnitudehef iT effect, these results have been
widely confirmed by subsequent research and extentte other types of

announcements and ev@nts

Most of the existent research focuses on the U&kenawith the exceptions
of Firth (1976) and Clinch and Sinclair (1987) wimvestigate the IT effect on the
United Kingdom and Australia, respectively. Firt996b) is, to our knowledge, the
only paper that addresses IT at the cross-coustml lfocusing on the spillover of
information from the annual earnings announcemant$ earnings surprises of US
companies to UK companies and vice-versa. Resuoltdirmm the existence of IT
between these two countries (the effect is greatdre direction of the US to the UK)
and the magnitude of such transfers seems to b&edeto certain firm and industry
characteristics such as profitability and compaizg.sA relevant conclusion from
Firth (1996b) to our study is that domestic ITs strenger than the effects captured at

the cross-country-level.

The rationale supporting Firth’'s (1976) work haveeb applied to other
information events, such as management earningscdests. Baginski (1987) and
Pownall and Waymire (1989) document a relationshgtween the sign and
magnitude of changes in earnings expectations arekpected returns of similar
firms. Ramanath (2002) shows that analysts revissr tearnings forecasts for
subsequent announcers and that investors unddrimeéicst announcements. These
results are at odds with Thomas and Zhang (2006) wonclude that investors
overreact to early announcements and correct plosition when the company reports
its own information. Gonen (2003) finds evidence ai IT effect based on
restatements of financial statements, which caexpéained by an industry approach
to an accounting treatment (e.g. change in an aticmy standard relevant to a
specific industry), such an effect is stronger when-announcing companies are of
low accounting quality (Gleason et al. 2004). X0@32) finds that the magnitude of

the IT effect is positively associated with an ammzing company's performance.

2 As to earnings announcements, literature has detits research to quarterly (e.g. Foster 1981),
half-yearly (e.g. Clinch and Sinclair 1987) and -pegnings announcements (Wasley 2001) with
similar conclusions.



Tse and Tucker (2006) document a negative effeB®ofn the stock prices
of the announcing company after the release ob#tpvarning and a decline of 0.3%
to 0.5% in the stock price of latter announcing-pamies at the moment of the first
announcement in the industry. This study providatuable information for our
research. First, profit warnings introduce new infation to the market. Second, the
IT effect is considerably smaller than early reskdras documented, but in line with
Xu (2003), which combined with Firth’s (1996b) finds might indicate difficulties
in detecting cross-border IT effects. Anecdoticdevice such as the one presented in
the introduction leads us to conclude that an Ifeatfexists in a cross-country

scenario and our main research question is aimewedtigating such an effect.

Prior research also examines subsequent annountenéth the idea that
when subsequent announcements occur they contagnnew information when
compared to early announcements and, thereford Ttleéfect should be weaker or
non-existent. Foster (1981) finds the opposite these results are disputed by Clinch
and Sinclair (1987) and Freeman and Tse (1992)neport evidence suggesting that
subsequent announcements are less informativearids@ucker (2006) conclude that
early announcements speed up subsequent annouriseandrthat the likelihood of a
firm being the first announcer increases with sizd decreases with the magnitude of

bad news.

Pyo and Lustgarten (1990) also test the model @sedompute normal
returns and conclude that results, although skgitaker, hold when an industry
variable is added to the marker model. This comgiusonflicts with Han et al.
(1989) who interestingly conclude that results\agy sensitive to the model used to
estimate normal returns and when the industry indexdded to the market model,
directional results do not hold. Han and Wild (1p%ést if the limitations of the
market model affect results by comparing the I'eetffbased on a market model and
on unexpected earnings. Results indicate that sleeafi a market model does not
affect results or conclusions. Frost (1995) assedBe properties of alternative
methods to estimate IT and investigates some ofpthperties associated with IT,
finding that the use of abnormal returns to meaddretends to overstate the
significance of IT due to cross-variation of regies disturbances, suggesting that

directly estimating the information signal is maeturate.



Another area into which ITs have developed is thelys of IT effects at
certain times in the lifecycle of a company. Sloginal. (1991) study the decision to
go private on rival firms. Szewczyck (1992) invgates industry reactions to a
companies' security offering. Firth (1996a) anadygea dividend change affects the
valuation and earnings forecasts of same-industoynpanies. Eckbo (1983)
investigates IT resulting from horizontal mergersl afinally, Aharony and Swary
(1983) and Lang and Stulz (1992) study the IT adob@nkruptcy announcements. In
general, all these studies document an IT effextrat these events.

Other research focuses on specific events suchremiacements of bad debt
provisions around the south-America crisis (Diad 8tLeay 1996), a nuclear power
accident (Bowen et al. 1983), hacker attacks ofrivdt companies (Ettredge and
Richardson 2002) and Arthur Andersen’s Enron aftalitire (Cahan et al. 2006;
Chaney and Philipich 2002). Again, an IT effect tenobserved as a result of these

events.

The vast majority of prior research establisheslitile between announcing
and similar non-announcing firms using an industigssification and Frost (1995)
has found that IT effects are more pronounced imdgeneous and concentrated
industries. Pyo and Lustgarten (1990) use the ¢avese of earnings to identify
similar companies and conclude that covarianceaofiiegs is a determinant of IT.
This result is consistent with Freeman and Tse Z19$o conclude that the IT effect

is more pronounced in industries with higher conmoget of accounting data.

Ramanath (2002) makes a first attempt to identifyilar companies based
on analysts following. The approach followed dedimeset of static industries using
shared analysts based on IBES analysts followintP®b (first year in the sample).
Ramanath (2002) study is silent on the incremeb#takfits from such approach. The
use of common analysts to identify similar companie based on the fact that
analysts tend to specialise in certain areas ofnbas and, therefore, are in a
privileged position to induce an IT effect (Piotkkoand Roulstone 2004). We extend
this approach in three ways. Firstly, our algoritii@termines similar companies
based on a dynamic approach, i.e. for each annmertewe identify all the
companies sharing 20 or more analysts (the meathefsample is 22 analysts
following) in the same year. Secondly, we do netriet companies to a given analyst

based “industry” classification. In other word$dth announcing companies A and B



share 20 or more analysts with the non-announaimgpany C, but do not share any
amongst themselves. C will belong to the non-anomgngroup of both A and B,
rather than being assign to just one “industry”irdlly, we compare the benefits of

this approach with the more conventional indusargdal grouping.

Following the discussion of existent research, \we aur paper at finding
evidence supporting the existence of an IT effétha cross-country level following
the release of a profit warning. Profit warninge &ixpected to strongly affect the
stock prices of the announcing company itself ahe to the negative content of a
profit warning, this effect should be negative.tRarmore, we also expect to observe
an IT effect around a profit warning announcemdiie IT effect should be weaker

than the effect on the announcing company.

3. Sample selection and research design

Theory supporting IT literature predicts that margarticipants will learn
from a company’s information signal and use thisowdedge to revise their
investment decisions concerning similar compariléss investment behaviour will
create two parallel information flows: one affegtithe information environment of
the announcing company and another one affectiagrtformation environment of
similar non-announcing companies (IT). These infation flows should move prices

closer to fundamentals and should be observedak seturns.

Our research analysis is based on observing thavimir of prices around
the announcement event. For each profit warningpun sample, we identify all
similar non-announcing companies and we measur&enadjusted returns for the
days around the announcement and test if theyigméisantly different from zerd
We complement our analyses using absolute markesstad returns, cumulative

market adjusted returns, and absolute cumulativiehadjusted returfis

Market adjusted return&DR) for companyi in dayt, are calculated for both

announcing and non-announcing companies using Bquét), whereRC and RM

% As a sensitive analysis, not reported, we alsa uae returns and abnormal returns using a CAPM
approach to determine the estimators.
* We also use squared market adjusted returns istaimnated results.



are company returns and market returns, respegti®® is computed using Equation
(2), n representing the number of companies in our saniisolute market adjusted

returns AADR) are expressed by Equation (3).

ADR; =RC;, —RM, (1)

MV,

RM, =>'| RC,, x— )

i=1 Zzll M\/i,t

AADR, =|ADR| ®

In our analysis we also analyse the behaviour otkstreturns over a
cumulative window of 2 and 3 dayaround the announcement, [t, t+1] and [t-1, t+1],
respectively, wherd is the announcing day. Cumulative market adjustddrns
(CADRm) are measured as in Equation (@)is the number of days in the windom,

0 (2, 3). Equation (5) yields absolute cumulativerkeaadjusted return€AADRM).

