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Abstract

As the role of institutional investors is being transformed, there is a tendency to overlook the needs
of individual investors. Nevertheless, there are well over 30 million individual investors in the
United States, and these numbers are growing rapidly. One area of particular concern is
corporate communications. All investors, professional as well as non-professionals, should have
"access" to financial information. However, annual reports, as currently issued, are often difficult
to read and understand, and therefore lack communication value. A possible solution is the
summary annual report (SAR), which has been designed to condense and simplify the traditional
GAAP statements. To date, most U.S. Corporations have not adopted the new format, in part,
out of a fear of negative shareholder reaction. Our survey results clearly indicate that annual
reporis, as they are currently issued, are difficult to understand for a sizeable minority of investors.
One out of 4 investors reported that annual reports were so difficult to understand that they were
of no substantial help in making investment decisions. Further, results show that a majority of
respondents demand inclusion of further explanation of the financial information in less technical
terms, and over a third would like to see SARs to the exclusion of full GAAP reports. Through
the SAR, management has an opportunity to significantly improve corporate communications. We
strongly recommend that management continues to experiment with its format, design, and
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content.

Introduction

Business historians believe that a major transforma-
tion in corporate control occurred during the early years
of this century. As shareownership became more wide-
spread and more diverse, the authority of the owners of
the corporation to maintain control over the economic
activities of the entity diminished significantly. As the
size of the corporations grew, individual stockholders
traded away their authority for anticipated liquidity gains
and increases in stock prices. Power to make business
decisions moved from stockholders to a new class of
professional managers. During this period, the stock-
holder -- as decision-maker -- became less important,
and corporate management began to take a much more
active and vital role within the business firm.

Today, a consensus is developing which recognizes a
similarly important contemporary change. As institution-
al investors obtain larger and larger positions in the
companies in which they invest, they are also demanding
increased accountability and authority, as well. Pension
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and mutual fund managers are redefining what it is that
they do, and are beginning to take a much more active
role in company decision-making. In turn, there is a loss
of authority for corporate managers. Like all valuable
economic assets, power is a scarce resource.

We do not dispute this view. However, we believe that
as the decision-making ability of institutional investors
increases, corporate managers may not be the only
losers. Individual investors may see an even further
erosion of their authority and their ability to affect
corporate policy. In other words, power is being trans-
ferred not only from corporate managers to institutional
investors, it is also being transferred from individual
investors to institutional investors. This change deserves
scrutiny.

Purpose of the Study

One area of particular concern is the annual report to
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shareholders. As Kohut and Segars (1992) have noted it
is through the annual report that management discharg-
es it obligation to report to the investing public on its
stewardship of the business. Further, the annual report
provides the vehicle through which management can
"provide meaningful information for appraising past
performance and projecting future opportunities.” (p. 7)
In addition, Subramanian, Insley, and Blackwell (1993)
have convincingly argued that a well-written, honest,
clear, and concise annual report can enhance investors’
trust and confidence in corporate management.

However, as managers become more concerned about
satisfying institutional investor demands, they show less
interest in meeting individual investor demands. For
example, Lev (1992) reflecting this transformation has
recently noted that:

Managers may be interested in a large institutional owner-
ship since it generally proves a ready market for new stock
or bond issues. Furthermore, demand for the firm’s
securities can be more readily enhanced by providing
specific, tailor-make information to a few large investors
than to many small geographically scattered, and largely
uninformed shareholders." (p. 19)

While there is some overlap in information needs
between investor groups, there are unique demands, as
well. Annual reports and financial statements which are
designed to meet the needs of institutional investors, do
not, and will not, meet the requirements of the less
sophisticated individual investors. If individual investors
do not understand the annual report, corporate execu-
tives are not fulfilling their obligations.

A possible solution to the problem of meeting the
unique needs of different user groups is the summary
annual report (SAR). Therefore, our primary research
question can be succinctly stated as follows: Can
summary annual reports (SARSs) be an effective tool for
communicating financial information to individual
investors? The individual investor remains an extremely
important player in the U.S. economy. According to a
1990 New York Stock Exchange (NYSE) survey, there
are nearly 30 million individual investors owning shares
of NYSE-listed stocks. This number represents a 17
percent increase since 1985. The sheer magnitude of
these numbers underscores the importance of our
research focus.

