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Abstract

We examine the impact of financial statement comparability on managers’ use
of corporate resources. Using the comparability measures of De Franco,
Kothari, and Verdi as proxies for financial statement comparability, we find
that, as comparability increases, corporate cash holdings are worth more to
outside shareholders, capital expenditure contributes more to shareholder
value, and corporate acquisitions made by the firm have a more favourable
impact on shareholder value. We also find that higher comparability leads to
both lower under- and overinvestment. Our results suggest that comparability
facilitates investor monitoring of managers’ use of corporate resources, which
enhances shareholder value.
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1. Introduction

The objective of general purpose financial reporting is to provide investors
with useful information, which helps them assess ‘the amount, timing, and
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uncertainty of (the prospects for) future net cash inflows to the entity’
(Financial Accounting Standards Board (FASB), 2010, pp. 1–2). The FASB
(2010) emphasises that the information in financial statements is more likely to
meet this objective when financial statements are more comparable across firms
and over time. Although Generally Accepted Accounting Principles (GAAPs)
allow firms to use a certain level of discretion and judgement over which
accounting methods to apply, FASB (2010, pp. 19–20) emphasises that when
firms make ‘like things’ look alike, and ‘different things’ look different, users
can easily identify and understand similarities and differences in financial
statement items across firms and over time. Consistent with this view, prior
studies find that the comparability of accounting practices applied by different
firms has a significant impact on various valuation judgements made by market
participants. For example, De Franco et al. (2011) provide empirical evidence
that comparability increases analyst coverage and forecast accuracy, and
decreases dispersion. Kim et al. (2013) find that comparability reduces firms’
credit risk.1 However, the question of by what means comparability affects
shareholder value remains unresolved. Our study addresses this question by
examining whether and, if so, how the comparability of a firm’s accounting
practices affects managers’ use of corporate resources. Specifically, we examine
the effect of comparability on the value of cash reserves, the value of capital
expenditure, and profitability of acquisitions.
We focus on these corporate resource spending decisions because these

decisions not only significantly affect firm value, but also result in potential
conflicts of interest between managers within the firm and outside shareholders.
A substantial proportion of a firm’s total assets may consist of cash. On the one
hand, holding cash could allow firms to reduce risk and costs of external
financing, and to avoid future underinvestment. On the other hand, because
cash can be easily accessed and used by managers with low levels of scrutiny
(Opler et al., 1999; Dittmar and Mahrt-Smith, 2007; Bates et al., 2009),
managers could misuse cash at the expense of shareholders. Similarly, capital
expenditure and acquisitions are among the largest corporate spending
decisions, and so are important factors in firms’ long-term success. It is well
documented, however, that such spending could be a channel from which
managers can extract private control benefits, such as empire building (e.g.,
Jensen and Ruback, 1983; Jensen, 1986; Jarrell et al., 1988; Morck et al., 1990;
Andrade et al., 2001; Masulis et al., 2007). In fact, empirical studies document
that corporate cash holdings are, on average, value-destroying (e.g.,

1In contrast to studies that focus on the comparability of different firms’ accounting
practices under a common set of accounting standards, another line of study focuses on
comparability of different accounting standards and suggests that adoption of
International Financial Reporting Standards (IFRS) generally increases comparability,
which reduces investors’ information acquisition costs (e.g., DeFond et al., 2011; Barth
et al., 2012; Yip and Young, 2012).
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Faulkender and Wang, 2006; Dittmar and Mahrt-Smith, 2007; Masulis et al.,
2009; Fr�esard and Salva, 2010; Louis et al., 2012; Chen et al., 2015), and a
substantial number of acquisitions have resulted in near zero or negative
announcement returns (Andrade et al., 2001; Moeller et al., 2004). Given the
widespread value shortfalls related to managers’ use of corporate resources, it is
important to understand whether and how financial statement comparability
affects managers’ use of corporate resources.
Prior studies suggest that investors’ expectations of how corporate resources

will be used determine the valuation consequences of corporate resource
spending decisions, and find that outside (non-controlling) minority investors
typically price-protect themselves from value-destroying resource diversion by
valuing firms at a sizable discount when they anticipate that managers are likely
to misuse corporate resources for their own private benefits (e.g., La Porta
et al., 2002; Durnev and Kim, 2005). This so-called minority discount
phenomenon is exemplified in recent literature on the value of cash holdings,
the value of capital expenditure, and corporate acquisition performance. For
example, Masulis et al. (2009) find that, for firms whose insider voting rights
are disproportionally greater than cash flow rights (and thus have more severe
agency problems), the value of cash holdings, capital expenditure and
acquisition announcement returns are lower. Chen et al. (2015) find that when
a firm experiences an exogenous decrease in analyst coverage that weakens
monitoring of management behaviour, the firm’s cash holdings are valued at a
larger discount and the firm experiences abnormally lower stock returns during
the acquisition announcement period.
In this study, we argue that a firm’s financial reporting comparability

facilitates investors’ monitoring and scrutiny of managers’ use of corporate
resources, which enhances firm value. This is because, as a cross-firm attribute,
comparability not only enables investors to understand and identify the
economic similarities and differences of comparable firms (De Franco et al.,
2011; Kim et al., 2013; Kim et al., 2016), but also makes it easy for investors to
understand firm disclosures as fewer adjustments need to be made to
information in the financial statements (Kim et al., 2013). As a result, investors
may have a better understanding of a firm’s performance because compara-
bility enables investors to understand and identify the economic similarities and
differences of comparable firms; as such, the information processing is of lower
costs as fewer adjustments need to be made to information in the financial
statements. More importantly, by facilitating comparison of a firm’s disclosures
with its comparable peers, comparability allows investors to make better
inferences about a firm’s performance from its disclosures. This attribute of
comparability is particularly important from comparable peers when assessing
a firm’s performance because it allows investors to obtain value-relevant
information without relying solely on the information provided by the firm’s
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own disclosures.2In cases when managers use reporting discretion for financial
obfuscation in general and bad news hoarding in particular, improved
comparability of financial information enables outside investors to achieve
an enhanced understanding of managers’ use of corporate resources from
analysis of the performance and comparison with the financial disclosures of
peer firms (Kim et al., 2016). As a result, these investors are better able to detect
managers’ expropriations of corporate resources. This in turn helps such
investors discipline managers, and facilitates inside managers directing
resources toward positive net present value (NPV) projects.
In other words, financial statement comparability reduces the information

asymmetry between inside managers and outside investors not only by making
it easier for investors to understand and identify timelier signals about the
profitability of projects undertaken by managers, but also by enabling investors
to extract from comparable peers information useful for monitoring firms’ use
of corporate resources, thereby making them less reliant on the disclosures
made by the firms. As a result, investors are better able to intervene and take
corrective actions ex post if necessary and desired (e.g., existing projects
generate losses); therefore, these managers are, ex ante, less likely to misuse
corporate resources and destroy shareholder value.
To test this prediction, we follow prior accounting studies (De Franco et al.,

2011) and view financial statements as mappings from economic events to
accounting numbers. Under this view, two firms are viewed as comparable if,
for a given set of economic events, they produce similar financial statements.
We employ five measures of comparability. Our primary measure of compa-
rability is based on De Franco et al. (2011), who define comparability as the
closeness between two firms’ accounting systems that map economic events
onto financial statements. Throughout this paper, we also employ four
alternative measures of comparability, including: (i) the original measures of
De Franco et al. (2011), adjusted for prior period stock returns; (ii) a non-price
related comparability measure that captures earnings comovement; (iii) a non-
price related comparability measure that captures contemporaneous changes in
earnings (as used by Barth et al., 2012); and (iv) instrumental variables of our
primary comparability measures.
For the first two sets of our analyses, we follow prior studies (e.g., Masulis

et al., 2009; Chen et al., 2015) and utilise the methodology that was developed
by Faulkender and Wang (2006) to analyse the effect of comparability on the
marginal value of cash holdings and on the contribution of capital expenditure

2For example, Accounting textbooks almost invariably emphasise the necessity of using
a firm’s comparable peers in judging its performance (e.g., Libby et al., 2009). In real life,
board of directors commonly use peers to help determine compensation packages for
CEOs (i.e., benchmarking) (Albuquerque et al., 2013). Financial analysts also use peers
in their research to compare performance and valuations across firms (De Franco et al.,
2015). Auditors also apply their analytical procedures using the information of their
client firm’s industry peers (Hoitash et al., 2006).
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to shareholder value. We find that for firms with more comparable financial
information, corporate cash holdings are worth more to outside shareholders
and capital expenditure contributes more to shareholder value. Specifically,
compared to firms in the bottom decile of comparability, the marginal value of
cash for firms in the top decile of comparability is worth $0.293 more and the
value of capital expenditure is worth $0.729 more per dollar. For our third set
of analyses, we follow the approach of Masulis et al. (2009) and Chen et al.
(2015) and focus on announcement period abnormal stock returns in order to
analyse the market perception of acquisition profitability. We find that
acquiring firms with more comparable financial statements experience higher
announcement period abnormal stock returns than other firms. Specifically, the
announcement period abnormal return for firms in the top decile of
comparability is, on average, 77.95 percent higher than that for firms in the
bottom decile.
These three sets of findings are robust to using several alternative measures of

comparability and to controlling for other aspects of financial reporting, such
as accrual quality and conditional conservatism. To address the concern that a
firm’s financial statement comparability and its use of corporate resources
could be endogenously determined, we perform three additional tests. First, we
calculate all our regressions with firm fixed effects to control for unknown time-
invariant firm-specific characteristics. Second, we recalculate all our regressions
with firms’ initial values of comparability, to address the possibility that any
comparability effect documented in this study is endogenously affected by
subsequent changes in performance. Third, we recalculate all our regressions
using instrumented comparability measures. Our results are robust to these
additional tests. Taken together, our results are consistent with the view that
financial statement comparability facilitates effective monitoring over man-
agers’ cash and other resource allocation decisions, thereby leading to the
market assigning higher values to corporate cash holdings, capital expenditure
and acquisition decisions.
We next explore how financial statement comparability leads to efficient

investment. Prior studies suggest that the information asymmetry between
inside managers and outside investors results in adverse selection or moral
hazard problems, which hamper investment efficiency. One can therefore
predict that, if comparability reduces this information asymmetry, it should
lower not only the monitoring costs but also the costs of external financing,
leading to less under- and overinvestment. To test the above prediction on the
effect of comparability on investment efficiency, we follow the methodology of
Biddle et al. (2009), and find that higher comparability is associated with both
lower under- and overinvestment. This finding suggests that comparability
reduces frictions such as moral hazard and adverse selection that hamper the
efficiency of investment decisions.
Our study adds to the literature in the following ways. First, our research

contributes to the recent research on the benefits of financial statement
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comparability. Although the importance and usefulness of financial statement
comparability are emphasised by both the FASB and the US Securities and
Exchange Commission (SEC), there is only limited evidence of its usefulness.
Prior studies examine the impact of comparability on the valuation judgements
of equity, debt and option market participants (e.g., De Franco et al., 2011;
Kim et al., 2013, 2016). In contrast, we focus on the impact of comparability on
real resource allocation decisions made by inside managers, an under-
researched channel through which comparability affects firm value. We show
that the effect of financial statement comparability on the quality of, and the
market’s response to, managements’ resource allocation decisions, which
include the use of corporate cash reserves, capital expenditure decisions and
acquisition decisions, is an important process through which comparability
affects the market valuation of the firm. We also show that comparability can
enhance investment efficiency by reducing both under- and overinvestment,
suggesting that comparability could reduce frictions, such as adverse selection
and moral hazard, that hamper efficient investment. Overall, our findings
suggest that financial statement comparability plays an important role in
facilitating outside investors’ monitoring, scrutiny and evaluation of resource
allocation decisions made by inside managers, and thus provide standard
setters, practitioners and security market regulators with useful policy
implications on the importance of financial statement comparability in the
economy.
Second, this study contributes to the literature on the valuation of corporate