2-m

CADRM, =[] (i+ ADR,.,)-1 (4)

j=
CAADRM, =|CADRm| )

In our framework, we observe an IT effect if themage stock returns across
all non-announcing companies is statistically ddfe from zero. We apply different
statistical technigues to infer the statisticainfigance based on the measure being
tested (Yadav 1992). Atest was used to test the significance of wABR and

CADRm are different from zero (Campbell et al. 1997; skire 2004).

® Results using a 3 days window are not tabulatéderpaper.
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To test the significance AAADR and CAADRmM we employ a different test.
By definition AADR and CAADRm have a lower limit of zero and therefore, they are
bound to be different from zero. The test we applyased on May (1971) and Yadav
(1992) and can be intuitively explained as followsor each dayt in the
announcement window and for every companyin( the sample, we computed the
ratio of theAADR;; to the average oAADR,; over an estimation period of 125 days ,
starting 150 days before and ending 25 days befay¢, Equation (6). The estimated
MAADR, ; should be an unbiased estimatonafmal absolute market adjusted returns
and the ratio should then have a value of onéneflT effect is not strong enough to
affect the returns of non-announcing companies.tié® apply aztest to test the

significance of the difference between the valuthefcomputed ratio and ofie.

AADR
MAADR  =———

2 AADR,,

z=150

(6)

125

Our study looks at profit warnings by European cames. Profit warnings
reflect unexpected changes in the business enveotrthat strongly affect the
financial performance of a company. One advantdgprafit warnings over other
types of information events is that they are lésay to cluster in time. Other types of
information events, such as annual or interim respare often seasonal, with a large
number of companies releasing information at thraesimé. This said one should
still be made aware that profit warnings can hapgmrcurrently with other types of

announcements and it is impossible to fully diseglathe effects.

Our decision to focus on European companies reflaat attempt to keep

institutional factors as constant as possible. Somaintry studies are often affected

® A similar methodology is used to test the sigaifice ofCAADRm, where both the numerator and the
denominator are determined based on periods adys,m 0 (2, 3).

"1t is also worth noticing that the evidence suggésat a significant component of the contentrof a
annual report is already incorporated in pricethattime of the announcement (e.g. Ball and Brown
1968)
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by a significant number of country-level effectattiare hard or impossible to identify
and control for. To some extent, the actions of Hueopean Commission regarding
harmonisation have mitigated some of these effmudscultural ties within Europe are

relatively stable and common, when compared witleloareas across the globe.

We start by identifying all European companies udeld in the JCF
proprietary international industry portfolios, witharket value available for at least
one yeat. A company is classified as European if it is ity listed on a European
Stock market, according to th#&CF classification.JCF portfolios include 9,348
companies with 2,428 profit warning issued during sample time-windo The IT
effect is measured by the magnitude of the prieetren around the release of a profit
warning and for that we need data on stock pritgrme, which were retrieved from
Datastream.'® For all the European countries identified){®F, we then download the
lists of constituents frorDatastream (with market value available for at least one of
the years in the sample) and we proceed with a oeimpsive matching procedure

that included combinations of all common identsiavailable.

Our algorithm to identify similar companies based @ommon analysts
identifies all analysts following a company andrthfer each company-analyst it
identifies all the companies followed by that asalyhe result is a database that for
each analyst following a company has all the otteenpanies followed by the same
analyst. We then count the number of common arsmlystween each pair of firms
and we keep those with 20 or more common analy$ts. procedure significantly
constrains our sample, creating a bias towards lagmpanies. However, we will
show that this classification produces very différeesults from those obtained by
trimming the sample to include only the largest pamies, reinforcing the idea that it

is not a size driven effect, but an analyst oneis Tdpproach to identify similar

8 We consider market value to be a basic item amdniéxistence is indicative of a poor quality
coverage for a given firm.

° It is important to note thalCF only retains the date of the last profit warningd® that year. In the
unlikely event of a company issuing several prefdrnings during a year, only the date of the most
recent one is kept.

9 The use of two different data sources poses thblgm of matching companies across databases,
which can severely affect final sample composifiatves et al. 2007). Our matching procedure made
use of all common identifiers and the problem opériect matching is mitigated in this study as a
result of our focus on large companidSF covers only a subset of companies for each couwtnich

tend to be representative of a given industry givan country.

12



companies also imposes the problem of using a tlatdbasel BES), which results in

some companies being drop for matching reasons.

Our matched sample includes 5,422 companies ard tafhming the final
sample comprises 5.125 companies (424 if using comamalysts to identify similar
companies) Table 1 presents sample composition per countrg Bamlustry,
respectively. The same matched sample includes31pfdfit warnings for our
European sample and for the period 1995-2006 (TabRanels A and B). We delete
profit warnings that: a) have incomplete data (43)that are clustered within 4 days
of interval (408); and c) profit warnings of compesin countries or industries with
less than three observations. These deletionstras@ sample with 1,253 profit
warnings issued by 856 announcing-companies. Thebauof profit warnings in our
sample is reduce to 348 (207 announcing-comparnié®n adopting an analysts
based definition of similar company. As to the rmamouncing companies, 121,136
company-announcement-years were used correspotaibgl75 companies or 636
company-announcement-years and 141 non-announemganies when focusing on

similar companies based on common analysts.

Table 2 also shows that the number of profit wagrnwas higher around the
years 2001-2002 and that the more active Europeakats seem to dominate the
sample, with the UK presenting almost 45% of thaltaumber of profit warnings
(Table 1). Finally, we were unable to distinguish iadustry pattern based on the

distribution of profit warnings amongst the diffetendustries.

We consider the company releasing a profit warrsgthe announcing
company, for that particular event, and all the agnimg companies in the same
industry-year are then classified as non-announcomgpanies for the same event.
Non-announcing companies are all companies incliutdé¢ide sameCF international
industry portfolio, regardless of if they are annoimg companies in another moment
in time'2. An announcing company can be classified as nowancing if it belongs

to the same year-industry of another announcingpemy. This creates the problem

1 We trimmed the matched sample in order to elinginat) companies with missing data; b)
insufficient listing period. We require companiesbie listed for at least two years, one year when t
announcement occurs and one year beforehand foragtn purposes; and c) countries or industries
with less than three companies.

2 When using an analyst based approach, non-anmaurzompanies are those who that the
announcement year shared 20 or more analysts ldthrinouncing company.
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of multiple announcements, companies that reporthex same four days window
cannot be considered as a non-announcing compathy regard to others, i.e. if
companies A and B report in two consecutive dayspamy B is not included in the
group of non-announcing companies for A and A isismot included in the group of
non-announcing companies for B. We also force nomancing companies to be of
a different country from the announcement compéegause the focus of our paper

is to look for evidence at the cross-country level.

4. Empirical tests and discussion of results

Our empirical analysis is based on two differergrapches. We first extend
prior research by documenting evidence on IT efféetsed on a comprehensive set
of analyses focusing on country level, cross-cqurgvel, year, size of the
announcing company and magnitude of the impacthef announcement on the
announcing company itself. We then extend prioeaesh by trying to explain the
factors driving the IT effects by running a set ratiltivariate analysis. All our
analyses are based on both samples using induassifccation and common analysts

to identify similar companies.

4.1. Univariate analysis

A Profit warning sends a relatively strong inforioat signal to the market
and a prompt price reaction is observed for theoanaing company and due to the
nature of the announcements a negative signalpiscted. Table'3, Panel A, shows
evidence of an average return of -7.3% on the ddgeannouncement (ADRO) and
also some evidence of a post announcement reagttbrcumulative returns for the
period [0; 1] of -8.7% (CADR?2).