Background

A recent study examining the effectiveness of the
annual report concluded that about half of all individual
investors either skim or do not read annual reports
(Hawkins & Hawkins, 1986). This finding underscores
an important weakness inherent in financial reporting,
and more generally, corporate communications. Accord-
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ing to the Financial Accounting Standards Board
(FASB), the information provided by management
"should be comprehensible to those who have a reason-
able understanding of business and economic activities
and are willing to study the information with reasonable
diligence" (FASB, 1980). Do annual reports, as currently
issued, meet this minimum standard? Can low reader-
ship be attributed to difficulty in understanding the
annual reports? Finally, and most importantly, to what
extent can management improve corporate communica-
tions?

The FASB has clearly articulated its position with
regard to "understandability." In Concept Statement No.
1, the FASB wrote that all investors, professional as well
as non-professionals, should have "access" to financial
information. Additionally, the FASB recognizes the
obligation of management to "increase the understand-
ability of financial information" (FASB, 1978). Manage-
ment, in fulfilling its stewardship function, is responsible
for preparing clear, unambiguous, well-written, financial
disclosures.

As mentioned above, a possible solution to the
problem associated with low readership, and difficulty in
understanding financial statements which recognizes the
unique needs of different user groups, is the SAR. The
vast majority of U.S. Corporations, however, have
adopted a wait and see approach, and are extremely
hesitant to deviate from the traditional format. One of
the main concerns firms have expressed, according to
Alan Schneider (1988) is the fear that shareholders will
react negatively to changes in corporate communica-
tions. But survey results negate this concern.

In 1987, Iowa Power and Light experimented with the
SAR. Their results are clear. Two thousand-five hundred
readers of the summary annual report responded
overwhelmingly that they liked it with positive opinions
ranging from 56 percent to 81 percent and shareholders
responding 65 percent (like), 9 percent (dislike), and 26
percent (no opinion). With such overwhelming re-
sponses, Iowa Power and Light discontinued the SAR
even though they admitted to have created "a more
readable report” (Hamilton, 1990). It produced a more
readable report and moved toward meeting the objec-
tives of financial reporting, it is therefore puzzling why
the project was discontinued.

Our survey study, and the Iowa experiment demon-
strate that this fear on the part of corporate manage-
ment that shareholders would react negatively is mis-
placed. Our results show that a large minority of inves-
tors have difficulty in understanding the traditional
annual report. Further we provide evidence which
suggests that there is a strong demand for clear and
usable communications. The emergence of SARs is a
positive step, and therefore we agree with the position
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that "The summary annual report presents a unique
opportunity for public companies to improve their
communication with shareholders" (Deloitte Haskins &
Sells and Financial Executive Research Foundation,
1987). To the extent that SARs represent an attempt to
better communicate with corporate shareholders, and to
the extent that SARs are not used to mislead investors,
or to withhold information, they signal a forward
development in financial reporting to investors. If the
annual report is to be more than mere "public relations,"
management and accountants must continually devise
methods to convey and explain information about both
historical, and expected future, firm performance. Just
as teachers must continually organize and re-organize
material in a coherent fashion so that students can
understand their thoughts, so too, managers have an
obligation to report to shareholders in a manner which
allows investors to understand the annual report.

What are SARs?

According to a recent study which examined the
content of SARs, 32 firms issued SARs during 1987 and
early 1988 (Lee and Morse, 1990). The SAR, as its
name implies, is a summary, or condensed version, of
the full Generally Accepted Accounting Principles
(GAAP) financial statements. When viewed, in conjunc-
tion with the full statements, which are still mandated
under Securities and Exchange Commission (SEC)
requirements, it can be a useful tool to investors.