cash holdings. Prior studies suggest, on the one hand, that corporate cash
holdings are, on average, value-destroying, and investors discount cash values
more in settings where managers are likely to misuse corporate resources
(Dittmar and Mahrt-Smith, 2007; Masulis et al., 2009; Fr�esard and Salva, 2010;
Louis et al., 2012; Chen et al., 2015). On the other hand, Dittmar and Mahrt-
Smith (2007) find that firms with weak takeover defences and large sharehold-
ers approximately double the marginal value of cash holdings compared to
firms with poor governance. In a similar vein, Masulis et al. (2009) show that
corporate cash holdings are worth less for dual-class companies with wide
divergence between insider voting rights and cash flow rights than for other
companies. Fr�esard and Salva (2010) find that the value of excess cash reserves
is substantially larger for foreign firms listed on US exchanges than their
domestic peers. Louis et al. (2012) find that the value of cash holdings is higher
for firms with more conservative accounting practices. In contrast, our study
focuses on comparability, a cross-firm accounting attribute to which prior
research has paid little attention. The findings of our study suggest that
comparability mitigates the value destruction associated with cash holdings.
Importantly, our results remain robust even after we include controls for
different attributes of financial reporting quality, indicating that the effect of
financial statement comparability is incremental over and above the effect of
other reporting quality attributes.
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Finally, this study adds to the mergers and acquisitions (M&A) literature by
documenting the effect of financial statement comparability on acquisition
outcomes. Prior studies suggest that an acquiring firm typically experiences
lower abnormal stock returns in the announcement period when external
monitoring is weak (e.g., Masulis et al., 2007, 2009; Francis and Martin, 2010;
Lin et al., 2011; Chen et al., 2015). This study provides evidence that acquirers’
financial statement comparability, an important attribute of financial reporting
quality, also affects M&A outcomes. Our study relates to, but differs from, a
recent study by Chen et al. (2018), who examine the relationship between
acquisition profitability and the target firm’s financial statement comparability.
Chen et al. (2018) focus on the role in valuations of a target firm’s financial
statement comparability of the target firm’s financial statements and find a
positive relationship between acquisition profitability and financial statement
comparability when the target firm does not belong to the same industry as the
acquiring firm. They argue that because the acquirer cannot gather relevant
industry experience from its own business activities, higher comparability of a
target firm financial statements helps the acquirer firm better evaluate its target
firm relative to other acquisitions by enabling the acquiring firm to better
understand the underlying economic events and key risk areas of the target
firm. Unlike Chen et al. (2018), this study focuses on the role in monitoring of
the acquiring firms’ financial statement comparability and how comparability
alleviates moral hazard problems. We argue that higher comparability of
acquirers’ financial statements could help outside investors assess whether the
acquiring firm undertakes a negative NPV acquisition.3

The paper proceeds as follows. Section 2 reviews the related literature and
develops our hypotheses. Section 3 explains our research design. Section 4
describes the sample, presents the empirical results, and includes our discussion
of the findings. Section 5 reports and discusses the results for additional tests
on investment efficiency, and Section 6 presents our conclusions.

2. Literature review and hypothesis development

2.1. Prior studies on financial statement comparability

Financial statement comparability is recognised as an important qualitative
characteristic that enhances the usefulness of financial information. The FASB
emphasises that ‘investing and lending decisions essentially involve evaluations
of alternative opportunities, and they cannot be made rationally if comparative
information is not available’ (FASB, 1980, p. 40). Consistent with this view,
practitioners often use the information of comparable firms in the relevant peer

3We find that the effect of the acquirer firm’s financial statement comparability on the
announcement of abnormal returns remains positive and significant, even after
controlling for the target firm’s financial statement comparability.
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group in their valuations of corporate transactions, such as initial public
offerings, leveraged buyouts and equity carve-outs (Schreiner, 2009). Recent
studies suggest that a firm is likely to use the CEO compensation information
of its comparable peers to determine the compensation of its own CEO (e.g.,
Albuquerque et al., 2013); analysts’ forecast errors and dispersion tend to
increase when a firm uses less comparable accounting methods (Bradshaw
et al., 2009; De Franco et al., 2011; 2015); and auditors could use information
of a client’s comparable peers when performing analytical procedures (e.g.,
Hoitash et al., 2006; Minutti-Meza, 2013). Credit rating agencies typically
adjust accounting numbers to increase comparability with other firms when
assessing a firm’s credit risk (Kraft, 2010).
Despite the substantial interest in financial statement comparability, empir-

ical research on comparability is limited. De Franco et al. (2011) develop
empirically testable proxies for comparability and find that comparability is
positively associated with forecast accuracy and analyst coverage, and
negatively associated with forecast dispersion. They argue that comparability
not only lowers information acquisition costs to investors, but also enables
them to gain a better understanding of a firm by making sharper inferences
about economic similarities and differences across comparable firms. Consis-
tent with this notion, Kim et al. (2013) find that comparability reduces debt
market participants’ uncertainty about the pricing of firm credit risk. They
argue that comparability allows users to perform more standardised calcula-
tions of accounting information. Chen et al. (2018) find that when target firms’
financial statements become more comparable, acquiring firms experience
higher stock returns around acquisition announcement dates and in the post-
acquisition period. The authors argue that target firms’ financial statement
comparability can help acquiring firms’ managers select a value-creating target.
Kim et al. (2016) find that investors’ perceived level of ex ante crash risk is
lower for firms with higher financial statement comparability. Their finding
suggests that comparability constrains managers’ bad news hoarding beha-
viour, since comparability improves the efficacy of external monitoring by
outside investors.
Overall, these studies suggest that financial statement comparability can not

only lower investors’ information acquisition and processing costs but can also
allow investors to draw inferences on the economic similarities and differences
among comparable firms. Consequently, comparability can enable outside
investors to achieve a better understanding and evaluation of firm performance,
and managers are disinclined to conceal bad news from investors.

2.2. The impact of financial statement comparability on managers’ use of
corporate resources

Extant literature suggests that investors’ expectations of how corporate
resources will be used determines the valuation consequences of resource
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spending decisions; investors typically discount firm value in circumstances
where managers are likely to misuse corporate resources to derive private
benefits. The literature also suggests that effective monitoring can mitigate the
value destruction resulting from managerial expropriation. For example,
Durnev and Kim (2005) find that firms with better governance and
transparency are valued higher than other firms, especially in less investor-
friendly legal environments. Their findings suggest that investors reward well-
governed firms with higher valuations. Similarly, focusing on the effect of
investor protection on the valuation of firms, La Porta et al. (2002) show that in
settings where minority shareholder rights are poorly protected by the law,
investors discount firm value because they expect controlling insiders to
expropriate more of the firm’s profits for their private gain at the expense of
outside minority shareholders.
Prior studies also suggest that monitoring effectiveness depends largely on the

availability of high-quality firm-specific information. Financial reporting
provides rich firm-specific information that allows capital providers to evaluate
firm performance as well as to monitor firms’ use of capital (Bushman and
Smith, 2001; Armstrong et al., 2010; Beyer et al., 2010). Specifically, high-
quality financial reporting reduces the information asymmetry between
managers and shareholders (Bushman and Smith, 2001; Lambert, 2001; Hope
and Thomas, 2008; McNichols and Stubben, 2008), enabling better monitoring
over managers’ investment decisions (Biddle and Hilary, 2006; Biddle et al.,
2009; Chen et al., 2011). Healy and Palepu (2001) find that investors will better
monitor managerial behaviour if they have information that is more relevant,
including information regarding how firm resources are used. The authors
argue that information provided by credible disclosures plays an important role
in mitigating information and incentive problems in the capital market.
Bushman et al. (2011) suggest that with high-quality financial reporting,
investors are better able to assess project profitability, and so can invest in
value-creating projects and withdraw from value-destroying projects; as a
consequence, managers are less likely to make decisions that are contrary to
investors’ interests when selecting and performing projects. As a result,
financial reports of higher quality are found to lower the cost of capital and
thus increase related shareholder value. For example, Lambert et al. (2007)
analytically demonstrate that higher quality disclosures affect the firm’s
assessed (non-diversifiable) covariances with other firms’ cash flows, as well
as improve a firm’s real decisions. They show that, under certain conditions,
both effects will lead to a decline in the cost of capital. Kim et al. (2011) find
that borrowing firms that disclosed internal control weaknesses suffer a higher
loan spread, pay a higher loan rate, and attract fewer lenders.
As discussed in the previous section, comparable financial reports can not

only lower investors’ information acquisition and processing costs but also
allow investors to draw inferences on the economic similarities and differences
among comparable firms. We thus argue that for firms with financial reports
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that are more comparable, external monitoring of managers is stronger and
managers are thus more disciplined when using corporate resources; therefore,
investors in firms with higher comparability will expect managers to make
better use of corporate resources, and will thus discount firm value to a lesser
degree. More specifically, comparability reduces the information asymmetry
between inside managers and outside investors by not only making it easier for
investors to understand and identify timelier signals about the profitability of
projects undertaken by managers, but also making investors less reliant on
firms’ disclosures for extracting information relevant to monitoring firms’ use
of corporate resources. This is because comparability allows investors to make
inferences about a firm’s performance from comparison with the performance
and/or disclosures of the firm’s peers. A higher level of comparability makes it
easier for investors to understand and assess a firm’s use of corporate resources
in this way, as fewer adjustments are needed when comparing the firm’s
performance with its peers. As a result, investors are more able to detect and
take corrective actions in response to managers’ misuse of corporate resources,
and ex antemanagers are less likely to undertake negative NPV projects or hide
the outcomes.
In summary, we argue that comparable financial statements facilitate better

monitoring of managers’ use of corporate resources ex post, and managers are
thus less likely to misuse corporate resources and destroy shareholder value ex
ante. Thus, we hypothesise that financial statement comparability increases the
efficiency of managers’ use of corporate resources. In the remainder of this
section, we further develop and operationalise the hypothesis, focusing on three
distinct aspects of corporate resource spending decisions: managers’ use of cash
reserves, capital expenditure and acquisition decisions.