When focusing on the non-announcing companies/tsesuTable 3, Panel
A, provide relative evidence to support an inforioattransfer effect. On average

non-announcing companies experience a price reaco-0.1% surrounding the

3 Table 3 presents the descriptive statistics forumivariate analysis. At this stage our main ofbjec
is to present a brief analysis and descriptioheflT effects and therefore we did not apply any
trimming or outlier deletion to the sample.
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announcement. The documented effect is signifigdotiver than those reported in
the early literature, but very close to those reggbby Xu (2003) and Tse and Tucker
(2006). The fact that we focus on a larger samptk aso the fact that we focus on
cross-country effects are two potential reasongHerlow level of IT documented in
this study. Results on ADRO for the non-announaogpanies have to be analysed
with due care. The IT can result in two effectshwaipposite directions (competitive
and contagion), by focusing on ADRO, we are lookaigan average of those two
effects. The variable AADRO focus on the magnitwdethe effect rather on the
signal, the IT effect is of 1.8% (2.6% for the twlays window). Together these

results indicate that both competitive and contagiffects are present in our sample.

Stock returns around the announcement event a@verage considerably
higher for the announcing firms, as expected anddib return measures used.
However, the extremes (minimum and maximum) aretiyndarger for the non-

announcing firms. We do not have an explanationHisrfinding.

Table 3, Panel B, uses common analysts to idesitifylar companies, under
the rationale that analysts are in a favourabldtiposto conduct IT. Under this
construction the IT effect is stronger (-0.2%).oier to identify similar companies
we had to impose a constraint of twenty or more room analysts (which is very
close to the average number of analyst followirid)is selection imposes a strong
constraint on sample size, biasing our sample tsvéarge companies and we are
cautious on making generalizations based on thesgts. However, non-tabulated
results imposing a similar trimming based on maskadtie, produces results weaker
than those in Table 3, Panel A. This might be iathe that the stronger effect is in

fact driven by analysts and not by the size-bias.

Based on Firth (1996b), we expect cross-countryolbe weaker than at
country level, Table 4, Panel A, present resultthatcountry level and we can see
that we can detect an IT effect for most of thentoes either. It is not our objective
to explain the cross-country variation, but we dtiwotice that Netherlands, Spain
and Switzerland present on average positive ITceffand that Poland presents the
strongest impact with -0.9%. When using common yatsl to identify similar
companies, Table 4, Panel B, results are consifjestitonger, although significant
for a smaller subset of countries, which can béfjed by the fact that analysts tend

to specialise within a country. We do not have gianation for the impressive result
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presented by Sweden (1.7%). Table 5 compares tfezattice between cross-country

and country-level effects, which as expected amnger for the country-level.

Table 6 presents the time dimension of the impé&gtrofit warnings and
their IT effect. In Panel A and not surprisinglfiet number and effect of profit
warnings on the announcing companies is higher ratailhe period 2000-2003,
around the burst of the dotcom bubble and subseéduancial scandals. The number
of profit warnings remains higher after that periotst likely due to changes in the
institutional settings affecting disclosures. As ttee IT effect, and despite the
inexistence of a pattern, one can see again theffétts tend to be significant around
the years 2001-2003. Again, using common analystsldntify similar companies

seems to result in stronger IT effects (Panel B).

The next steps represent different attempts taicapind understand some of
the mechanics of the IT process. We start by dlasgiannouncing companies based
on the signal of the price reaction around the annement. Profit warnings are by
nature a bad-news announcement and, thereforeelgged from our sample profit
warnings with a positive impact on the announciampany itself:* Non-announcing
companies where then classified according to tiegiction (positive versus negative)
to the announcement. Separating the positive agdtive IT effects corresponds to
analysing separately the contagion and competéifects. Table 7 and it clearly
shows that the low level of ADRO in previous tabkesdue to the aggregation of these
two effects with opposite signs. “Negative” profiarning on average result in an
impact of -10.4% on the announcement day and -1bi@%e two days window [O;
1]. As to the non-announcing companies, 33,825 mapee a competitive effect and
present a positive reaction of 1.9%, while 40,00Mmpanies experience a negative

effect of -1.7% (contagion).

We also look for evidence to see if the magnitudethe IT effect is

dependant on the magnitude of the impact of théitpr@rning on the announcing

4 The positive signal on the announcement day nriggult from the content of the announcement not
being as negative as predicted by market partitgpan which case the negative anticipation of the
market should be followed by a positive correctiath the announcement. Non-tabulated results show
some evidence to support a negative pre-announdemaiet reaction, as the announcing companies
experience a negative return prior to the event Nay-tabulated results also show that the majarfity
profit warnings has a negative impact and of steomgagnitude and there is no evidence of IT effects
associated to “positive” profit warnings on the anncement day.

16



company itself. We expect that the stronger theoanoement the stronger the IT
effect and results show limited evidence of suclefiact. In Table 8, Panel A, we
rank announcing companies by the magnitude of atessoéturn on the announcement
day and non-announcing companies are then classifieording to the classification
of the matching announcing company. The impacthenannouncing company itself
varies from -0.1% to -25.6%. It is worth noticirfzat the average absolute return in
the highest quintile is remarkably high, i.e. 20P4hee announcing companies present
average absolute stock returns of a quarter of finie as a result of a profit warning
announcements. When focusing on ADRO and CADRZjaevery limited evidence
of a relationship between the impact of the prevarning on the price of the
announcing company and the IT effect that it indu¢®wever, when focusing on the
absolute measures the relationship seems to be aleh with the hypothesised
direction varying from 1.5% to 2.1% and 2.3% to 3% AADRO and CAADR2,
respectively. When focusing on the sample basedoommon analysts (Panel B) it
seems that the magnitude of the announcement duteaffect the IT effect. This
might be indicative that analysts are selectivetheir information processing,
indicating that they can distinguish industry amunfspecific information, i.e. the
content of the announcement is more relevant thanragnitude on the announcing

company.

Our last univariate analysis focuses on the effetctthe size of the
announcement company. We do not have a predictiathi$ relationship. On one
hand, we expect larger firms to lead the market #imerefore, produce stronger IT
effects, but on the other hand smaller firms teadhéive a worst information
environment and, therefore, we expect an informatgnal to have a stronger
impact. Table 9 shows that smaller announcing-cariegapresent larger stock returns
around the announcement. Several factors suppasethfindings. First, the
information environment of a smaller company is allsu less complex. The
complexity of information creates more opporturstidor “finding valuable
information” and, therefore, market agents areimgliand need to have better skills to
examine the information more carefully, thus impnovthe information environment.
This said, smaller firms tend to have fewer investand analysts following them
(Bhushan 1989). Second, smaller firms tend to be thversified and, therefore, are

not only more exposed to competition but also mdependable on their core
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business, increasing their proprietary costs and#limgathem less prone to report
fundamental information (e.g. Berger and Hann 20ly and Palepu 2001). Third,
lower transaction costs facilitate the dissemimatbprivate information and result in
better information environments. Larger firms havigher liquidity and higher
trading volumes, thus transaction costs are onagectower for such firms (e.g.
Easley et al. 1996). Fourth, the amount of inforaratan also be partially explained
by litigation cost theory. Larger firms haweep-pockets and are thus are more
susceptible to litigation. In order to avoid thestsoof litigation, companies tend to
increase disclosures (Field et al. 2005; Skinn€94194997). The rationales above
allow us to conclude that larger firms tend to haedter information environments
and, therefore, prices are closer to fundamentatk there is less space for new
information (Holthausen and Verrecchia 1988, 19Qidn and Verrecchia 1991a, b,
1994, 1997).

Results on the association between the magnitufleeeoimpact of the
release of a profit warning and the correspondérgffect indicate that the stronger
the impact on the announcing company the strongerIT effect, which when
combined with results described in paragraph alsmggest that smaller firms will
induce a stronger IT effect. However, this findimgen combined with the argument
that larger firms lead the market and, thereforedpce stronger IT effect creates a
mixed expectation. Table 9 does not show any asSoci between size and the

magnitude of the IT effect.

4.2. Multivariate

Table 10 presents the descriptives for all the aldeis included in our
multivariate analyses. Table 11 shows our regrasseults. The model used tries to
explain the IT reaction based on a set of factioas we consider to be relevant, the
construction and rationales supporting each measereescribed below. We assume
the existence of clustering in our data and, tleegfthe residuals may be correlated
across firms (or announcement) or across timerderao control for this clustering
bias, we adopt a “Two Dimensional Clustered Stashdzrors” technique based on
Petersen (2006). Our multivariate analysis focutherannouncement day returns and

on the two days window [0, 1], signed (Panel A) abdolute (Panel B). Taken as a
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whole, our multivariate results present limited kmdnsistent evidence of some

determinants of the IT effect.