In 1987, the SEC, in response to proposals by General
Motors, and McKesson Corp., explicitly acknowledged
that the inclusion of GAAP statements with the proxy
material fulfills existing SEC reporting requirements.
Therefore, inclusion of the SAR as part of the annual
report package does not violate SEC compliance rules.
The following is a list of the defining characteristics of
SARs:' (1) Most SARs include balance sheets and
income statements, (2) SARs include expanded financial
review sections, (3) There is an emphasis on charts,
graphs, and verbal explanations, (4) Most SARs are
audited, (5) There is less technical jargon and boiler-
plate than in GAAP statements, (6) Footnotes have
generally been eliminated, although some of the disclo-
sures are included in financial review section, and (7)
The financial statements are prepared at a higher level
of aggregation than GAAP statements.

On the basis of this list, it is clear that SARs, strictly
speaking, contain less information than the full GAAP
statements. There is no argument that important and
useful information is eliminated in the process of
summarizing. For example, in eliminating footnotes with
regard to pension disclosure, important information
about the pension liability is removed (Nair and Ritten-
berg, 1990). Statistics about discount rates, increases in
future compensation levels, future market rates, are
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included only in the GAAP statements, and not in the
SARs. The point, however, is that much of this type of
disclosure is extremely difficult to understand. Manage-
ment has an obligation to devise a format in which this
information, if, in their view has a material impact on
the financial condition of the firm, is publicly disclosed,
and understood. If it is true, as over one half of the 32
firms in the Lee and Morse study explicitly stated, that
the reason firms issue SARs is a "desire to improve
communications with shareholders,” and "improve
readability" then it is difficult to take issue with the
SAR innovation.

SARs in an Efficient Market

Market Efficiency, the notion that stock prices fully
reflect all available information, is often used as a
rationale to support arguments of the following sort. "It
doesn’t matter where or how the information is dis-
closed in annual reports, the market price acts ’as if’ the
information is widely-known and understood. After all,
the market is driven by large institutional players, and is,
therefore, dominated by sophisticated investors."> Such
an argument can be applied to the case at hand. The
efficient market argument is that since SARs do not
provide additional disclosure, and they merely recapitu-
late information that is publicly available elsewhere,
there is no need for SARs. The responses to the effi-
cient market views are:

1-Even if market efficiency is a fairly accurate descrip-
tion of capital markets, there is still the issue of equity,
where equity is thought of as equal access to informa-
tion. Individual investors, and in particular, the less
sophisticated investors, who have difficulty understand-
ing annual reports and corporate communications, may
withdraw from the market. If the game is perceived as
being unfair, individual investors will opt out it. This, in
turn, will have negative repercussions for the remaining
market participants, as well. For example, Baruch Lev
recently wrote, "inequity in capital markets...leads to
adverse private and social consequences: high trans-
action costs, thin markets, lower liquidity of securities,
and in general, decreased gains from trade" (1988).
More specifically, Lev devises the following standard to
gauge accounting regulations. "The interest of the less
informed investors should, in general, be favored over
those of the more informed investors." To the extent
that SARs can reduce information asymmetries across
investors, equity can be improved.

2-A second criticism to the market efficiency argu-
ment is even more powerful. To what extent is the
market truly efficient? Recent evidence suggests that the
question is still very much alive. Eugene Fama, writes,
"Precise general inferences about the degree of market
efficiency are likely to remain impossible” (Fama, 1991).
Similarly, Victor Bernard has shown that even with
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regard to changes in net income, arguably, the most
widely followed accounting indicator, the market price
is extremely slow to react, and in this sense, inefficient
(Bernard, 1990). Therefore, it is difficult to conclude, a
priori, that the disclosure format is irrelevant. If corpo-
rate communications are enhanced through the issuance
of clear and understandable SARs, the degree of
inequity in the market will be reduced, and market
efficiency may even be improved. A logical next step is
to examine, from the investors perspective, the need and
desirability of SARs.

Survey Results

To examine the need and demand for SARs, we
examine the responses to a questionnaire sent to 2,359
shareholders in all 50 states across the country. These
shareholders represent a random sample of shareholders
owning at least 100 shares on either the New York
Stock Exchange or the American Stock Exchange.?

The content of the questionnaire was based, in part,
on an earlier survey conducted in 1973 by Epstein
(1975).* The questionnaire was both a replication of
parts of the 1973 questionnaire and was expanded to
incorporate additional items not included in the original
study, as there have been numerous financial accounting
innovations in the past 20 years. Only those questions
related to SARs are reported and discussed here.’