2.2.1. Marginal value of cash holdings

The value of cash holdings represents investors’ assessment of how cash is
expected to be used (Faulkender and Wang, 2006). While holding cash has the
advantage of allowing project investments that do not rely on funds from
external parties (Opler et al., 1999), in the presence of managerial agency
problems, self-interested managers may misuse corporate cash to obtain
personal benefits by making inefficient investment decisions. For example,
managers may engage in empire building by investing in negative NPV projects
(Jensen, 1986; Faulkender and Wang, 2006; Dittmar and Mahrt-Smith, 2007).
Consistent with these agency concerns, the literature on the value of cash
holdings generally finds that investors value corporate cash holdings at a
considerable discount (e.g., Faulkender and Wang, 2006; Dittmar and Mahrt-
Smith, 2007; Masulis et al., 2009; Fr�esard and Salva, 2010; Louis et al., 2012;
Chen et al., 2015). The literature also suggests that enhanced monitoring by
investors and/or directors could reduce the value destruction associated with
holding cash. For example, Dittmar and Mahrt-Smith (2007) find that the
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marginal value of cash increases with the strength of corporate governance.
They argue that strong corporate governance provides good oversight of
managers’ behaviour, which has a substantial impact on firm value through its
impact on cash holdings. Chen et al. (2015) find that a decrease in the value of
cash holdings results from reduced analyst coverage. They argue that analysts
assimilate and distribute public and private information that helps investors
monitor managerial decisions.
In this study, we put forward our general argument that comparability

facilitates external monitoring of managers’ use of corporate resources in
general and of corporate cash in particular. Specifically, we argue that financial
statement comparability induces managers to use cash more efficiently ex ante.
Thus, the market will attach a higher value to the cash holdings of firms with
more comparable financial statements. To provide large-sample, systematic
evidence on this under-researched question, we propose and test the following
hypothesis (in alternative form):

H1: All else being equal, financial reporting comparability is positively associated
with the marginal value of cash holdings.

2.2.2. Value of capital expenditure

Masulis et al. (2009) find that capital expenditure contributes significantly
more to shareholder value when insider voting rights increase relative to cash
flow rights in dual-class firms. Their finding suggests that the value of capital
investment increases when agency conflicts are attenuated. In a similar vein, we
predict that, since comparability facilitates outside investors’ monitoring of
managers’ use of capital resources, managers will use corporate capital more
efficiently ex ante, and therefore investors will perceive capital expenditure to
contribute more value to firms with greater financial statement comparability.
We formally state our second hypothesis as follows:

H2: All else being equal, financial reporting comparability is positively associated
with the marginal value of capital expenditure.

2.2.3. Acquisition profitability

Acquisition decisions are the most important investment decisions firms will
make. Prior studies suggest that acquisitions are sometimes used by managers
as a channel to exploit shareholders and extract private benefits (Jensen and
Ruback, 1983; Jensen, 1986; Jarrell et al., 1988; Morck et al., 1990; Andrade
et al., 2001; Masulis et al., 2007). Masulis et al. (2009) find that acquiring
companies tend to experience lower announcement period abnormal stock
returns as divergence between insider control rights and cash flow rights
increases. They suggest that as the divergence between insiders voting rights
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and cash flow rights increases, insiders are more likely to engage in value-
destroying acquisitions for their own benefit at the expense of outside
shareholders. Focusing on the quantity and quality of information, Erickson
et al. (2012) find that an increase in information uncertainty has an adverse
effect on acquirers’ long-term market performance. The authors attribute their
results to the theory that information uncertainty increases the acquirer’s cost
of capital. Chen et al. (2015) find that as a firm experiences an exogenous
decrease in analyst coverage, the profitability of its acquisitions significantly
decreases. They argue that this is because less analyst coverage results in less
information being produced and distributed by analysts, which makes it harder
for outside investors to detect poor M&A decisions.
Overall, these studies highlight that conflicts of interest and the quality of the

information environment are important factors that affect acquisition out-
comes. As discussed in the previous sections, financial statement comparability
improves shareholders’ understanding of financial information and facilitates
the timelier disclosure of investment outcomes, which mitigates the information
asymmetry between the acquiring firm and outside investors. Therefore,
financial statements that are more comparable may disincline managers of the
acquiring firm to engage in self-interested transactions. With the enhanced
monitoring that comparability brings, managers are less likely to make value-
destroying acquisition decisions and investors will reward transactions with
higher valuation. Thus, we expect to observe an increase in the profitability of
acquisition investments if the acquiring firm has greater financial statement
comparability.

H3: All else being equal, financial reporting comparability is positively associated
with profitability of a firm’s acquisition.

It is important to note that, whileH1 toH3 speak to three different aspects of
corporate resource spending decisions, all these decisions (use of cash, capital
expenditure decisions and M&A decisions) are related to potential conflicts of
interest between managers and outside shareholders, and significantly affect
firm value.
However, according to FASB (2010), ‘comparable information . . . is not

useful if it is not relevant and may mislead if it is not faithfully represented’ (p.
29). Thus, comparability may have disadvantages when the faithful represen-
tation is compromised by the managers, especially when they are mimicking
their peers’ misreporting behaviours. Since comparable firms face similar
opportunities and challenges, they may view each other as members of the
reference group and obtain similar conclusions from their cost benefit analysis
of misconduct. As such, rather than constituting a good benchmark for each
other, comparable firms could be more likely to accept and mimic reporting
misconduct of their peers. This potential disadvantage introduces a bias in
favour of accepting the null of our hypotheses.
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3. Research design

3.1. Primary comparability measures

We follow De Franco et al. (2011) in the method of calculating our primary
measures of financial statement comparability. Specifically, we first run time-
series regression based on Equation (1) to estimate the accounting function of
an individual firm i for the 16 previous quarters:

Earningsit ¼ ai þ biReurnit þ eit ð1Þ

where Earnings is the quarterly net income before extraordinary items deflated
by the market value of equity at the beginning of quarter t, and is used as a
proxy for the financial statements. Return is the raw stock return during quarter
t and is used as a proxy for economic events. The estimated coefficients of âi
and b̂i are the accounting function for firm i that translates the economic events
of firm i into its financial statements. For firm j, a firm from the same industry
as firm i (i.e., a firm with the same two-digit SIC code), the accounting system is
proxied by âj and b̂j (estimated using firm j’s time-series regression).
To measure comparability between the accounting systems of firms i and j,

each firm’s economic events (Returni or Returnj) and accounting function
parameters (âi, b̂i, or âj, b̂j) are used to calculate estimated earnings:

E Earningsð Þiit¼ âi þ b̂i � Returnit ð2Þ

E Earningsð Þjit¼ âi þ b̂i � Returnit ð3Þ

where E(Earnings)iit and E(Earnings)jit represent firm i’s and firm j’s
accounting responses to firm i’s economic events, respectively. The pairwise
comparability score between firm i’s and firm j’s accounting systems in a
particular time period t (CompAcctijt) is calculated as the negative average of all
pairwise comparability scores of those firms for the past 16 quarters up to and
including those in that fiscal year:

CompAcctijt ¼ � 1

16
�

Xt

t�15

EðEarningsÞiit � EðEarningsÞjit
���

��� ð4Þ

A higher value of CompAcctijt, i.e., a smaller average absolute difference
between E(Earnings)iit and E(Earnings)jit, indicates greater comparability
between firms i and j. Following De Franco et al. (2011), we construct two firm-
year comparability measures. CompAcct4it is the average of firm i’s four highest
comparability scores within an industry during year t (CompAcctit). We also
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compute CompAcctIndit by averaging the comparability scores of firm i within
an industry during year t (CompAcctit).

4

Finally, consistent with Chen et al. (2018), comparability measures are
ranked into deciles for each sample year to reduce noise in the estimates.5 We
then standardise the deciles so that the standardised decile scores range between
zero and one.6

3.2. Analysis of the value of cash holdings

We build on the framework developed by Faulkender andWang (2006) to test
the effects of financial statement comparability on the contribution of cash to firm
value. Specifically, following prior research (e.g.,Masulis et al., 2009; Louis et al.,
2012; Chen et al., 2015), we augment Faulkender andWang’s model by including
our comparability measure (CompAcct) and its interaction with change in cash
(DCash). Specifically, our regression equation is specified as follows:

AbRetit ¼ b0 þ b1CompAcctit�1 þ b2CompAcctit�1 � DCashit
þ b3DCashit þ b4Analystit�1 þ b5Analystsit�1 � DCashit
þ b6Institutionsit�1 þ b7Institutionsit�1 � DCashit þ b8Cashit�1

þ b9Cashit�1 � DCashit þ b10Leveraget þ b11Leveraget � DCashit
þ b12DEarningsit þ b13DNCAit þ b14DR&Dit þ b15DInterestit
þ b16DDividendit þ b17NetFinancingit þ cj þ dt þ eit

ð5Þ

where AbRet is the abnormal stock return over the year ending three months
after the fiscal year-end, using the raw return minus the Fama-French size- and
book-to-market-matched portfolio return, and DCash is the change in cash and
marketable securities over the fiscal year, scaled by the market value of equity
at the beginning of the year. Our variable of interest is CompAcct 9 DCash.
Since we hypothesise that the marginal value of cash increases with financial
statement comparability, a positive coefficient on CompAcctit�1 9 DCashit, i.e.,
b2 > 0, supports H1.

4The comparability measures are calculated using the SAS program provided by
Rodrigo Verdi (available at: http://mitmgmtfaculty.mit.edu/rverdi/).

5To tease out the possibility that our results are driven by the relative firm size within the
industry, as a robustness check, we also rank comparability measures into deciles for
each quintile of firm size within each industry-year. Our findings are robust to using
these comparability measures (untabulated). We thank an anonymous reviewer for this
suggestion.

6We also perform analysis employing a continuous measure of comparability and obtain
robust results.
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We control for firm monitoring and governance mechanisms by including
analyst coverage (Analysts) and institutional ownership (Institutions) as well as
their interactions with DCash in our model, where Analysts is the log of one
plus the number of analysts following the firm, and Institutions refers to the
percentage of firm shares held by institutional investors. Following prior
studies (e.g., Faulkender and Wang, 2006; Dittmar and Mahrt-Smith, 2007;
Louis et al., 2012), we also control for other firm-specific characteristics, such
as change in leverage (Leverage), change in earnings (DEarnings), change in
non-cash assets (DNCA), change in research and development (R&D)
expenditure (DR&D), change in interest expense (DInterest), change in dividend
payments (DDividend), and net equity issuance (NetFinancing). We also include
both industry fixed effects (cj) and year fixed effects (dt),

7 and cluster the
standard errors at the firm level to mitigate heteroskedasticity and arbitrary
within-firm correlation (Petersen, 2009). See Appendix I for detailed variable
definitions.

3.3. Analysis of the value of capital expenditure

To examine how financial statement comparability affects the contribution of
firms’ capital expenditures to shareholder value, we follow Masulis et al. (2009)
and estimate the regression as follows:

AbRetit ¼ b0 þ b1CompAcctit�1 þ b2CompAcctit�1 � DCapexit
þ b3DCapexit þ b4Analystit�1 þ b5Analystsit�1 � DCapexit
þ b6Institutionsit�1 þ b7Institutionsit�1 � DCapexit
þ b8Capexit�1 þ b9Leverageit þ b10DEarningsit þ b11DNCAit

þ b12DR&Dit þ b13DInterestit þ b14DDividendit

þ b15NetFinancingit þ cj þ dt þ eit

ð6Þ

where DCapex is change in capital expenditure, scaled by the market value of
equity at the beginning of the year. Our variable of interest is
CompAcct 9 DCapex, whose coefficient measures the effect of comparability
on the contribution of capital expenditure to firm value. A positive estimated
coefficient for this interaction term, i.e., b2 > 0, supports H2 that the marginal
value of capital expenditures increases with financial statement comparability.
All other control variables are identical to those in Equation (5). See
Appendix I for detailed variable definitions.