Our dependent variable is the measure used to sassesimpact of the
announcement on non-announcing companies (ADRO, R&DCADR2 and
CAADR?2). Our vector of independent variables inésicthe similar measure for
announcing companies in an attempt to capture mhgadt on the announcing
company itself, i.e. if ADRO is used as our dependeriable, then our vector of
independent variables will include ADRO for annomgccompanies. The rationales
for using the impact of the announcement on theoancing company derive from
our univariate results that seem to indicate a tpesirelationship between the
magnitude of the announcement and the magnitudiheofiT effect. When using
absolute measures (AADRO or CAADR?2) as indepengariable we use a natural
logarithm transformation to normalise the distribnof that otherwise would be
truncated at zero on the left hand side. Thesabkes were trimmed at the top and
bottom 0.5%. Results seem to confirm our expectatmd the returns of the
announcing company are significant at the 1% léweimost of the regressions, being

the exception the singed regression using ADRO.

We also include as independent variables the diznoouncing and non-
announcing companies, aiming at analysing if se®dmn impact on the IT effect. The
results at the univariate level do not show anwatieh between the size of the
announcing company and the IT effect and we expager non-announcing
companies to be more immune to IT effects. Muliatar results confirm the low
explanatory power of announcing companies’ size amticate that larger non-

announcing firms experience lower IT effects, whikkonsistent with our rationales.

The main focus of this paper is to look for evideruf an IT effect at the
cross-country level within a large set of Europeauntries. For this reason, we
constrain our non-announcing sample to companissdan a different country from
the announcing company. In such scenario, we wthéd expect higher levels of
international exposure to induce a stronger crossvty IT effect. We measure the
level of international exposure as the ratio okinational sales over total sales.
Results do not confirm this rationale for the ammng firms, but results for our
absolute sample seem to indicate that non-annogimompanies with higher level of

exposure experience a higher IT effect.
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Following the same rationales supporting the useahmon analysis to
identify similar companies, we included dependeariables representing the number
of analysts following announcing and non-announaompanies. If a company has
more analysts following there are more agents position to conduct information
from one company to another. Results in Panels d\ Burtonfirm the relevance of

analysts as a driver of the IT effect.

Previous research presents mixed results on theadmpf the first
announcement and subsequent announcements. Thisecamen more problematic
when focusing on profit warnings because the cdraésubsequent profit warnings
are more firm-specific and may not necessarily shavindustry trend. Additionally it
is almost impossible to identify the order of ptefiarnings because there are no time
boundaries. For instance, in annual reports, relatively easy to identify the first
company presenting the financial statements foivangyear. When focusing on
profit warnings it is impossible to identify a reéace date and the first announcement
in the year might be the last of a series of rdlaenouncements. Nevertheless, we
include a dummy variable to indicate if the profiarning is the first in the year, one
if so, zero otherwise. Results seem to indicaté tthere is no effect associated with

first announcements.

We also include a dummy variable to indicate if @mmouncing company is
based on a common-law country. Common-law regintesofien associate with a
more demanding institutional framework (e.g. Noaed Parker 2006) and, therefore,
information signals coming from those countries banseen as of better quality or
precision. Still at the country level, we includeariable to control for the existence
of cultural ties between the announcing and theammuncing country. Results fail

to identify any effect associated with such lawtegsor country analysis.

We include the Herfindahl index to control for irstity concentration with
the rationale that information cane be more eadi$geminated in industries with
higher level of concentration. In the opposite exte, industries with low
concentration, the diversity of companies and ttreeient diversity of fundamentals
might mitigate the relevance of the information @mmced by a similar company. Our
results for the two days cumulative window indic#tat higher levels of industry

concentration are associated with stronger IT &ffec
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Finally, we have included dummies to control foe ttype of accounting
regime (local or international) of both the anndogc and non-announcing
companies. Results are mixed. When using signearnst results indicate that
announcing companies using international GAAP pceda stronger IT effect.
However, when focusing on absolute returns, the afsénternational GAAP is

associated with lower IT effects. We do not havatmnal for these mixed results.
5. Conclusions and future research

Previous research has extensively documented ftiseerge of information
transfers within a country and arising from a lavgeiety of information events. This
paper extends prior research by looking at IT acrosuntries. Our results show
evidence of an IT effect, albeit much weaker tHawsé found in the early literature,
but in line with the IT effects captured by recemsearch. The decline in the
magnitude of IT effects can be explained by severasons. First, our study uses a
considerably larger sample than early studies,ltregun the inclusion of companies
to which no IT effect is expected (e.g. small sg)cK his increase in sample size will

mitigate the IT effect.

When using the sample based on common analystqleaize decreases
significantly and the magnitude of the IT effectri@ases. However, this approach is
not likely to be the rationale used by investonsektors will tend to identify similar
companies based on some common characteristicerréttan in the number of
common analysts. If our results allow us to shemesdight on the role of analysts
transferring information it does not answer thedfioe of which characteristics are

used by investors to choose peer companies.

IT can exist in different scenarios rather tharhimitthe same industry. For
example, the relationship between Intel and Micitpsdthough these two companies
belong to different industries, an increase in shakes of Intel means that sales of
operative systems by Microsoft will also incread@other scenario that would be
useful to study is industries with tight verticaipply chains, such as the automobile
industry. The supplier-consumer relationship instimdustry often results in the

supplier being completely dependent on the client.

Future research, should aim at identifying morecigee ways of defining

similar companies, rather than using one based staradard industry classification

21



(JCF industry portfolios for our study). Secondigvelopments in the processes of
collecting and analysing information reduce thepgcof news in the announcements
and, therefore, also contribute to the mitigatidnttee IT effect. Research should
confirm this intuition by looking at different typeof announcements and observing

their relevance over time.
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Tables

Table 1, Panel A: Global sample composition

Country Companies Profit Warnings
DS JCF Matched Final Source Matched Final
Industry Analysts Industry Analysts

Austria 202 139 100 96 1 17 15 11 0
Belgium 375 232 172 163 6 54 46 35 0
Croatia 52 1 1 0 0 0 0 0 0
Cyprus 79 1 1 0 0 0 0 0 0
Czech Republic 190 91 62 61 0 0 0 0 0
Denmark 253 275 153 151 3 51 38 30 5
Estonia 23 32 17 16 0 1 1 0 0
Finland 170 184 99 95 7 83 40 33 14
France 1,341 1,235 676 599 114 407 327 238 99
Germany 1,093 951 424 411 74 229 157 112 65
Great-Britain 2,624 2,977 1,774 1,694 104 1,137 731 549 102
Greece 239 249 121 118 0 3 1 0 0
Hungary 2 39 2 0 0 15 1 0 0
Iceland 9 1 1 0 0 0 0 0 0
Ireland 151 87 76 72 2 32 27 22 0
Italy 508 389 264 255 15 20 18 12 4
Latvia 39 18 16 15 0 0 0 0 0
Lithuania 4 69 3 0 0 0 0 0 0
Luxembourg 101 34 29 24 0 5 5 0 0
Netherlands 400 259 225 215 39 140 134 93 29
Norway 312 294 185 169 5 51 29 21 0
Poland 147 96 55 55 0 6 5 3 0
Portugal 173 929 88 86 0 1 1 0 0
Russia 478 104 92 91 0 3 3 0 0
Slovakia 39 22 6 4 0 0 0 0 0
Slovenia 105 41 33 31 0 0 0 0 0
Spain 278 306 169 163 11 10 10 5 0
Sweden 561 435 242 219 14 60 39 29 8
Switzerland 495 359 244 232 29 102 84 60 22
Turkey 116 329 92 90 0 1 1 0 0

10,559 9,348 5,422 5,125 424 2,428 1,713 1,253 348

For both databases (DS and JCF) only companiesmattet value data available for at least one year
in the period 1995-2006 were included in the maighalgorithm. We require companies to be listed
for at least two years and we also deleted fromsaunple years, countries and industries with leas t
three companies. There are some differences indbtry classification between DS and JCF, for the
matched sample we assume JCF country classificatimlustry and analysts columns indicate that
similar companies were identified based on industagsification and common analysts, respectively.
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Table 2, Panel A: Profit warnings per year