Before designing the final version of the question-
naire, a pilot study was conducted in which a prelimi-
nary version of the questionnaire was sent out. Eighty-
six responses were analyzed, both in terms of responses
to specific questions included in the survey and in terms
of design comments about the questionnaire. On the
basis of the pilot study, the preliminary version of the
questionnaire was modified.

In total, we received 246 responses (first mailing--156,
second mailing---90). The response rate was in line with
expectations for a study of this scope in which the
objective was to reach a wide cross-section of individual
shareholders, and to obtain sufficient responses to a
detailed set of questions about the use of the annual
report. Because of our desire to reach a very diverse
population, potential respondents were expected to be
less likely to respond than other groups of annual report
users. Shareholders shared no affiliation with the
researchers. The questionnaire was extensive and
relatively long (12 pages). Potential respondents were
not compensated in any way for their time.

One of the most important questions surrounding any
survey is the degree to which one can generalize results
to the population of interest. One of the difficulties in
interpreting findings results from non-responses. The
most common method used to examine "non-response
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bias" is to compare results between respondents to a
first mailing and respondents to a follow-up mailing.
The follow-up procedure is a way of weakening the
resistance of potential non-respondents (Wallace and
Cooke, 1990). If there are no significant differences
between the two samples, our confidence is enhanced
that no important biases have been introduced, and that
the sample results can be generalized to the population
of interest. We compared the results to each of the 108
questions between respondents to the first mailing and
respondents to the second mailing by using the chi-
square statistic. The 108 questions analyzed included
both demographic questions and questions related to the
use of the annual report. The results indicate that there
are almost no statistically significant differences between
these two samples. In fact, in only four cases (out of
108) are the chi-square statistics significant at reasonable
levels (.05 level of significance).

In addition, we compare demographic characteristics
of the sample versus demographic characteristics of the
NYSE Shareownership survey (1990). Again, no statisti-
cally significant differences emerge. We thus conclude
that we detected no evidence of bias in the sample.

The first important result related to the issue of
SARs, involves the issue of "understandability." Investors
were asked, "Do you agree with the following statement?
"Since the annual reports are so difficult to understand
and read, they are of no substantial help to me." One
out of 4 (25 percent) investors surveyed answered yes to
this question. In a more detailed question we asked
investors, in particular, which items do you have difficul-
ty understanding? Table 1 (first column) reports our
results. As reported, a sizeable minority of investors
have difficulty in understanding the balance sheet (28
percent), the statement of cash flows (29 percent), the
auditors report (21 percent), and the footnotes to the
financial statements (29 percent).

To further gauge this issue, we also asked investors on
which items would you like to see further explanation?
Once again, a sizeable minority answered affirmatively
in reference to a number of important annual report
items. For example (Table 1, Column 2), over one third
of investors would like to see further explanation on the
Balance Sheet (41 percent), and the statement of cash
flows (38 percent). Thirty percent of investors would like
more information on footnotes and the Management,
Discussion, and Analysis Section. The results to these
questions reveal a significant communications gap
between management and individual investors, and
perhaps are symptomatic of management adopting a
compliance view, rather than a communications perspec-
tive -- where management focuses on providing reports
with information value.® The finding that 25 percent of
investors find the annual reports so difficult to under-
stand as to render them useless, is cause for concern.
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QUESTION 1

Annual Report Item

President’s Letter 5

Essay and Pictorial 11
MD&A 16
Income Statement 16
Balance Sheet 28
Statement of Cash Flows 29
Auditor’s Report 21
Footnotes 29
None of the Above 37

TABLE 1
Difficulty in Understanding Annual Report Items

QUESTION 1: Which of the following do you often have difficulty understanding?
QUESTION 2: On which of the following items would you like to see further explanation?

Percent of Respondents

QUESTION 2
Percent of Respondents

14
30
29
41
38
23
30

Two questions on the survey specifically addressed the
issue of investors’ demand for SARs (See Table 2).
First, investors were asked the following question:
"Would inclusion of further explanation of the financial
information in less technical terms be valuable enough
to your investment decisions so as to include them in
future corporate annual reports?" Sixty percent of the
respondents answered yes to this question. In fact, out
of a list of 13 additional disclosure items, the demand
for "less technical terms", was 4th behind only demand
for additional disclosures related to pending litigation,
additional disclosure of unasserted claims, and demand
for budgeted income statements.