7The comparability measures within a firm are slow-changing over time. Specifically, we
find in untabulated results that the correlation between the CompAcct4it (CompAcctIn-
dit) and CompAcct4it�1 (CompAcctIndit�1) is 80.68% (84.49%) in our sample (p < 0.01).
Thus, we do not include firm fixed effect in the model. However, in our untabulated
tests, we find that our results remain qualitatively similar if we include firm fixed effects.
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3.4. Analysis of acquisition profitability

Consistent with Masulis et al. (2009), we employ the following model to
examine whether the financial statement comparability of an acquiring firm
affects its acquisition profitability:

CARi¼ b0þb1CompAcctit�1þb2Analystsit�1þb3Institutionsit�1

þb4LogAssetit�1þb5Leverageit�1þb6MBit�1þb7ROAit�1

þb8StockVolit�1þb9DealSizeiþb10HighTechiþb11DealSizei

�HighTechiþb12Diversifyingiþb13Publici�StockDeali

þb14Publici�CashDealiþb15Privatei�StockDeali

þb16Privatei�CashDealiþb17Subi�CashDealiþcjþdtþeit

ð7Þ

where CAR is the acquirer’s announcement period abnormal returns, calcu-
lated as the sum of daily abnormal returns during the window encompassed by
the event days (–2, +2), where event day 0 is the acquisition announcement
date. Abnormal returns are residuals from a standard market model whose
parameters are estimated over the period from event day –210 to event day –11,
with the CRSP value-weighted return as the market return. We require at least
60 observations to be available during this estimation period. Our variable of
interest is CompAcct, whose coefficient measures the impact of comparability
on abnormal returns around the announcement date. H3 predicts that financial
statement comparability is positively associated with acquisition profitability
and, thus, the shareholder value of the acquiring firms. A positive coefficient for
this variable, i.e., b1 > 0, supports H3.
Consistent with prior studies, we control for a wide array of acquirer- and

deal-specific characteristics, including firm size (LogAsset), leverage (Leverage),
the market-to-book ratio (MB), return on assets (ROA), stock return volatility
(StockVol), relative deal size (DealSize), whether both the acquiring firm and
the target firm are from high-tech industries (HighTech), whether the acquiring
firm and the target firm are from the same industry (Diversifying), interaction
terms between the target’s exchange listing status (Public, Private and Sub), and
payment method (CashDeal and StockDeal). Finally, we also control for both
firm fixed effects (ci) and year fixed effects (dt). Appendix I provides detailed
definitions of the above variables.

3.5. Controlling for other financial reporting qualities

Consistent with the FASB’s view, we perceive comparability to be a unique
attribute of accounting information. However, there is a concern that our
conception of financial statement comparability correlates with other attributes
of earnings, such as accrual quality and accounting conservatism. As
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robustness tests, we recalculate Equations (5) to (7) after controlling for a
firm’s quality of accruals (DD_AQ) and accounting conservatism (Con).
Specifically, for all previous analyses, we include each of these accounting
attributes. For the analyses of the value of cash holdings (capital expenditure),
we further include the interaction between each of these accounting attributes
and changes in cash (changes in capital expenditure). The variable DD_AQ is
calculated as the negative of the standard deviation of firm-level residuals from
Dechow and Dichev’s (2002) model during the previous five years. Consistent
with Garc�ıa Lara et al. (2016), Con is a measure of accounting conservatism
developed by Khan and Watts (2009). Like our comparability measures, both
DD_AQ and Con are ranked into deciles and standardised to range between
zero and one. Appendix I provides detailed definitions of the three variables.

3.6. Alternative comparability measures

We also employ four alternative accounting comparability measures to check
the robustness of our results. First, following De Franco et al. (2011), we
construct CompAcct4_PLE to address the ‘prices leading earnings’ concern in
estimating Equation (1). Next, we construct CompAcct_Barth to capture the
effects of contemporaneous changes in earnings and Ecomp_Cov to capture
earnings comovement (De Franco et al., 2011; Barth et al., 2012; Gong et al.,
2013). These two non-price related comparability measures also help address
concern that our CompAcct measures could result in mechanical relationships
in settings where investor reaction is the dependent variable. A detailed
explanation of the estimation procedures for these variables is presented in
Appendix II.

4. Empirical results

4.1. Sample and descriptive statistics

The sample period for all the tests in this study is from 1990 to 2013,
inclusive. We collect financial reporting data from Compustat, stock price and
return data from the CRSP, analyst data from I/B/E/S, M&A events data from
Securities Data Corporation’s (SDC) US Mergers and Acquisitions database,
and institutional ownership data from the Thomson Reuters Institutional
Holdings (13F) database. We exclude financial firms (i.e., SIC codes 6000–
6999) and utility firms (i.e., SIC codes 4900–4999), because firms in these
industries are heavily regulated. To mitigate the influence of outliers, we
winsorise all continuous variables at the top and bottom percentiles in each
sample year.
The sample for the analysis of the marginal value of cash holdings and capital

expenditure consists of 31,902 firm-year observations. To build the sample for
the analysis of acquisition profitability, we apply the filters in Masulis et al.
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(2009) and extract acquisitions made by US public companies during 1990–
2013 from the SDCMergers and Acquisitions database. This procedure yields a
final sample of 9,959 completed transactions that are used for the analysis of
acquisition profitability.
Panel A (B) of Table 1 presents descriptive statistics for all the variables in

our analysis of the market value of cash holdings and capital expenditure
(acquisition profitability). Our comparability measures have descriptive statis-
tics that are consistent with those of De Franco et al. (2011).
The distributions of all other variables are consistent with prior studies (e.g.,

Chen et al., 2015). Though untabulated for brevity, the correlation coefficients
between any of these comparability measures and other variables are not
unusually large. For example, the absolute values of Pearson correlation
coefficients range from 0.012 to 0.218.

4.2. Impact of comparability on the value of cash holdings

Panel A of Table 2 reports regression results based on Equation (5).
Columns (1) and (2) report the regression results using the comparability
measures CompAcct4 and CompAcctInd, respectively. In both columns, we find
that the coefficients of the interaction term (CompAcct4 9 DCash and
CompAcctInd 9 DCash) are positive and statistically significant (p < 0.01 and
p < 0.05). This finding supportsH1, suggesting that outside stakeholders attach
higher values to corporate cash holdings when a firm’s financial information is
more comparable. In terms of economic significance, the results in column (1)
(column (2)) show that, for firms in the top decile of comparability, the
marginal value of cash is $0.293 ($0.221) greater than that for firms in the
bottom decile, holding other factors constant. The signs and statistical
significance of the control variables are generally consistent with those reported
in prior studies (e.g., Faulkender and Wang, 2006; Masulis et al., 2009).
Results in Panel B show that our main results remain qualitatively

unchanged after the inclusion of the accrual quality measure (DD_AQ) and
the accounting conservatism measure (Con) in columns (1) and (2), respectively.
These results suggest that the effects of comparability on managers’ use of
corporate resources are incremental to the effects of these other earnings
attributes.
In Panel C, we recalculate Equation (5) using CompAcct4_PLE, Com-

pAcct_Barth, Ecomp_Cov and Comp_Initial as alternative measures of compa-
rability. We find that our main results remain qualitatively unchanged,
indicating that our main results are, overall, not sensitive to the use of
alternative comparability measures.
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4.2.1. Impact of comparability on the value of excess cash

While cash and marketable securities are vulnerable to managerial con-
sumption, they are often held as financial cushion to deal with adverse shocks.
Fr�esard and Salva (2010) suggest that excess cash is more subject to private

Table 1

Descriptive statistics

Mean SD 5% 25% Median 75% 95%

Panel A: Descriptive statistics for the analysis of the market value of cash holdings and capital

expenditure (n = 31,902)

AbRet 0.016 0.565 �0.679 �0.310 �0.065 0.207 1.008

CompAcct4 �0.618 1.094 �2.310 �0.630 �0.270 �0.130 �0.050

CompAcctInd �3.317 2.073 �6.900 �3.840 �2.800 �2.140 �1.400

DCash 0.011 0.144 �0.162 �0.026 0.002 0.037 0.203

DCapex �0.002 0.061 �0.092 �0.010 0.001 0.014 0.081

Analysts 1.280 1.199 0.000 0.000 1.099 2.303 3.258

Institutions 0.451 0.299 0.013 0.177 0.448 0.705 0.931

Cash 0.168 0.233 0.005 0.032 0.091 0.211 0.584

Leverage 0.147 0.158 0.000 0.007 0.100 0.231 0.480

DEarnings 0.010 0.199 �0.240 �0.031 0.006 0.039 0.260

DNCA 0.055 0.361 �0.400 �0.033 0.031 0.129 0.572

DR&D 0.001 0.020 �0.021 0.000 0.000 0.003 0.027

DInterest 0.000 0.019 �0.020 �0.002 0.000 0.002 0.023

DDividend 0.000 0.009 �0.001 0.000 0.000 0.000 0.005

NetFinancing 0.023 0.189 �0.181 �0.034 0.000 0.038 0.334

Panel B: Descriptive statistics for the analysis of acquisition profitability (n = 9,959)

CAR 0.013 0.074 �0.098 �0.024 0.007 0.046 0.150

CompAcct4 �0.474 0.819 �2.060 �0.450 �0.190 �0.090 �0.040

CompAcctInd �3.188 1.866 �6.620 �3.640 �2.690 �2.070 �1.440

Analysts 2.065 1.115 0.000 1.386 2.303 2.944 3.555

Institutions 0.608 0.261 0.081 0.448 0.653 0.809 0.976

LogAsset 6.668 2.042 3.321 5.226 6.656 8.053 10.199

Leverage 0.130 0.134 0.000 0.013 0.094 0.197 0.412

MB 2.225 1.561 0.958 1.322 1.745 2.504 5.295

ROA 0.126 0.153 �0.054 0.088 0.137 0.189 0.283

StockVol 0.001 0.001 0.000 0.000 0.001 0.001 0.003

DealSize 0.167 0.318 0.002 0.014 0.050 0.159 0.774

This table reports the descriptive statistics for the variables used in our main tests. Panel A

presents the sample of 31,902 firm-year observations from 1990 to 2013 for our analyses of

market value of cash holding and capital expenditure. Panel B presents the sample of 9,959

observations from 1990 to 2013 for our analyses of acquisition profitability. The figures of

CompAcct4 and CompAcctInd are based on the continuous measures of comparability.