Year Source Matched Final
Industry Analysts

1995 1 1 0 0
1996 15 14 12 4
1997 104 93 67 24
1998 128 113 86 29
1999 42 27 24 8
2000 99 64 50 13
2001 519 370 224 51
2002 378 286 202 54
2003 297 240 184 53
2004 185 129 108 32
2005 308 197 148 44
2006 352 179 148 36

2,428 1,713 1,253 348

Table 2, Panel B: Profit warnings sample compositio

Description Number

Industry Analysts
Original sample 2,428 2,428
After filtering and matching 1,713 1,713
After merging with MV 1,669 1,669
After counting 1,669 1,669
Before getting non-announcing 1,669 1,669
After getting non-announcing 1,669 1,522
After merging with MV (non-announcing) 1,669 1,509
After preparing returns 1,669 1,495
After deleting no non-announcing, no data, multiple 1,261 376
After final filtering 1,261 376
After deleting less than 3 obs (country, industmg gear) 1,253 348
Number of announcing firms 856 207
Number of non-announcing firms 5,117 141
Number of non-announcing firms (per-announcement) 127 636

Industry and analysts columns indicate that simdampanies were identified based on industry
classification and common analysts, respectivelyt @ 2,428 profit warnings, only 1,713 were issued
by companies identified in our matched sample. rAdigletions for incompleteness or insufficiency of
data our final sample includes 1,253 profit warsiigsued by 856 different companies. We matched
97,122 non-announcing company-announcement-yeangdifons. A non-announcing company can
be included in the non-announcing group for eafferdint announcement and an announcing company
can also be included in the non-announcing grougesponding to any other profit warning issued by
another company in the same industry. 5,117 comegamiere at some point classified as non-
announcing. When using common analysts to idergifyilar companies, the number of profit
warnings in our final sample is 348, issued by #dferent announcing companies and to which 141
non-announcing companies were matched (636 companguncement-years).
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Table 3: Descriptive statistics
Panel A: Similar companies identified based on JCkhdustry classification

Announcing Non-Announcing
N Mean Std dev Min Median Max N  Mean Std dev Min Median Max
ADRO 1,253 -7.3% * 12.1% -742% -3.5% 37.4% 97,122  -0.1% * 98.5-87.0% -0.1% 266.7%
AADRO 1,253 8.6% * 11.3% 0.0% 4.4% 74.2% 97,122 1.8% * 3.0% 9.0 1.0% 266.7%
CADR2 1,253 -8.7% * 135% -83.9% -5.1% 37.8% 97,122 -0.1% * 8%. -89.4% -0.2% 173.4%
CAADR2 1,253 10.4% * 123% 0.0% 6.0% 83.9% 97,122  2.6% * 4.0% .09 1.5% 173.4%
MV 1,253 3,801 10,951 1 607 138,654 97,122 4,323 10,900 1 622,654

Panel B: Similar companies identified based on comom analysts

Announcing Non-Announcing
N Mean Std dev Min Median Max N Mean Std dev Min Median Max
ADRO 348 -3.5% * 9.1% -655% -1.2% 37.4% 636 -0.2% *** 27% 3% -0.2% 16.7%
AADRO 348 5.1% * 8.3% 0.0% 2.5% 65.5% 636 1.6% * 2.1% 0.0% 1.0%7.3%
CADR2 348 -4.9% * 9.9% -69.5% -2.8% 37.3% 636 -0.1% 4.2% -%3.0-0.2% 29.1%
CAADR2 348 6.6% * 88% 0.0% 3.7% 69.5% 636 2.4% * 3.4% 0.0% 1.4%3.0%
MV 348 10,274 18,512 122 3,608 138,654 636 25,335 28,382 260275 138,654

* ** and *** indicate a significance level of 198% and 10%, respectively.
Market adjusted returns on day zero (ADRO), absahiirket adjusted returns on day zero (AADRO), dative market adjusted returns [0; 1] (CADR2) andhlative
absolute market adjusted returns [0; 1] (CAADRZ) measured using Equations (1), (3), (4) and €&pectively. Market value (MV) is measured in roitls GBP.
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Table 4: IT effects: Country-level

Panel A: Similar companies identified based on JCihdustry classification

Country N ADRO AADRO CADR2 CAADR2
Austria 11 -3.6% 4.5% -4.3% 6.0% *4
Belgium 35 -5.1% * 5.5% * -5.9% * 7.4% *
Denmark 30 -8.3% * 9.1% * -10.9% * 11.1% *
Finland 39 -4.0% * 4.8% * -5.0% * 6.0% *
France 238 -2.9% * 4.5% * -3.9% * 6.4% *

= Germany 11p -3.2% * 5.3% * -5.0% * 7.2% *

= Great-Britain 549 -11.3% * 12.2% * -12.3% * 13.5% *

3 Ireland 24 -4.8% * 5.8% * -7.3% * 9.5% *

c |ltaly 12 0.8% 1.7% 0.4% 2.0%

< |Netherlands )¢} -5.4% * 8.0% * -7.3% * 10.0% *
Norway 21 -10.4% * 10.9% * -13.8% * 14.4% *
Poland K -3.1% ** 3.1% ** -4.1% 4.1%
Spain g -5.0% *** 5.0% *** -6.3% ** 6.3% **
Sweden 29 -3.5% * 5.3% * -5.5% * 8.8% *
Switzerland 6 -6.6% * 7.6% * -10.6% * 11.1% *
Austria 711 -0.5% * 1.8% -1.0% * 2.7% **
Belgium 3,38 -0.3% * 1.9% * 0.0% 2.7%
Denmark 2,35 0.0% 1.7% 0.2% 2.8%
Finland 2,01 0.0% 1.8% -0.1% 2.8% *

o |France 19,05p -0.1% * 1.7% * -0.3% * 2.4% *

5 Germany 10,03p -0.1% * 1.8% * 0.0% 2.6% *

% Great-Britain 38,32p -0.1% * 1.8% * -0.1% * 2.6% *

g |Ireland 1,708 -0.1% 1.9% * 0.1% 2.7% *

T lltaly 1,044 0.0% 1.5% ** 0.3% ** 2.2%

é Netherlands 7,957 0.1% *¥ 1.9% * 0.1% * 2.8% *
Norway 1,491 0.0% 2.3% * -0.1% 2.8% *
Poland 384 -0.9% * 2.0% * -1.1% * 3.1% *
Spain 62] 0.5% * 1.8% * 0.2% 2.1%
Sweden 2,00¢ -0.1% ** 2.1% * -0.2% ** 3.0% *
Switzerland 6,03p 0.1% ** 1.7% ** 0.0% 2.4%
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Panel B: Similar companies identified based on comom analysts

Country N ADRO AADRO CADR2 CAADR?2
Denmark 5 -13.9% **Y 14.3% ***| -17.6% ** 17.7% **
Finland 14  -3.7% ** 4.1% ** -5.1% ** 5.4% **

= France 99 -2.6% * 4.5% * -3.5% * 5.9% *

g Germany 6b -1.5% * 2.8% * -3.0% * 4.3% *

3 Great-Britain 102 -5.1% * 6.1% * -6.1% * 7.1% *
c |ltaly 4 0.9% *=*| 0.9% 1.1% 1.1%
< [Netherlands 2P -5.1% ** 8.3% * -6.9% * 10.4% *
Sweden B -0.6% 5.1% ** -1.5% 8.5% *}
Switzerland 22 -3.7% 5.2% -7.0% * 7.3% *
Denmark 9 -04% 1.1% 0.5% 1.3%
o |Finland 24 -0.6% 1.3% -0.8% 2.2%
% France 169 -0.4% ** 1.6% 0.2% 2.6% *H*
§ Germany 177  0.1% 1.3% -0.1% 1.8%
£ Great-Britain 102 -0.7% * 1.8% * -0.4% 2.5% *4
T |ltaly 3] -0.1% 0.4% -0.1% 0.4% **
é Netherlands 4P  -0.7% 2.0% *A -1.3% *¥* 2.9% **
Sweden 38 1.7% ** 2.8% * 2.5% * 3.7% **
Switzerland 7% -0.1% 1.4% -0.5% 2.0%

* ** and *** indicate a significance level of 198% and 10%, respectively.