Given that the SARs are specifically designed for
those investors who have difficulty understanding annual
reports, it is useful to report the survey results separate-
ly for these investors. We examine a subset of the data,
the 25 percent of investors who report that annual
reports are "so difficult to understand and read, they are
of no substantial help to me". The results, as expected,
are even more pronounced. Seventy-one percent of
these investors regard it as important to include further
explanation in less technical terms. To the extent that
SARs are designed to furnish understandable, and less
technical communications, we conclude that they are
fulfilling an important need in the financial markets
through satisfying the explicit demand of corporate
investors.

In addition, Table 2 reports the results to a second
explicit attempt to measure the reported demand for
SARs. The question reads: "Do you believe that the
annual report should be made shorter to include only a
summary of important aspects of corporate activities in
less technical terms rather than complete financial
statements (summary annual report) and the complete
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financial statements should only be included in proxy
materials?" The major difference between this question
and the one reported on above, is whether or not the
summary material should be included instead of full
GAAP statements, or in conjunction with full GAAP
statements. As reported in Table 2, even with this more
extreme formulation of the question, 34 percent an-
swered affirmatively.

The Table 2 also reports the results separately for
those investors who have difficulty understanding
financial statements. Once again, there is a dramatic
increase in the percentage of investors who respond
affirmatively. Of those investors who have difficulty in
understanding financial statements, a slight majority (52
percent) would like SARs to the exclusion of the full
GAAP statements.

On the basis of results presented in Table 2, it is
premature to conclude that SARs should replace full
GAAP reports. The large differences in responses to
QUESTION 3 and 4, suggest that while investors would
like more and better explanation, they generally do not
want to pay the price of losing the full disclosures
required under GAAP. Perhaps a clearer, and more
informative Management, Discussion, and Analysis
Section would provide a useful compromise.

To summarize, our survey results clearly indicate that
annual reports, as they are currently issued, are difficult
to understand for a sizeable minority of investors. One
out of 4 investors reported that annual reports were so
difficult to understand that they were of no substantial
help in making investment decisions. Further, results
reported in Table 2, show that a majority of respon-
dents, demand inclusion of further explanation of the
financial information in less technical terms, and over a
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TABLE 2
Demand For Summary Annual Reports

QUESTION 3: Would inclusion of further explanation of the financial information in less technical terms be
valuable enough to your investment decisions so as to include them in future corporate annual reports?

QUESTION 4: Do you believe that the annual report should be made shorter to include only a summary of important
aspects of corporate activities in less technical terms rather than complete financial statements and the
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QUESTION 3
Percent of Respondents

Full Sample:

Yes 60

No 40
Subsample’:

Yes 7

No 29

complete financial statements should only be included in proxy materials?

*This subsample is created by examining the 25% of investors who reported annual reports are “so difficult to
understand and read, they are of no substantial help to me."

QUESTION 4
Percent of Respondents

Yes 34
No 66
Yes 52
No 48

third would like to see SARs to the exclusion of full
GAAP reports.

Implications

The difficulty associated with reading and understand-
ing financial statements is, certainly, in part, a function
of the complex environment in which businesses operate.
Managers and accountants are trying to communicate
about millions of economic transactions. The trans-
actions themselves, viewed in isolation, are often diffi-
cult to understand. The interaction among these transac-
tions adds to the challenge. However, it does not follow
that the complex environment allows management the
liberty to produce unintelligible reports. In fact, as the
business environment becomes more and more complex,
the responsibility of management to explain it, becomes
ever more urgent. The SAR innovation represents an
important step in the right direction. Management must
continue exploring and experimenting with the format,
content, and distribution of SARs.