Appendix I provides the variable definitions.
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Table 2

Impact of financial reporting comparability on the value of cash holdings

Panel A: Main regressions

Dep. = AbRet

(1) (2)

CompAcct4 �0.045***
(�3.94)

CompAcct4 9 DCash 0.354***
(4.24)

CompAcctInd �0.018

(�1.61)

CompAcctInd 9 DCash 0.157**
(2.01)

DCash 0.814*** 0.862***
(18.30) (19.73)

Analysts 0.011*** 0.010***
(3.45) (2.95)

Analysts 9 DCash 0.137*** 0.147***
(4.46) (4.79)

Institutions �0.034** �0.040***
(�2.40) (�2.79)

Institutions 9 DCash �0.161 �0.108

(�1.50) (�1.01)

Cash 0.148*** 0.152***
(10.29) (10.58)

Cash 9 DCash �0.406*** �0.411***
(�8.19) (�8.27)

Leverage �0.399*** �0.390***
(�18.71) (�18.42)

Leverage 9 DCash �0.595*** �0.691***
(�4.79) (�5.63)

DEarnings 0.540*** 0.544***
(33.98) (34.21)

DNCA 0.216*** 0.214***
(20.23) (20.06)

DR&D 0.507*** 0.495***
(3.30) (3.22)

DInterest �1.660*** �1.676***
(�9.13) (�9.22)

DDividend 0.483 0.466

(1.49) (1.44)

NetFinancing �0.169*** �0.163***
(�8.20) (�7.95)

Constant 0.007 0.001

(0.05) (0.01)

Year fixed effects Yes Yes

Industry fixed effects Yes Yes

(continued)
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Table 2 (continued)

Panel A: Main regressions

Dep. = AbRet

(1) (2)

Adj. R2 0.119 0.118

n 31,902 31,902

Panel B: Controlling for financial reporting qualities

Dep. = AbRet

(1) (2)

CompAcct4 �0.043*** �0.070***
(�3.33) (�5.62)

CompAcct4 9 DCash 0.368** 0.267***
(2.25) (2.68)

DCash 0.756*** 1.185***
(6.31) (11.63)

DD_AQ 0.032***
(2.77)

DD_AQ 9 DCash �0.005

(�0.03)

Con �0.352***
(�22.48)

Con 9 DCash �0.674***
(�5.67)

Control variables Yes Yes

Year fixed effects Yes Yes

Industry fixed effects Yes Yes

Adj. R2 0.121 0.142

n 30,586 23,629

Panel C: Alternative comparability measures

Dep. = AbRet

(1) (2) (3)

CompAcct4_PLE �0.055***
(�4.71)

CompAcct4_PLE 9 DCash 0.259***
(3.09)

CompAcct4_Barth �0.145***
(�11.60)

CompAcct4_Barth 9 DCash 0.147*
(1.86)

Ecomp_Cov �0.020

(�0.36)

(continued)
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Table 2 (continued)

Panel C: Alternative comparability measures

Dep. = AbRet

(1) (2) (3)

Ecomp_Cov 9 DCash 0.742*
(1.82)

DCash 0.877*** 1.154*** 1.009***
(18.53) (14.09) (18.59)

Control variables Yes Yes Yes

Year fixed effects Yes Yes Yes

Industry fixed effects Yes Yes Yes

Adj. R2 0.124 0.127 0.122

n 31,408 26,770 29,216

Panel D: The value of excessive cash holdings

Dep. = MVt/NAt

(1) (2)

CompAcct4 0.026***
(4.29)

CompAcct4 9 XCasht/NAt 0.167***
(7.30)

CompAcctInd 0.009

(1.55)

CompAcctInd 9 XCash/NAt 0.118***
(4.09)

XCasht/NAt 0.640*** 0.938***
(5.76) (5.83)

Et/NAt 0.292 0.549**
(1.16) (2.14)

DEt/NAt 1.146*** 1.069***
(12.37) (11.59)

DEt+2/NAt 0.661*** 0.708***
(5.12) (5.39)

RDt/NAt 6.403*** 6.628***
(19.80) (20.09)

DRDt/NAt 2.827*** 3.065***
(5.98) (6.41)

DRDt+2/NAt 7.965*** 8.286***
(17.72) (18.40)

Divt/NAt 11.492*** 11.738***
(8.96) (9.17)

DDivt/NAt 1.651* 1.579*
(1.76) (1.69)

DDivt+2/NAt 8.690*** 8.987***
(9.41) (9.61)

(continued)
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consumption than cash assets as a whole. As a robustness check, we investigate
how comparability affects the value of excess cash. Following Dittmar and
Mahrt-Smith (2007) and Fr�esard and Salva (2010), we define excess cash
(XCash) as the residual from a regression that predicts the ‘normal’ level of
cash holding.8 We then perform the following regression calculation, in
accordance with Dittmar and Mahrt-Smith (2007):

Table 2 (continued)

Panel D: The value of excessive cash holdings

Dep. = MVt/NAt

(1) (2)

Intt/NAt 2.001* 1.300

(1.80) (1.14)

DIntt/NAt �9.543*** �8.851***
(�9.05) (�7.88)

DIntt+2/NAt �5.335*** �5.247***
(�5.80) (�5.61)

DNAt/NAt 0.619*** 0.640***
(13.08) (12.94)

DNAt+2/NAt 0.665*** 0.666***
(17.36) (16.75)

DMVt+2/NAt �0.097*** �0.100***
(�8.40) (�8.52)

Constant 1.187*** 1.273***
(25.15) (25.54)

Year fixed effects Yes Yes

Industry fixed effects Yes Yes

Adj. R2 0.512 0.506

n 44,125 44,125

This table reports the regression results of the impact of comparability on the value of cash

holdings. Panel A reports the baseline results based on Equation (5); Panel B reports the

results controlling for other financial reporting qualities; Panel C reports the results using

three alternative comparability measures; Panel D reports the analysis of the value of

excessive cash holdings. We winsorise the continuous variables at 1 percent and 99 percent

levels in each sample year. The t-statistics reported in parentheses are clustered at the firm

level. ***, ** and * denote significance at the 1, 5 and 10 percent levels, respectively.

Appendix I provides the variable definitions.

8To compute the normal level, we follow Dittmar and Mahrt-Smith (2007) and regress
firms’ total cash based on variables that serve as proxies for genuine motives to hold
cash, including log of non-cash assets (NA), free cash flow (FCF) scaled by NA, working
capital (NWC) scaled by NA, industry average of prior 10-year standard deviation of
FCF/NA (IndustrySigma), instrumented market value (MV) to NA ratio, and R&D
expense scaled by NA. Instrumented market value (MV) is estimated using 3-year lagged
sales growth. We also include the estimated firm effects as part of excess cash. See
Dittmar and Mahrt-Smith (2007, pp. 627–632) for details.
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MVt=NAt ¼ b0 þ b1CompAcctit þ b2CompAcctit

� XCasht=NAt þ b3XCasht=NAt þ b4Et=NAt

þ b5DEt=NAt þ b6DEtþ2=NAt þ b7RDt=NAt

þ b8DRDt=NAt þ b9DRDtþ2=NAt þ b9Divt=NAt

þ b10DDivt=NAt þ b11DDivtþ2=NAt þ b12Intt=NAt

þ b13DIntt=NAt þ b14DInttþ2=NAt þ b15DNAt=NAt

þ b16DNAtþ2=NAt þ b17DMVtþ2=NAt þ ci þ dt þ eit

ð8Þ

where DXt indicates a change in variable X from year t – 1 to t; MV is market
value; NA is noncash assets; E is earnings before extraordinary items; RD is
R&D expenditure; Div is common dividends; and Int is interest expense.
The results are shown in Panel D of Table 2. Columns (1) and (2) report the

regression results using the comparability measures CompAcct4 and CompAcc-
tInd, respectively. In both columns, the coefficients of the interaction term
(CompAcct4 9 XCasht/NAt and CompAcctInd 9 XCash/NAt) are positive and
statistically significant (p < 0.01 in column (1) and p < 0.1 in column (2)).
These results suggest that comparability is also positively associated with the
value of excess cash holdings.

4.2.2. Discussions on the impact of level of cash holding

Conceptually, as comparability could ease firms’ external financing con-
straints by lowering information acquisition costs, reducing the uncertainties
associated with performance evaluation, increasing the overall quantity and
quality of relevant information available to outsiders, its optimal level of cash
holdings could also be affected by its financial statement comparability. Indeed,
Habib et al. (2017) find that comparability significantly reduces cash holdings
of the firm. In addition, as a low level of cash holdings may positively affect the
marginal value of cash (Faulkender and Wang, 2006), additional cash may be
valued more. Thus, our results may be driven by this channel of the level of
cash holdings, instead of the direct monitoring role of financial statement
comparability on managers’ use of cash.9

To address this concern, first, we have controlled for the level of cash holding
(Cash) and its interaction with change in the level of cash (Cash 9 DCash) in
Equation (5). Second, we split our sample into two subsamples based on if the
company’s level of cash holding is above or below the sample median within
each industry-year. In untabulated results, we find that our inferences hold in
both subsamples, which alleviates the concern that our results are driven by
firms with lower levels of cash holdings and financial statement comparability.

9We thank an anonymous reviewer for bringing this point to our attention.
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4.3. Impact of comparability on the value of capital expenditure

Table 3 reports regression results based on Equation (6). As shown in
column (1) of Panel A, the coefficient of CompAcct4 9 DCapexit is positive and
statistically significant (p < 0.01). More specifically, the value of capital
expenditure is worth $0.649 more for firms in the top decile of comparability
than for firms in the bottom decile. Column (2) shows that the coefficient of
CompAcctInd 9 DCapexit is positive but not statistically significant. The above
results, taken together, provide evidence in support of H2, indicating that
capital expenditure contributes more to shareholder value for firms whose
financial statements are more comparable. Results in Panels B and C show that
these results are robust to controlling for other financial reporting attributes
and to using alternative comparability measures.10

4.4. Impact of comparability on acquisition profitability

Table 4 shows the regression results based on Equation (7). Columns (1) and
(2) of Panel A report the regression results using CompAcct4 and CompAcctInd,
respectively. In both columns, the coefficients of our comparability measures
(CompAcct4 and CompAcctInd) are positive and statistically significant
(p < 0.01 and p < 0.05, respectively). These results indicate that managers
make worse acquisitions at firms with lower financial statement comparability,
which is in line with the prediction in H3. More specifically, the results in
column (1) (column (2)) show that for firms in the top decile of comparability,
the announcement abnormal return is, on average, 79.71 (65.79) percent higher
than that for firms in the bottom decile.11 Results in Panels B and C again show
that these results are robust to controlling for other financial reporting
attributes and to using alternative comparability measures.
Chen et al. (2018) document a positive relationship between acquisition

profitability and target firms’ financial statement comparability, suggesting a
role in valuation of financial statement comparability. To alleviate the concern
that our results could be driven by target firms’ financial statement compa-
rability, we include target firms’ financial statement comparability as a control
in our model. Though not tabulated for brevity, we find that the impact of
acquirers’ comparability remains positive and significant, suggesting that the

10In untabulated results, we also find that our results hold for both subsamples of the
firms whose level of capital expenditure is above or below sample median within each
industry-year, which alleviates our concern that our results are driven by the change in
optimal investment level induced by comparability and firms with lower level of capital
expenditure have higher marginal value of capital expenditure.

11These figures are calculated using the estimated coefficient of CompAcct4 (CompAcc-
tInd), which is 0.0102246 (0.0084391), divided by the sample mean of CAR, which is
0.0128288.
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role of acquirers’ comparability in monitoring is incremental over and above
the valuation role of target firms’ comparability suggested by Chen et al.
(2018).