Market adjusted returns on day zero (ADRO), absolnarket adjusted returns on day zero (AADRO),
cumulative market adjusted returns [0; 1] (CADR&Y aumulative absolute market adjusted returns

[0; 1] (CAADR?2) are measured using Equations (3), (4) and (5), respectively.
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Table 5: IT effects: Difference between internatioal and within country IT
effects (Country — International)

Panel A: Similar companies identified based on JCkdustry classification

Description N Mean Mean Std. Dev} Sigh Sig. Rankeq
(p-value) (p-value)
Median
ADRO 1,204 -0.05% -0.03%% 1.27% 018 0[13
AADRO 1,204 0.01% 0.17% 0.98P0 0.p2 0joo
CADR2 1,204 -0.07% -0.13% 1.84% oj10 0j01
CAADR2 1,204 -0.02% 0.18% 1.33% 0.p1 038
Mean
ADRO 1,204 -0.11% -0.09%% 1.45% 0.po 0{oo
AADRO 1,204 -0.09% 0.04%0 1.13p6 0.po 0jo7
CADR2 1,204 -0.18% -0.23% 2.00% 000 0j00
CAADR2 1,204 -0.17% -0.01% 1.50% 0.p0 0[00
Panel B: Similar companies identified based on comom analysts
Description N Mean Mean| Std. Dev} Sigh Sig. Ranked
(p-value) (p-value)
Median
ADRO 124 0.08% 0.05% 1.88p6 0.p6 058
AADRO 126 -0.129 -0.03% 1.53M 0.42 0J75
CADR2 124 0.09% -0.16%6 2.64P6 0.p3 0|74
CAADR2 124 0.04% 0.07% 1.82p6 0.p6 063
Mean
ADRO 124 -0.05% 0.07% 1.88p6 0.F9 0l67
AADRO 126 -0.059 -0.05% 1.52M% 0.6 0J63
CADR2 124 -0.02% -0.17% 2.65M6 0.p3 0/63
CAADR2 124 0.02% 0.00% 1.85p6 0.9 0{79

* ** and *** indicate a significance level of 198% and 10%, respectively.

Market adjusted returns on day zero (ADRO), absoarket adjusted returns on day zero (AADRO),
cumulative market adjusted returns [0; 1] (CADRAY &umulative absolute market adjusted returns
[0; 1] (CAADR?2) are measured using Equations (3), (4) and (5), respectively.
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Table 6: IT effects per year

Panel A: Similar companies identified based on JCkhdustry classification

Year |Description N| ADRO AADRO CADR2 CAADR?2
1996 | Announcing 1p  -1.0% 2.6% -1.7% 4.2%
1997 61 -1.0% ** 2.8% * -0.3% 4.8% *
1998 8¢ -2.2%* 4.2% * -3.0% * 6.6% *
1999 24 -3.4% * 3.8% *¥ -5.9% * 6.1% *
2000 50 -8.6% * 10.4% * -13.7% * 14.7% *
2001 224  -9.0% * 10.5% * -10.4% * 12.6% *
2002 202 -10.9% * 12.7% * -12.7% * 14.7% *
2003 184 -9.2% * 10.2% * -11.0% * 11.7% *
2004 108 -7.4%* 8.2% * -9.8% * 10.4% *
2005 144 -5.8% * 6.7% * -6.4% * 7.7% *
2006 144 -5.6% * 6.2% * -6.1% * 6.8% *
1996 | Non-announcing 1,318 0.1% 1.1% ? -0.1% 1.6%
1997 5,238 -0.1% * 1.3% * -0.3% * 2.1% *
1998 9,030 -0.2% * 1.7% * -0.4% * 2.6% *
1999 2,072 02% * 1.9% 0.4% * 2.9%
2000 4,321 0.0% 2.4% * -0.1% 3.6% *
2001 20,335 -0.1% * 2.2% * -0.1% ** 3.1% *
2002 17,158 -0.2% * 2.2% * -0.2% * 3.1% *
2003 14,818 0.1% * 1.9% * 0.2% * 2.7% *
2004 6,543 0.0% 1.3% * -0.1% ** 1.8% **
2005 8,44% 0.0% 1.1% ** 0.0% 1.7% *
2006 7,799  0.0% 1.2% 0.0% 1.7%
Panel B: Similar companies identified based on comom analysts
Year [Description N| ADRO AADRO CADR2 CAADR?2
1998 [ Announcing 2P -1.1% 3.1% *4 -0.5% 3.9% *
1999 g -29%* 2.9% 5.7% ** 5.7%
2000 13 -0.1% 3.1% -7.3% * 7.5% *
2001 51 42%* 6.4% * -5.3% * 7.8% *
2002 54  -6.8% * 8.9% * -8.9% * 11.6% *
2003 53 -4.8% * 6.2% * -7.0% * 7.5% *
2004 33 -49%* 5.4% ** -5.9% * 6.8% **
2005 44 -2.2% * 2.9% * -2.8% * 3.5% *
2006 364 -2.2% * 3.7% * -2.7% * 4.2% *
1998 [ Non-announcing 1 -12%* 1.2% * -0.6% * 0.6% *
1999 4 15% 2.1% 1.8% 2.4%
2000 14 0.8% 1.7% 0.9% 2.7%
2001 69 -1.0% ** 2.1% * -0.7% 2.8%
2002 212 -0.2% 2.1% * 0.1% 3.4% *
2003 161 0.1% 1.4% 0.0% 2.0% *
2004 33 -1.2% *= 1.6% -1.3% ** 2.0%
2005 8¢ -0.1% 0.8% *{ -0.1% 1.0%
2006 51 -0.1% 0.8% -0.1% 1.2%

* ** and *** indicate a significance level of 198% and 10%, respectively.
Market adjusted returns on day zero (ADRO), absomarket adjusted returns on day zero (AADRO),
cumulative market adjusted returns [0; 1] (CADRAY aumulative absolute market adjusted returns

[0; 1] (CAADR?2) are measured using Equations (3), (4) and (5), respectively.
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Table 7: Signal of the effect around the announceme

Panel A: Similar companies identified based on JCkdustry classification

Description N| ADRO AADRO CADR2 CAADR?2
Announcing <=0 95p -10.4% * 10.4% * -11.7% * 12.1% *
Non-announcing >=0 33,825 1.9% * 1.9% * 1.8% A 2.7%
Non-announcing <0 40,004 -1.7% * 1.7% * -1.8% ¥ 2.5%
Panel B: Similar companies identified based on comom analysts

Description N| ADRO AADRO CADR2 CAADR?2
Announcing <=0 23F -6.3% * 6.3% * -7.5% * 7.8% *
Non-announcing >=0 131 13%* 1.3% 1.5% ¥ 1.9%
Non-announcing <0 215 -1.9% * 1.9% * -1.9% * 2.6% *

* ** and *** indicate a significance level of 198% and 10%, respectively.

Market adjusted returns on day zero (ADRO), absoloarket adjusted returns on day zero (AADRO),
cumulative market adjusted returns [0; 1] (CADRAY &umulative absolute market adjusted returns

[0; 1] (CAADR?2) are measured using Equations (3), (4) and (5), respectively.
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Table 8: Rank of absolute returns around the annoucement

Panel A: Similar companies identified based on JCkhdustry classification

Description Rank N| ADRO AADRO CADR?2 CAADR?2
Announcing 0 250 -0.1% ** 0.5% * -1.9% * 3.5% *
1 251 -0.3% ** 1.8% * -2.4% * 4.2% *
2 251 -2.4% * 4.4% * -3.7% * 6.0% *
3 251 -8.3% * 9.6% * -8.9% * 10.7% *
4 250 -25.6% * 26.7% * -26.8% * 27.7% *
Non-announcing 0 18,038 0.0% 1.5% -0.1% t* 2.3% 1
1 20,64( 0.0% 1.7% * 0.0% 2.4% *
2 20,363 -0.1% * 1.9% * -0.1% ** 2.7% *
3 19,393 -0.1% * 1.9% * -0.1% * 2.7% *
4 18,684 -0.1% * 2.1% * -0.2% * 3.0% *
Panel B: Similar companies identified based on comom analysts
Description Rank N| ADRO AADRO CADR2 CAADR?2
Announcing 0 69 0.0% 0.3% * -1.5% * 2.8% *
1 700 -0.1% 1.1% -1.4% * 2.7% **
2 700 -0.8% ** 2.5% * -2.3% * 3.7% *
3 700 -3.0% * 4.9% * -4.3% * 5.8% *
4 69 -13.9% * 16.9% * -14.8% * 17.9% *
Non-announcing 0 121 -0.2% 1.2% 0.1% 1.7%
1 113 -0.3% 1.3% 0.1% 2.2%
2 1771 0.2% 1.4% 0.0% 2.0%
3 144 -0.3% 1.7% * 0.1% 2.4% **
4 80| -0.6% 3.0% * -1.0% 4.2% *

* ** and *** indicate a significance level of 198% and 10%, respectively.