If management does decide to opt for the SAR, our
survey results are of particular interest. The most
difficult items to understand, as indicated in Table 1
above, are: balance sheet, statement of cash flows, and
footnotes. In designing SARs, management must place
particular emphasis in "translating" the information these
items were designed to communicate. With regard to the
balance sheet, management might want to more fully
explain the nature and characteristics of some of the
more difficult elements; for example deferred taxes, and
capitalized leases. Similarly, management might want to
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discuss how accounting rules, like historical cost, affect
both the balance sheet and reported income. A building
purchased, years earlier, at the beginning of a real estate
boom, would be severely undervalued on current
balance sheets. These items represent important issues
which are not readily understood by less sophisticated
investors. With reference to the statement of cash flows,
management might consider utilizing the "direct" format
rather than the "indirect” format in preparing SARs
(Epstein and Pava, 1992). The vast majority of firms
currently present the statement of cash flows using the
indirect method which reconciles net income to cash
flows from operations, but does not disclose cash inflows
from customers, and cash payments to suppliers, etc.
The direct method which lists cash inflows and outflows
by source provides a clear and unambiguous presenta-
tion. Finally, with regard to footnote information,
management must experiment with alternative language
and approaches to communicating this information. The
footnotes are integral to analyzing a firm. Without a fair
and equitable summary of this information, less sophisti-
cated investors will be misled.

Given that SARs emphasize prose over numbers,
management should consider the possibility of improving
the Management, Discussion and Analysis Section
(MD&A) and including a variant of it as part of the
SAR. In crafting this discussion, management’s goal is to
communicate useful information, both retrospective and
prospective in clear, straight-forward language. The
MD&A provides management with a potentially rich
and flexible communication medium. While the SEC
requires certain minimum disclosures within the MD&A
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section, its open-ended format allows for subtle, tex-
tured, future-oriented, and understandable communica-
tions. Unlike the more formal financial statements which
are highly constrained by the technicalities of GAAP --
Management -- through the MD&A, has the opportunity
to tell its "story.” The MD&A should provide a useful
complement to the financial statements. Our research
indicates, however, that, while it is true that a minority
of firms report very specific and extremely accurate
information, most firms are resistant to explicitly articu-
late predictions of future trends (Pava and Epstein,
1993).

Suggestions For Future Research

SARs represent an exciting evolutionary development
in financial accounting. The theory underlying the SAR
is that there are differences among users, and that
management has an obligation to communicate useful
information to both the sophisticated users and less
sophisticated ones. This theory is sound. Through the
SAR, management has an opportunity to significantly
improve corporate communications. Acting on this
theory, the Securities and Exchange Commission is
taking a much more active stance in demanding that
firms provide both useful and understandable corporate
communications. The SEC is demanding increased
disclosure of items related to executive pay in a format
in which investors can understand. Further, the SEC has
demanded increased disclosure of forward looking
information in the MD&A section of the annual report.

The summary annual report is likely to resurface in
the United States and is likely to take hold since corpo-
rate shareholders need less techmical reports. We
strongly recommend that management continues to
experiment with the format, design, and content of the
annual report. If accounting information is incompre-
hensible to the most important stakeholders, individual
investors, financial accounting becomes much ado about
nothing.

Our hope is that this paper will stimulate additional
interest in researching the needs of financial accounting
users. A useful extension of the current study would be
to survey other groups of users. For example, it would
be helpful to compare our results to responses of more
sophisticated users like financial analysts and institution-
al investors. 8

stk Footnotessieste st

1. See also Gibson and Schroeder (1989) for a thor-
ough discussion of the content of SARs.

2. For example, see William Beaver, Financial Report-
ing: An Accounting Revolution, 1989. Beaver writes,
"The efficient market implies that the substance
rather than the form of disclosure may be the more
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10.

11.

12.

important policy issue...Once in the public domain,
it is unclear whether or not the format used to
display the data is a substantive issue, at least in its
impact on security prices. For example, while it may
be important that an item appear somewhere in the
annual report, it may not make any difference in
terms of the price of the security whether the item
is reported in the footnotes or in the body of the
statement.

The list was obtained from a professional list com-
pany with millions of shareholders from hundreds of
different companies in the U.S. on a master list of
shareholders.

Copies of the questionnaire are available from
either author.

For a thorough discussion of the other questions on
the survey see Epstein and Pava (1993).

Kohut and Segars (1992) have argued that "Some-
thing has information value if it reduces a receiver’s
uncertainty and increases the predictability of future
messages.” (p. 10)
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