Table 3

Impact of financial reporting comparability on the value of capital expenditure

Panel A: Main regression

Dep. = AbRet

(1) (2)

CompAcct4 �0.052***
(�4.18)

CompAcct4 9 DCapex 0.649***
(2.65)

CompAcctInd �0.035***
(�2.88)

CompAcctInd 9 DCapex 0.083

(0.39)

DCapex 0.670*** 0.843***
(4.85) (5.97)

Analysts 0.008** 0.007*
(2.27) (1.85)

Analysts 9 DCapex 0.041 0.063

(0.53) (0.81)

Institutions �0.050*** �0.053***
(�3.23) (�3.45)

Institutions 9 DCapex �1.615*** �1.580***
(�5.20) (�5.06)

Capex 0.697*** 0.709***
(14.89) (15.15)

Leverage �0.626*** �0.620***
(�24.12) (�23.95)

DEarnings 0.658*** 0.665***
(36.77) (37.18)

DNCA 0.126*** 0.123***
(10.41) (10.14)

DR&D 0.669*** 0.672***
(4.04) (4.06)

DInterest �2.111*** �2.131***
(�9.89) (�9.98)

DDividend 0.690* 0.648*
(1.92) (1.81)

NetFinancing 0.105*** 0.109***
(4.74) (4.93)

Constant 0.006 0.006

(0.04) (0.04)

(continued)
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Table 3 (continued)

Panel A: Main regression

Dep. = AbRet

(1) (2)

Year fixed effects Yes Yes

Industry fixed effects Yes Yes

Adj. R2 0.099 0.098

n 30,702 30,702

Panel B: Controlling for financial reporting qualities

Dep. = AbRet

(1) (2)

CompAcct4 �0.037*** �0.078***
(�2.85) (�6.27)

CompAcct4 9 DCapex 0.548** 0.501**
(2.29) (2.07)

DCapex 0.494*** 0.629**
(3.01) (2.15)

DD_AQ 0.011

(0.95)

DD_AQ 9 DCapex �0.158

(�0.73)

Con �0.371***
(�23.76)

Con 9 DCapex �0.166

(�0.61)

Control variables Yes Yes

Year fixed effects Yes Yes

Industry fixed effects Yes Yes

Adj. R2 0.102 0.125

n 29,484 22,650

Panel C: Alternative comparability measures

Dep. = AbRet

(1) (2) (3)

CompAcct4_PLE �0.062***
(�5.08)

CompAcct4_PLE 9 DCapex 0.485*
(1.92)

CompAcct4_Barth �0.155***
(�12.53)

CompAcct4_Barth 9 DCapex 0.444**
(2.22)

(continued)
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4.5. Endogeneity

To address the concern that a firm’s financial statement comparability may
be endogenously determined, and that the results documented above may be
due to unobserved heterogeneity, we perform three additional tests. First, in all
the tests above, we include firm fixed effects to control for unknown (and thus
omitted) time-invariant firm-specific characteristics. Second, in untabulated
tests, we replace CompAcct4 by CompAcct4_Initial, which is the value of
CompAcct4 for each firm in the initial year of our sample. This approach of
setting the comparability measure to its initial comparability value is consistent
with prior studies that control for the effect of endogenous changes on
corporate governance and accounting policy (e.g., Dittmar and Mahrt-Smith,
2007; Louis et al., 2012). Since a firm’s accounting policy changes only slowly
over time (Louis et al., 2012), calculations using the firm’s initial year
comparability should yield results similar to those using yearly comparability
measures. By fixing a firm’s comparability at its initial level, we verify that the
comparability effects documented in this study are not affected endogenously
by subsequent changes in performance. We find our results are robust to using
this initial comparability measure.

Table 3 (continued)

Panel C: Alternative comparability measures

Dep. = AbRet

(1) (2) (3)

Ecomp_Cov �0.058

(�1.04)

Ecomp_Cov 9 DCash 0.533**
(2.23)

DCapex 0.701*** 0.810*** 0.925***
(4.97) (6.81) (6.27)

Control variables Yes Yes Yes

Year fixed effects Yes Yes Yes

Industry fixed effects Yes Yes Yes

Adj. R2 0.097 0.098 0.094

n 30,255 27,626 27,783

This table reports the results of the impact of comparability on the value of capital

expenditure. Panel A reports the baseline results based on Equation (6); Panel B reports the

results controlling for other financial reporting qualities; Panel C reports the results using

three alternative comparability measures. We winsorise the continuous variables at 1 percent

and 99 percent levels. The t-statistics reported in parentheses are clustered at the firm level.

***, ** and * denote significance at the 1, 5 and 10 percent levels, respectively. Appendix I

provides the variable definitions.
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Table 4

Impact of comparability on acquisition profitability

Panel A: Main regression

Dep. = CAR

(1) (2)

CompAcct4 0.009***
(2.65)

CompAcctInd 0.008**
(2.40)

Analysts �0.002** �0.002**
(�2.06) (�2.03)

Institutions �0.000 �0.001

(�0.10) (�0.16)

LogAsset �0.002** �0.001**
(�2.22) (�2.17)

Leverage �0.002 �0.002

(�0.25) (�0.30)

MB �0.001** �0.001**
(�2.14) (�2.05)

ROA �0.017*** �0.016***
(�2.81) (�2.62)

StockVol 4.305*** 4.247***
(4.29) (4.24)

DealSize 0.035*** 0.035***
(11.21) (11.21)

HighTech 0.001 0.001

(0.52) (0.46)

HighTech 9 DealSize �0.008*** �0.008***
(�2.60) (�2.61)

Diversifying �0.000 �0.000

(�0.22) (�0.24)

Public 9 StockDeal �0.052*** �0.052***
(�13.95) (�14.01)

Public 9 CashDeal 0.001 0.001

(0.19) (0.23)

Private 9 StockDeal 0.002 0.002

(0.85) (0.82)

Private 9 CashDeal �0.003 �0.003

(�1.32) (�1.35)

Sub 9 CashDeal 0.003 0.003

(1.07) (1.08)

Constant 0.020 0.020

(1.57) (1.60)

Year fixed effects Yes Yes

Industry fixed effects Yes Yes

Adj. R2 0.058 0.058

n 9,959 9,959
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Finally, we perform instrumental variable analyses to address the endogene-
ity concern. Francis et al. (2014) find that two companies audited by the same
Big 4 auditor are more likely to have comparable earnings than two firms
audited by two different Big 4 firms. Based on their findings, we use the
percentage of industry peers that share the same auditor as the focal firm as the
instrumental variable. We expect that a firm is likely to have high comparability
when more industry peer firms share its auditor, yet their resource allocation

Panel B: Controlling for financial reporting qualities

Dep. = CAR

(1) (2)

CompAcct4 0.008** 0.007**
(2.46) (2.05)

DD_AQ 0.001

(0.20)

Con 0.003

(0.47)

Control variables Yes Yes

Year fixed effects Yes Yes

Industry fixed effects Yes Yes

Adjusted R2 0.048 0.046

n 9,643 7,687

Panel C: Alternative comparability measures

Dep. = CAR

(1) (2) (3)

CompAcct4_PLE 0.010***
(2.89)

CompAcct4_Barth 0.007*
(1.71)

Ecomp_Cov 0.005**
(2.15)

Control variables Yes Yes Yes

Year fixed effects Yes Yes Yes

Industry fixed effects Yes Yes Yes

Adjusted R2 0.051 0.050 0.050

n 9,714 8,579 9,462

This table presents the results of the impact of comparability on acquisition profitability.

Panel A reports the baseline results based on Equation (7); Panel B reports the results

controlling for other financial reporting qualities; Panel C reports the results using three

alternative comparability measures. We winsorise the continuous variables at 1 percent and

99 percent levels. The t-statistics reported in parentheses are clustered at the firm level. ***, **
and * denote significance at the 1, 5 and 10 percent levels, respectively. Appendix I provides

the variable definitions.
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decisions should not be affected by peers’ choice of auditor. Following Francis
et al. (2014), we first estimate the following regression using all the firm-year
observations collected from AuditAnalytics and Compustat for the period from
1990 to 2013 that had no missing information relating to audit engagements,
comparability measures or the control variables:

CompAcctit ¼ b0 þ b1%Auditorit þ b2Sizeit þ b3Levit
þ b4MBit þ b5CFOit þ b6LossPr obit þ b7STD Salesit

þ b8STD CFOit þ b9STD SalesGrowthit þ ci þ dt þ eit

ð9Þ

where the instrumental variable, %Auditorit, is the percentage of industry peer
firms that share the same auditor with firm i in year t. The regression results for
Equation (9) are shown in Panel A of Table 5. The dependent variables are the
continuous measure of CompAcct4 and CompAcctInd in columns (1) and (2),
respectively. As predicted, the coefficients on %Auditor in both columns are
positive and statistically significant (p < 0.01), which is consistent with Francis
et al.’s (2014) findings.
We then define the instrumented variables of our comparability measures,

CompAcct4_Ins andCompAcctInd_Ins, as the estimated values of the model, and
rank them into deciles within our sample.We re-ran all the tests above using these
instrumented measures of comparability. The results of the analysis of value of
cashholdings, valueof capital expenditureandacquisitionprofitability are shown
in Panels B, C andD of Table 5, respectively. The coefficients on all the variables
of interest remain statistically significant and retain the expected signs, suggesting
that our results are robust to using the instrumented comparability measures.
Overall, our findings above are consistent with Dittmar and Mahrt-Smith

(2007) and Chen et al. (2015), who suggest that strong monitoring could
mitigate the value destruction associated with managers’ extraction of private
benefits using corporate resources. Specifically, our results suggest that
financial statement comparability facilitates external monitoring by outside
investors of managers’ use of corporate resources and, therefore, the marginal
value of cash is higher to shareholders, capital expenditure contributes more to
shareholder value, and managers’ acquisition decisions are more profitable.

5. Additional tests on investment efficiency

Our results thus far suggest that financial statement comparability adds
value, in that it facilitates external monitoring, thereby contributing positively
to firm valuation in the market. However, our analyses thus far have not
addressed the question of whether and how comparability leads to investment
that is more efficient ex post. To shed light on this issue, we now shift our focus
to examining whether financial statement comparability contributes to invest-
ment efficiency by reducing over- and underinvestment.
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Table 5

Instrumental variable analyses

Panel A: First stage regression

(1) (2)

Dep. = CompAcct4 Dep. = CompAcctInd CompAcctInd

%Auditor 0.221*** 0.430***
(3.53) (3.95)

Size 0.090*** 0.164***
(26.18) (27.41)

Lev �0.753*** �1.345***
(�24.97) (�25.60)

MB 0.000*** 0.001***
(2.97) (2.81)

CFO �0.121*** 0.242***
(�3.08) (3.54)

LossProb �1.039*** �2.253***
(�41.89) (�52.13)

SalesVol �0.579*** �0.696***
(�5.96) (�4.12)

CFOVol �0.133 �1.884***
(�1.20) (�9.73)

SaleGrowthVol �0.000 0.000

(�1.56) (0.58)

Constant �0.498*** �2.607***
(�2.94) (�8.84)

Year fixed effects Yes Yes

Industry fixed effects Yes Yes

Adj. R2 0.213 0.353

n 32,454 32,454

Panel B: Analysis of the value of cash holdings

Dep. = AbRet

(1) (2)

CompAcct4_Ins 0.055***
(2.76)

CompAcct4_Ins 9 DCash 0.650***
(2.80)

CompAcctInd_Ins 0.076***
(3.87)

CompAcctInd_Ins 9 DCash 0.585**
(2.18)

DCash 0.986*** 1.107***
(6.93) (7.19)

Control variables Yes Yes

Year fixed effects Yes Yes

(continued)
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Table 5 (continued)

Panel B: Analysis of the value of cash holdings

Dep. = AbRet

(1) (2)

Industry fixed effects Yes Yes

Adj. R2 0.124 0.124

n 18,947 18,714

Panel C: Analysis of the value of capital expenditure

Dep. = AbRet

(1) (2)

CompAcct4_Ins 0.067***
(3.46)

CompAcct4_Ins 9 DCapex 1.814***
(3.22)

CompAcctInd_Ins

CompAcctInd_Ins 9 DCapex
0.075***
(3.91)

0.824*
(1.69)

DCapex 0.497 0.681**
(1.61) (2.05)

Control variables Yes Yes

Year fixed effects Yes Yes

Industry fixed effects Yes Yes

Adj. R2 0.102 0.101

n 18,231 18,231

Panel D: Analysis of acquisition profitability

Dep. = CAR

(1) (2)

CompAcct4_Ins 0.008***
(2.90)

CompAcctInd_Ins 0.006*
(1.88)

Control variables Yes Yes

Year fixed effects Yes Yes

Industry fixed effects Yes Yes

Adj. R2 0.047 0.046

n 6,338 6,338

This table presents the results of our main tests using instrumented comparability measures.