Market adjusted returns on day zero (ADRO), absotoarket adjusted returns on day zero (AADRO),
cumulative market adjusted returns [0; 1] (CADR&Y aumulative absolute market adjusted returns

[0; 1] (CAADR?2) are measured using Equations (3), (4) and (5), respectively.
Announcing companies are ranked based on theitioeg@bsolute market adjusted returns) on the
event day and non-announcing companies are assigriked rank of the correspondent announcing
company. Rank 0 (4) corresponds to the lowest @sgiguintile.

31



Table 9: Announcing companies are ranked by marketalue

Ranked based on market value of the announcing aoynp

Panel A: Similar companies identified based on JCkhdustry classification

Description Rank N| ADRO AADRO CADR?2 CAADR?2
Announcing 0 250 -11.1% * 12.1% * -12.3% * 14.2% *
1 251 -9.4% * 10.6% * -11.2% * 12.6% *
2 251 -8.3% * 9.2% * -9.8% * 11.2% *
3 251 -4.8% * 6.5% * -6.4% * 8.2% *
4 250 -3.1% * 4.4% * -4.0% * 5.8% *
Non-announcing 0 19,470  0.1% * 1.9% * 0.0% 2.8% A
1 19,157 0.0% *** 1.9% * 0.0% 2.7% *
2 18,31 -0.1% * 1.8% * -0.2% * 2.6% *
3 19,199 -0.1% * 1.7% * -0.1% * 2.4% *
4 20,982 -0.1% * 1.7% * -0.1% * 2.5% *
Panel B: Similar companies identified based on comom analysts
Description Rank N| ADRO AADRO CADR2 CAADR2
Announcing 0 69 -7.1%* 7.9% * -8.3% * 9.6% *
1 70 -3.3% ** 6.2% * -5.2% * 7.8% *
2 700 -3.3% * 4.3% * -4.8% * 5.7% *
3 70 -2.7%* 3.9% * -4.0% * 5.4% *
4 69 -1.2% ** 3.3% * -2.0% * 4.3% *
Non-announcing 0 47 -1.5% 1.6% -1.4% 2.2%
1 63 -0.6% ** 1.6% -0.6% *** 1.8%
2 66 0.0% 1.4% 0.0% 1.8%
3 153 0.0% 1.5% **4 0.2% 2.2%
4 339 -0.2% 1.7% * -0.1% 2.6% *

* ** and *** indicate a significance level of 198% and 10%, respectively.

Market adjusted returns on day zero (ADRO), absotnarket adjusted returns on day zero (AADRO),
cumulative market adjusted returns [0; 1] (CADRAY aumulative absolute market adjusted returns
[0; 1] (CAADR?2) are measured using Equations (3), (4) and (5), respectively.

Announcing companies are ranked based on theirghadtue and non-announcing companies are

assigned to the rank of the correspondent annogrcmpany. Rank 0 (4) corresponds to the lowest
(highest) quintile.
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Table 10: Descriptives for the multivariate analyss

Panel A: Similar companies defined based on indusgr

Dependent variables - Mean

N Mean Std dev Min Q1 Median Q3 Max
Non-announcing ADRO 96,151 -0.1% 24% -11.7% -1.1% -0.1% 9% 13.2%
Non-announcing AADRO 96,163 1.7% 2.0% 0.0% 0.4% 1.0% 2.1%6.8%
Non-announcing CADR2 96,151 -0.1% 35% -159% -1.7% -0.2%1.3% 19.3%
Non-announcing CAADR2 96,151 2.4% 2.9% 0.0% 0.7% 1.5% 3.1%3.8%

Independent variables

N Mean Std dev Min Q1 Median Q3 Max
Announcing ADRO 1,240 -7.2% 11.2% -64.8% -11.3% -3.5% 9.1 12.5%
Announcing AADRO 1,240 8.3% 10.4% 0.0% 1.4% 44% 11.7% 4.0
Announcing CADR2 1,241 -8.6% 12.6% -66.2% -13.0% -5.1% 7%. 18.7%
Announcing CAADR2 1,239 10.1% 11.4% 0.1% 2.3% 6.0% 13.3% .7%b
Announcing MV 1,253 3,801 10,951 1 188 607 2,528 138,654
Ann. int. exposure 1,253 38.6% 34.9% 0.0% 0.0% 36.9% 70.690.0%
Dummy ind. int. exposure 1,253 44.1% 49.7% 0.0% 0.0% 0.09%0.0% 100.0%
Announcing analyst following 1,253 22 22 0 4 16 35 135
Dummy first ann. 1,253 235% 42.4% 0.0% 0.0% 0.0% 0.0% {d%o0.
Dummy common law 1,253 45.6% 49.8% 0.0% 0.0% 0.0% 100.0990.020
Herf. Index 1,253 9.3% 5.9% 1.9% 5.4% 75% 11.8% 50.0%
Ann. GAAP 1,253 0.30 0.46 0.00 0.00 0.00 1.00 1.00
Non-ann. MV 97,122 1,565 6,739 0 42 174 658 466,990
Non-ann. analyst following 97,122  11.100 17.059 0.000 000. 3.000 15.000 147.000
Non-ann. int. exposure 97,122 0.210 0.305 0.000 0.000 000.0 0.409 1.000
Cultural ties 97,122 0.072 0.259 0.000 0.000 0.000 0.000 O0dQL.
Non-ann. GAAP 97,122 0.26 0.44 0.00 0.00 0.00 1.00 1.00

Market adjusted returns on day zero (ADRO), absahiirket adjusted returns on day zero (AADRO),
cumulative market adjusted returns [0; 1] (CADR&Jl @umulative absolute market adjusted returns [O;
1] (CAADR?2) are measured using Equations (1), @)and (5), respectively. Market value (MV) is
measure as the natural logarithm of a company'«etamalue. International exposure is measureses th
ratio of international sales over total sales. iheldhl index was constructed using sales.
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Table 11: Regression results

Panel A: Signed

ADR_0 CADR_2

Intercept 0.000 -0.001
Returns Announcing 0.003 0.007 *
Ann. MV (log) 0.000 ** 0.000
Ann. int. exposure 0.000 0.001
Dummy ind. int. exposure 0.000 -0.001 ***
Ann. analyst following (log) 0.000 0.000 ***
Dummy first ann. 0.001 0.001
Dummy common law 0.000 0.001
Herf. Index -0.001 0.009 ***
Non-ann. MV (log) 0.000 0.000
Non-ann. anl following (log) 0.000 0.000
Non-ann. int. exposure 0.000 0.001
Cultural ties 0.000 0.000
Ann. GAAP 0.001 *** 0.001 **
Non-ann. GAAP 0.000 0.000
R2 0.001 0.001
Adj R2 0.001 0.001
Num. Obs. 95,241 95,180
Panel B: Abosulute

LAADR_O LCAADR_2
Intercept 0.021 * 0.030 *
Returns Announcing 0.014 * 0.021 *
Ann. MV (log) 0.000 0.000
Ann. int. exposure 0.001 0.001
Dummy ind. int. exposure -0.002 ** -0.003 *
Ann. analyst following (log) 0.000 * 0.000 **
Dummy first ann. -0.001 -0.001
Dummy common law -0.001 -0.002
Herf. Index 0.006 0.013 *
Non-ann. MV (log) -0.001 * -0.001 *
Non-ann. anl following (log) 0.000 ** 0.000 **
Non-ann. int. exposure 0.003 * 0.004 *
Cultural ties 0.000 -0.001
Ann. GAAP -0.002 * -0.002 **
Non-ann. GAAP -0.001 -0.002 **
R2 0.022 0.027
Adj R2 0.022 0.027
Num. Obs. 95,169 95,247

34



References

Aharony, J. and I. Swary (1983). "Contagion effaaftdbank failures: Evidence from
capital markets.Journal of Business 56 (3): 305-322

Alves, P., W. Beekes and S. Young (2007). "A Congoar of UK Firms' Financial
Statement Data From Six Sourcealdrking paper: Lancaster University.