Panel A reports the first stage regression results. We further use the estimated comparability

measure to test the impact of comparability on market value of cash holdings in Panel B, the

value of capital expenditure in Panel C, and acquisitions profitability in Panel D. We

winsorise the continuous variables at 1 percent and 99 percent levels. The t-statistics reported

in parentheses are clustered at the firm level. ***, ** and * denote significance at the 1, 5 and

10 percent levels, respectively. Appendix I provides the variable definitions.

© 2020 Accounting and Finance Association of Australia and New Zealand

J.-B. Kim et al./Accounting & Finance 33



The literature suggests that, in a perfect market, an efficiently investing firm
will undertake all and only projects with a positive NPV. However, given
problems such as adverse selection and/or moral hazard, firms can make
suboptimal investment decisions (e.g., Jensen, 1986; Hoshi et al., 1991;
Blanchard et al., 1994). Recent studies suggest that reduced information
asymmetry can lower the costs of external financing and monitoring, thus
improving a firm’s investment efficiency (Biddle et al., 2009; Bushman et al.,
2011; Cheng et al., 2013; Garc�ıa Lara et al., 2016).
As discussed previously, comparability can not only allow investors to obtain

a better understanding of the profitability of projects undertaken by managers,
but can also enable investors to make inferences about a firm’s value-relevant
information based on its comparable firms’ performance or disclosures. We
therefore expect comparability to reduce the information asymmetry between
managers and investors, which in turn enhances investment efficiency. Based on
this reasoning, we predict that firms with more comparable financial statements
will engage less in both over- and underinvestment, thereby increasing
investment efficiency.

5.1. Empirical model and descriptive statistics

Consistent with prior studies (e.g., Chen et al., 2013; Cheng et al., 2013;
Garc�ıa Lara et al., 2016), we employ the methodology proposed by Biddle et al.
(2009), which allows us to evaluate the effects of financial statement
comparability on reducing over- and underinvestment, as well as the net
effect. The model is specified as follows:

Investmentitþ1 ¼ b0 þ b1CompAcctit þ b2CompAcctit

��OverInvit þ b3OverInvit þ b4DD AQit

þ b5DD AQit �OverInvit þ b6Analystsit
þ b7Analystsit �OverInvit þ b8Institutionsit
þ b12CFOVolit þ b13SalesVolit þ b14InvVolit
þ b15ZScoreit þ b16Tangibilityit þ b17IndKStructureit
þ b18CFOSaleit þ b19Dividendit þ b20Ageit
þ b21OperCycleit þ b22Lossit þ Industry fixed effects þ eit

ð10Þ

where the dependent variable Investment is the sum of R&D expenditure,
capital expenditure and acquisition expenditure, less cash receipts from the sale
of property, plant and equipment (PPE), multiplied by 100 and scaled by
lagged total assets. The variable CompAcct is one of the two comparability
measures developed by De Franco et al. (2011), which are defined in
Section 3.1.
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Following Biddle et al. (2009), we use the partitioning variable OverInv to
distinguish between situations where a given firm is prone to over- or
underinvestment. To construct OverInv, we first rank firms into deciles based
on their cash balance and their negative leverage and rescale the two ranked
variables to range from zero to one. The leverage measure is multiplied by –1
before ranking so that, as for cash, it is increasing with the likelihood of
overinvestment. We then average the ranked values of the two partitioned
variables and create a composite score measure for each firm, denoted
OverInv_Firm. Following Biddle et al. (2009), we also use investment
aggregated at the industry level, denoted OverInv_Ind, as another proxy for
the likelihood of over- and underinvestment in each sample year.
Our variables of interest are the comparability measures and their

interaction with OverInv. Given that OverInv increases (decreases) with the
likelihood of overinvestment (underinvestment), the estimated coefficient b1
measures the relationship between comparability and investment when
underinvestment is most likely (i.e., OverInv is close to zero). Under this
scenario, a significantly positive b1 supports the hypothesis that compara-
bility is negatively associated with underinvestment. On the other hand, the
sum of the coefficients of the main and interaction effects (b1 + b2)
measures the relationship between comparability and investment when
overinvestment is most likely (i.e., OverInv is close to one). Under this
scenario, a significantly negative (b1 + b2) supports our hypothesis that
comparability is negatively associated with firm overinvestment. We include
other control variables in accordance with prior studies (e.g., Biddle et al.,
2009; Cheng et al., 2013). Appendix I contains detailed definitions of all
these variables.
The sample for the additional tests consists of 31,408 firm-year observations

from 1990 to 2013. Panel A of Table 6 presents descriptive statistics for all the
variables in our main model. Descriptive statistics on the dependent variable,
Investment, and all the other variables are, overall, consistent with those
reported in prior studies (e.g., Biddle et al., 2009).

5.2. Empirical results

We calculate Equation (10) using ordinary least square (OLS) regressions
and report the regression results in Panel B of Table 6. Columns (1) and (2) use
OverInv_Firm as the partitioning variable, while columns (3) and (4) use
OverInv_Ind. Across all four columns, we find that the estimated coefficients of
both comparability measures (CompAcct4 and CompAcctInd), that is, b1 in
Equation (10), are positive and statistically significant (p < 0.01). This finding
is consistent with our prediction that comparability is negatively associated
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with underinvestment.12 On the other hand, the coefficient estimates of the
interaction between the comparability measures and overinvestment, that is, b2
in Equation (10), are negative and statistically significant (p < 0.01). More-
over, the sum of the coefficients of the main effect of comparability and its
interaction effect (i.e., b1 + b2) are negative and significant (p < 0.01). These
results support our prediction that comparability is negatively associated with
overinvestment.13

Overall, our results support our prediction that comparability increases a
firm’s investment efficiency by ameliorating suboptimal investment decisions or
reducing both under- and overinvestment. Since investment efficiency is a key
determinant of returns on investment and economic growth and productivity,
our findings have both firm-level and macroeconomic implications for the
benefits of financial statement comparability.14

We perform robustness checks using the four alternative measures of
comparability that were used in robustness checks for the main tests, which are
CompAcct_PLE, CompAcct_Barth, Ecomp_Cov, CompAcct_Initial and Com-
pAcct_Ins. Untabulated results show that the coefficients of the main effects of
these alternative comparability measures are all positive and statistically
significant at less than the 1 percent level. In addition, the sums of the
coefficients of the main effect and the interaction effect are also negative and
statistically significant. These results indicate that our results are robust to the
use of alternative comparability measures.

12In terms of the economic impact, based on the results in columns (1) and (2), among
firms that underinvest, the value of Investment of firms in the top decile of CompAcct4
(CompAcctInd) is, on average, 24.17 (39.12) percent higher than that of firms in the
bottom decile of CompAcct4 (CompAcctInd). We also employ continuous measures of
comparability in the untabulated tests, and we find that a one standard deviation
change, 1.142 (2.392), increases Investment by 5.59 (7.91) percent on average among
firms that are underinvesting.

13Our results show a meaningful economic impact. Based on the results in columns (1)
and (2), among firms that overinvest, for firms in the top decile of CompAcct4
(CompAcctInd), the value of Investment of firms is, on average, 23.92 (41.97) percent
lower than that for firms in the bottom decile. For the continuous measure of
CompAcct4 (CompAcctInd), a one standard deviation change decreases Investment by
4.18 (3.43) percent on average among firms that are overinvesting.

14It is possible that a firm with low comparability is underinvesting, and its capital
expenditure is thus worth more to the shareholders. In this case, our results shown in
Table 3 will be weakened for the underinvesting sample. To reconcile these results, we
run our analysis based on Equation (6) using two subsamples based on over- and
underinvesting firms (defined by whether the firm has positive or negative abnormal
investments estimated from Biddle et al.’s (2009) model). We find in untabulated results
that our results on the effects of comparability on the value of capital expenditure do not
vary across these two samples (both significant at less than the 5 percent level and with
no significant difference between the coefficients). We thank an anonymous reviewer for
bringing this point to our attention.
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6. Conclusion

The importance of financial statement comparability has been emphasised by
standard setters, practitioners and investors. However, empirical studies on the
informational and economic consequences of comparability are limited. We

Table 6

Additional test on investment efficiency

Panel A: Descriptive statistics (n = 31,408)

Mean SD 5% 25% Median 75% 95%

Investment 15.181 16.063 1.118 5.014 10.377 19.661 46.170

CompAcct4 �0.685 1.138 �2.800 �0.690 �0.280 �0.130 �0.050

CompAcctInd �3.533 2.386 �8.180 �4.110 �2.890 �2.120 �1.240

DD_AQ �0.056 0.045 �0.149 �0.072 �0.043 �0.025 �0.009

Analysts 1.217 1.165 0.000 0.000 1.099 2.197 3.178

Institutions 0.320 0.233 0.002 0.124 0.299 0.491 0.733

LogAsset 5.343 2.033 2.225 3.832 5.206 6.719 8.981

MB 1.988 1.616 0.765 1.062 1.440 2.256 5.162

CFOVol 0.091 0.116 0.008 0.024 0.051 0.111 0.312

SalesVol 0.195 0.185 0.025 0.075 0.141 0.250 0.557

InvVol 13.067 21.312 0.840 2.808 6.154 13.849 48.519

Z-Score 4.579 7.256 �1.703 1.609 3.186 5.557 15.863

Tangibility 0.289 0.247 0.026 0.091 0.206 0.425 0.807

IndKStructure 0.170 0.113 0.054 0.076 0.136 0.232 0.404

CFOSale �0.333 3.300 �1.106 0.012 0.074 0.140 0.314

Dividend 0.370 0.483 0.000 0.000 0.000 1.000 1.000

Age 2.612 0.678 1.609 2.079 2.565 3.135 3.738

OperCycle 4.709 0.755 3.388 4.306 4.780 5.197 5.778

Loss 0.318 0.466 0.000 0.000 0.000 1.000 1.000

Panel B: Conditional relation between financial statement comparability and investment

Dep. = Investment

OverInv_Firm OverInv_Ind

(1) (2) (3) (4)

CompAcct4 (1) 3.669*** 3.136***
(4.61) (5.15)

CompAcct4 9 OverInv (2) �7.301*** �4.572***
(�4.94) (�5.21)

CompAcctInd (1) 5.939*** 4.639***
(8.34) (6.02)

CompAcctInd 9 OverInv (2) �12.311*** �6.583***
(�8.22) (�5.56)

(1) + (2) �3.632*** �6.371*** �1.435** �1.944***

(continued)
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Table 6 (continued)

Panel B: Conditional relation between financial statement comparability and investment

Dep. = Investment

OverInv_Firm OverInv_Ind

(1) (2) (3) (4)

(�3.85) (�5.87) (�2.52) (�2.78)

OverInv 15.786*** 17.249*** 6.971*** 7.451***
(11.44) (12.57) (7.16) (6.99)

DD_AQ 2.253** 1.078** 3.436*** 2.242***
(2.37) (�3.25) (5.77) (3.73)

DD_AQ 9 OverInv �3.735** �1.389* �7.710*** �5.086***
(�2.29) (�1.68) (�7.44) (�4.92)

Analysts 1.294*** 1.276*** �0.232 �0.247

(3.55) (3.40) (�1.07) (�1.16)