Baginski, S. (1987). "Intraindustry informationnsders associated with management
forecasts of earningsJournal of Accounting Research 25 (2): 196-219

Ball, R. and P. Brown (1968). "An empirical evaloat of accounting income
numbers."Journal of Accounting Research 6 (2): 159-178.

Berger, P. G. and R. Hann (2003). "Segment Praliialand the Proprietary Costs of
Disclosure."SSRN Electronic Paper Collection.

Bhushan, R. (1989). "Firm characteristics and astalyfollowing." Journal of
Accounting and Economics 11 (2-3): 255-274.

Bowen, R., R. Castanias and L. Daley (1983). "Hmiclustry effects of the accident at
Three-Mile Island.'Journal of Financial and Quantitative Analysis 18 (1): 87-
111.

Cahan, S. F., D. Emanuel and J. Sun (2006). "Skcedeputation: Did Andersen's
non-US clients suffer and whyWorking paper: University of Auckland.

Campbell, J. Y., A. W. Lo and A. C. Mackinlay (199The econometrics of financial
markets. Princeton, Princeton University Press.

Chaney, P. K. and K. L. Philipich (2002). "Shreddegutation: the cost of audit
failure." Journal of Accounting Research 40 (4): 1221-1245.

Clinch, G. and N. Sinclair (1987). "Intra-indusinformation releases: A recursive
systems approachJéurnal of Accounting and Economics 9: 89-106

Diaz, C. and S. McLeay (1996). "Bad debt provisians intra-industry information
transfer in the banking sectoEuUropean Accounting Review 5: 625-650.

Dietrich, R. (1989). "Discussion of “Voluntary dissure choice and earnings
information transfer”."Journal of Accounting Research 27 (Supplement): 106-
110.

Easley, D., N. M. Kiefer, M. O'Hara and J. Paperr(t896). "Liquidity, information,
and infrequently traded stockddurnal of Finance 51 (4): 1405-1436.

Eckbo, B. E. (1983). "Horizontal mergers, collusard stockholder wealthJournal
of Financial Economics 11: 241-273.

Ettredge, M. and V. Richardson (2002). "Informatibransfer among internet firms:
the case of hacker attack®Vorking paper: University of Kansas.

Field, L., M. Lowry and S. Shu (2005). "Does distloe deter or trigger litigation?"
Journal of Accounting and Economics 39 (3): 487-507

Firth, M. (1976). "The impact of earnings announeats on the share price
behaviour of similar type firmsEconomic Journal 86 (342): 296-306.

35



_ (1996a). "Dividend changes, abnormal returnsd antra-industry firm
valuations."Journal of Financial and Quantitative Analysis 31 (2): 189-212.

___(1996h). "The Transmission of Corporate Finaniciformation Across National
Borders and Equity Market LinkagedRéview of Accounting Sudies 1: 309-
337.

Foster, G. (1981). "Intra-industry information tsfé&rs associated with earnings
releases.Journal of Accounting and Economics 3 (3): 201-232.

Freeman, R. and S. Tse (1992). "An earnings piliedicapproach to examining
intercompany information transfersJournal of Accounting and Economics
15 (4): 509.

Frost, C. A. (1995). "Intraindustry information isfer: An analysis of research
methods and additional evidenceReview of Quantitative Finance and
Accounting 5 (2): 111-126.

Gleason, C. A., N. T. Jenkins and W. B. JohnsorD420Financial Statement
Credibility: The Contagion Effects of Accounting Restatements, SSRN.

Gonen, |. (2003). "Intra-Industry Effects of Cotige Disclosures: Is Mistrust
Contagious?Working paper: The Leonard N. Sern School of Business.

Han, J., J. Wild and K. Ramesh (1989). "Manageshiags forecasts and intra-
industry information transfersJournal of Accounting and Economics 11: 3-
33.

Han, J. C. Y. and J. J. Wild (1990). "Unexpectednigs and Intraindustry
Information Transfers: Further Evidencddurnal of Accounting Research 28
(2): 211-219.

Healy, P., M. and K. G. Palepu (2001). "Informatamymmetry, corporate disclosure,
and the capital markets: A review of the empiridiédclosure literature."
Journal of Accounting and Economics 31 (1-3): 405-440.

Holthausen, R. W. and R. E. Verrecchia (1988). "&ffect of sequential information
releases on the variance of price changes in artémiporal multi-asset
market."Journal of Accounting Research 26 (1): 82-106.

__(1990). "The effect of informedness and consensn price and volume
behavior."The Accounting Review 65 (1): 191-208.

Kim, O. and R. E. Verrecchia (1991a). "Market react to anticipated
announcementsJournal of Financial Economics 30 (2): 273-309.

__(1991b). "Trading volume and price reactionpublic announcementsJournal
of Accounting Research 29 (2): 302-321.

_(1994). "Market liquidity and volume around réags announcementslburnal
of Accounting and Economics 17 (1-2): 41-67.

_ (1997). "Pre-announcement and event-periodaggivnformation."Journal of
Accounting and Economics 24 (3): 395-419.

Lang, L. H. P. and R. M. Stulz (1992). "Contagiamd acompetitive intra-industry
effects of bankruptcy announcement3ournal of Financial Economics 32:
45-60.

36



Li, X.-M. (2006). "A revisit of international stocknarket linkages: new evidence
from rank tests for nonlinear cointegratior8tottish Journal of Political
Economy 53 (2): 174-197.

Longin, F. and B. Solnik (2001). "Extreme corredati of international equity
markets."Journal of Finance 56 (2): 649-676.

May, R. G. (1971). "The Influence of Quarterly Bags Announcements on Investor
Decisions as Reflected in Common Stock Price Chahgdournal of
Accounting Research 9 (3): 119-163.

Nobes, C. and R. H. Parker (200&®omparative international accounting. New
York, Financial Times.

Petersen, M. A. (2006Estimating Sandard Errors in Finance Panel Data Sets:
Comparing Approaches, SSRN.

Piotroski, J. D. and D. T. Roulstone (2004). "Th#iuence of analysts, institutional
investors, and insiders on the incorporation of kegrindustry, and firm-
specific information into stock pricesThe Accounting Review 79 (4): 1119-
1151.

Pownall, G. and G. Waymire (1989). "Voluntary dasaire choice and earnings
information transfer.'Journal of Accounting Research 27 (Supplement): 85-
105.

Pyo, Y. and S. Lustgarten (1990). "Differentialratndustry information transfer
Associated with managerial earnings forecaslsurnal of Accounting and
Economics 13 (4): 365-379.

Ramnath, S. (2002). "Investor and Analyst ReactionBarnings Announcements of
Related Firms: An Empirical AnalysisJournal of Accounting Research 40
(5): 1351-1376.

Sheskin, D. J. (2004)Handbook of parametric and nonparametric statistical
procedures. Boca Raton, Chapman & Hall.

Skinner, D. J. (1994). "Why firms voluntarily disse bad news.'Journal of
Accounting Research 32 (1): 38-60.

__(1997). "Earnings disclosures and stockholdessuits."Journal of Accounting
and Economics 23 (3): 249-282.

Slovin, M., M. Sushka and Y. Bendeck (1991). "Th&a-industry effects of going-
private transactionsJournal of Finance 46 (4): 1537-1550

Szewczyck, S. (1992). "The intra-industry transtérinformation inferred from
announcements of corporate securities offeringsutnal of Finance 47 (5):
1935-1945.

Thomas, J. and F. Zhang (2006). "Overreaction twa4dimdustry information
transfers?Working paper: Yale University.

Tse, S. and J. Tucker (2006). "Industry-wide dyrmin earnings warnings."
Working paper: Texas A&M University.

Wasley, C. E. (2001). "Information Externalities shsiated with Earnings Pre-
announcements.Working paper: William E. Smon Graduate School of
Business Administration.

37



Xu, B. (2003). "Can Performance Differentiate Inmdustry Information Transfer?"
Working paper: Wilfrid Laurier University.

Yadav, P. (1992). "Event Studies based on vohatilftreturns and trading volume: a
review." British Accounting Review 24: 157-184.

38