Analysts 9 OverInv �0.107* �0.106* 0.964** 1.048***
(�1.94) (�1.89) (2.49) (2.86)

Institutions 4.281*** 4.152*** 8.347*** 7.878***
(3.05) (2.97) (6.68) (6.62)

Institutions 9 OverInv 0.157 0.193 �9.641*** �8.508***
(0.75) (0.92) (�4.00) (�3.68)

LogAsset �1.327*** �1.346*** �0.864*** �0.861***
(�10.74) (�11.10) (�8.37) (�8.57)

MB 2.800*** 2.803*** 2.478*** 2.451***
(15.74) (15.60) (12.88) (12.88)

CFOVol 5.410*** 5.444*** 5.065*** 4.663***
(3.29) (3.37) (2.93) (2.80)

SalesVol �4.984*** �4.934*** �4.415*** �4.331***
(�7.89) (�7.86) (�5.80) (�5.77)

InvVol 0.043*** 0.043*** 0.046*** 0.046***
(4.23) (4.16) (3.37) (3.38)

Z-Score �0.318*** �0.327*** �0.191*** �0.185***
(�9.80) (�9.93) (�8.04) (�7.73)

Tangibility 8.611*** 8.675*** 0.644 0.896

(9.21) (9.17) (0.84) (1.18)

IndKStructure �18.717*** �18.594*** �18.775*** �19.092***
(�9.32) (�9.48) (�8.10) (�8.40)

CFOSale �0.287*** �0.285*** �0.333*** �0.323***
(�3.10) (�3.11) (�3.68) (�3.70)

Dividend �2.000*** �1.960*** �1.267*** �1.274***
(�6.03) (�5.79) (�4.14) (�4.11)

Age �1.255*** �1.209*** �1.128*** �1.098***
(�5.39) (�5.24) (�4.62) (�4.48)

OperCycle �1.686*** �1.684*** �2.037*** �2.009***
(�6.76) (�6.64) (�9.10) (�9.15)

Loss �1.103*** �1.076*** �1.426*** �1.552***
(�3.57) (�3.49) (�4.41) (�4.94)

(continued)
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examine whether comparability mitigates agency problems and promotes the
more efficient use of corporate resources. Using various financial statement
comparability measures developed by prior literature (e.g., De Franco et al.,
2011; Barth et al., 2012; Gong et al., 2013), we find that as firms’ financial
information becomes more comparable, corporate cash holdings are worth
more to outside shareholders, capital expenditure contributes more to
shareholder value, and acquiring firms experience higher abnormal stock
returns during acquisition announcement periods. The results of these
investigations lend support to our conjecture that financial statement compa-
rability facilitates investor assessment of firm performance, which in turn
enhances the efficacy of monitoring of managerial investment decisions. These
results are robust to the inclusion of additional controls for other attributes of
financial reporting quality. Further investigation reveals that a firm’s compa-
rability also improves a firm’s actual investment efficiency. Using the
methodology for testing investment efficiency developed by Biddle et al.
(2009), we show that higher financial reporting comparability is associated with
lower levels of both overinvestment and underinvestment.
This study adds to the literature that examines the benefits of financial

statement comparability. We show that enhanced efficiency in the use of
corporate cash reserves, in capital expenditure decisions, and engaging in
shareholder value-adding acquisitions are three possible avenues through
which comparability enhances shareholder value. This suggests that financial
statement comparability has a role in facilitating external monitoring by

Table 6 (continued)

Panel B: Conditional relation between financial statement comparability and investment

Dep. = Investment

OverInv_Firm OverInv_Ind

(1) (2) (3) (4)

Constant 19.855 18.948 5.017*** 3.890**
(0.00) (0.00) (2.72) (2.04)

Industry fixed effects Yes Yes Yes Yes

Adj. R2 0.251 0.252 0.257 0.334

n 31,408 31,408 31,408 31,408

Panel A reports the descriptive statistics for the variables used in our additional test. The

figures of CompAcct4 and CompAcctInd are based on the continuous measures of

comparability. Panel B presents the results of the conditional relation between financial

statement comparability and investment. We winsorise the continuous variables at 1 percent

and 99 percent levels. The t- and F-statistics are reported in parentheses. The t-statistics are

based on standard errors clustered at the firm level. ***, ** and * denote significance at the 1,

5 and 10 percent levels, respectively. Appendix I provides the variable definitions.
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outside stakeholders. This study also contributes to the literature on the value
of cash holdings. Prior studies show that holding cash is, on average, value-
destroying. Our study suggests that the value destruction associated with cash
holdings can be mitigated by financial statement comparability. Finally, we add
to the M&A literature by showing that acquirers’ financial statement
comparability, an important attribute of financial reporting quality, increases
acquisition profitability.
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Appendix I

Variable definitions

Variable Definition

CompAcctij The absolute value of the difference of the predicted value of a regression of firm

i’s earnings on its return using the estimated coefficients for firms i and j,

respectively. It is calculated for each firm pair ij (i 6¼ j), j = 1, . . ., J, in the same

two-digit SIC industry.

CompAcct4 The average of the four highest CompAcctij values for each firm i.

CompAcctInd The mean value of CompAcctij for all firms j in the same industry as firm i.

Analysis of the market value of cash holdings and capital expenditure

AbRet The raw yearly stock return minus the Fama-French size- and book-to-market-

matched portfolio return.

DCash Change in cash plus marketable securities scaled by the market value of equity.

DCapex Change in capital expenditure scaled by the market value of equity.

Analysts Log of 1 plus the number of analysts following the firm.

Institutions The percentage of firm shares held by institutional investors.

Leverage Total debt over the market value of total assets.

DEarnings Change in earnings before extraordinary items over the fiscal year scaled by the

market value of equity.

DNCA Change in non-cash assets scaled by the market value of equity.

DR&D Change in R&D expenses (zero if missing) scaled by the market value of equity.

DInterest Change in interest scaled by the market value of equity.

DDividend Change in cash dividend payments scaled by the market value of equity.

NetFinancing Equity issue minus equity repurchases plus change in long-term debt, scaled by

the lagged market value of equity.

DD_AQ A ranked and rescaled measure of accrual quality calculated from the standard

deviation of firm-level residuals from Dechow and Dichev’s (2002) model during

the previous five years and multiplied by �1.

Con A ranked and rescaled firm-year proxy for conditional conservatism, which is the

three-year average of the total timeliness of loss recognition (the sum of G-Score

and C-Score as defined in Khan and Watts (2009, p. 136)).

Analysis of acquisition profitability

CAR The acquirer’s announcement period abnormal returns calculated as the sum of

daily abnormal returns during the window encompassed by the event days (�2,

+2), where event day 0 is the acquisition announcement date. Abnormal returns

are residuals from a standard market model whose parameters are estimated over

the period from event day �210 to event day �11, with the CRSP value-weighted

return as the market return. We require at least 60 observations to be available

during this estimation period.

ROA Net income over total assets.

StockVol The standard deviation of the daily stock return over the estimation period of

CAR.

DealSize The ratio of the transaction value to the acquirer market value.

HighTech Indicator variable: 1 if the acquirer and target are both from a high-tech industry,

0 otherwise.

Diversifying Indicator variable: 1 if the acquirer and target do not share a Fama-French

industry, 0 otherwise.

(continued)
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1. (continued)

Variable Definition

Public Indicator variable: 1 for public targets, 0 otherwise.

Private Indicator variable: 1 for private targets, 0 otherwise.

Sub Indicator variable: 1 for subsidiary targets, 0 otherwise.

CashDeal Indicator variable: 1 for purely cash-financed deals, 0 otherwise.

StockDeal Indicator variable: 1 for deals at least partially financed by stock, 0 otherwise.

Additional tests on investment efficiency

Investment Sum of R&D expenditures (zero if missing), capital expenditures, and acquisition

expenditures, less cash receipts from the sale of PPE, multiplied by 100 and scaled

by lagged total assets.

OverInv_Firm A ranked variable based on the average of a ranked (deciles) measure of cash and

leverage. Leverage is multiplied by �1 before ranking so that both variables are

increasing with the likelihood of overinvestment.

OverInv_Ind A ranked variable based on unexplained industry-year investment. Specifically, in

each industry-year we measure the aggregate investment for Investment and

regress industry–year investment on industry–year sales growth. We then rank

the residuals from this model into deciles and rescale from zero to one.

LogAsset Log of total assets.

MB The ratio of the market value to the book value of total assets.

CFOVol The standard deviation of cash flow from operations deflated by average total

assets from years t � 5 to t � 1.

SalesVol The standard deviation of sales deflated by average total assets from years t � 5

to t � 1.

InvVol The standard deviation of total investment deflated by average total assets from

years t � 5 to t � 1.

Z-Score The Altman (1968) Z-score.

Tangibility The ratio of PPE to total assets.

IndKStructure The industry mean value of long-term debt to the sum of long-term debt and the

market value of equity.

CFOSale Ratio of cash from operations to sales.

Dividend Indicator variable: 1 if the firm paid a dividend, 0 otherwise.

Age The log of one plus the difference between the current year and the first year in

which the firm appeared in the CRSP.

OperCycle The log of receivables to sales plus inventory to the cost of goods sold multiplied

by 360.

Loss Indicator variable: 1 if net income before extraordinary items is negative, 0

otherwise.

Appendix I (continued)
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Appendix II

Alternative measures of comparability

Prices leading earnings model

Stock prices may incorporate firm-specific news before they are reported in
accounting earnings, which implies that prices lead earnings (Collins et al.,
1994). As such, a firm’s accounting function can be described as a relation
between a firm’s current earnings and past returns, rather than a contempo-
raneous relation.
To address this potential ‘prices leading earnings’ concern in estimating a

firm’s accounting function parameters, consistent with De Franco et al. (2011)
and Collins et al. (1994), we incorporate a lagged measure of firm events
(Returnit�1) into the original accounting function estimation model, as in
Equation (2):

Earningsit ¼ ai þ b1iReturnit þ b2iReturnit�1 þ eit ðB1Þ

where Returnit�1 is the stock return in the prior quarter t � 1.
We follow our previous algorithm in the mean test to measure the distance

between firms’ accounting functions to create our alterative comparability
measures. The variables CompAcct4_PLE and CompAcctInd_PLE are calcu-
lated based on the accounting functions estimated from Equation (B1).

Comparability measures of Barth et al. (2012)

To construct the alternative comparability measure, CompAcct_Barth,
following Barth et al. (2012), we estimate the following time-series regression
for each firm i in year t:

Retit ¼ ai þ b1i NIit=Pit�1½ � þ b2i DNIit=Pit�1½ � þ b3iLossit þ b4i
Lossit � NIit=Pit�1½ � þ b5iLossit � DNIit=Pit�1½ � þ eit

ðB2Þ

where Ret is quarterly stock returns, NI is net income before extraordinary
items per share, P is the stock price, and Loss is an indicator variable for
negative NI. We then use the same algorithm in calculating our primary
comparability measures to compute CompAcct4_Barth and CompAcctInd_-
Barth based on Equation (B2).

Earnings comovement

Following De Franco et al. (2011) and Gong et al. (2013), we estimate the
following regressions for firms i and j in the same two-digit SIC industry:
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Earningsit ¼ aij þ b1ijEarningsjt þ eijt ðB3Þ

where Earningsit is income before extraordinary items. For each firm pair i and
j, the previous 16 quarters of earnings are used to calculate the average R2 value
from the regression. We construct Ecomp_Cov as the average of the four
highest R2 values for firm i in year t.
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