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Corporate Disclosure: A Symposium
1
 

Shyam Sunder, Yale University 

 

Gregory (Scotland Yard detective): Is there any other point to which you would wish to draw my 

attention? 

Holmes: To the curious incident of the dog in the night-time. 

Gregory: The dog did nothing in the night-time. 

Holmes: That was the curious incident.
2
 

 

As an organization of over eight thousand, the American Accounting Association has been 

dedicated to thought leadership for almost a century. Its members create, critically evaluate and 

debate, and disseminate new ideas where they may be selectively absorbed into public policy and 

professional practice over time.  As thought leaders, AAA members do not confine themselves to 

a role as reactive agents to policy proposals and actions. Instead, their ideas and analyses serve 

society through imagination, innovation, criticism, and reflection. They ask inconvenient 

questions such as: What do we know? What do we not know? What do we think we know, but 

don‘t? And, what we should know? Diversity of perspectives, analyses, and conclusions is 

valued, not frowned on, at the AAA. 

Arthur Conan Doyle‘s ―dog that did not bark‖ is a popular metaphor used in research literature 

for highlighting how framing our thoughts affect the results of our investigations. Financial 

reporting is no exception. Measurement and disclosure are two major elements of corporate 

financial reports. While interconnectivity of the broad range of measurement issues receives 

comprehensive attention, research and regulatory approaches to disclosure tend to be incremental 

(each disclosure issue considered individually and independently), and monotonic—more 

disclosure is better. This way of posing policy questions about disclosure may be easier but is not 

necessarily accurate or effective. Analysis suggests that disclosure issues are interconnected in 

ways that raise serious questions about the incremental approach. Further, more disclosure may 

or may not be better, and what is better depends on the parties whose interests or viewpoint is 

under consideration. Contributions to this Symposium present diverse perspectives towards 

understanding why this might be the case, and ways of addressing questions about disclosure. I 

briefly mention two relevant issues before summarizing the perspectives presented in the 

contributions to this Symposium.  

Aggregation vs. Detail 

Greater detail in financial reports is often equated with greater disclosure, and assumed better to 

serve user interests. However, more detail calls for more processing of data (information) by the 

user, and if this ability to process information is limited, greater detail may inhibit the usefulness 

of the presentation. Limits on ability to process the disclosed information can arise for two 

reasons. First is the well-known constraint on time and comprehension of the reader which 

become more critical with detail. Second, and less widely-recognized, is the knowledge and 

                                                           
1
 Five papers included in this symposium originated as remarks delivered at a panel on the subject organized at the 

annual meetings of the American Accounting Association at Denver on August 8-10, 2011. 
2
  Arthur Conan Doyle. The Adventure of Silver Blaze, p. 10. 
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training necessary to process additional detail. Absent such additional interpretive knowledge, 

increasingly detailed disclosure is just so much more noise to readers; they may get more if they 

are given less.
3
  

Disclosure to Various Factor Markets 

Most analyses of disclosure focus explicitly or implicitly on markets for financial capital. 

Agency conflict between security holders and management draws attention to implications for 

the managerial labor market. Disclosure of products, plans, and technologies is important not 

only to the security holders but also to competitors in product and supply markets. Markets for 

non-managerial labor have substantive interest in disclosure of information relevant to conditions 

and prospects of employment. Communities have interest in environmental disclosures while 

governments need disclosure of operations necessary to determine tax obligations of enterprises. 

Regulation of these disclosures is spread across many federal, state, and local government 

agencies. It seems fair to suggest that most accounting scholarship is concentrated on the first 

category of corporate disclosures regulated by the U.S. Securities and Exchange Commission. 

Disclosures required by other agencies, even if they are public and financial, receive only 

sporadic attention in accounting literature.  

Symposium Papers 

Bloomfield (2012) uses pragmatic theory of language to argue that the value of, and attention 

paid to, an item disclosed is not absolute; it depends on its relationship to the background against 

which each item must be processed by the user. As Doyle would suggest, implications of a single 

bark of a dog in a quiet night are quite different from the same bark from the same dog which is 

one of many heard throughout the night.  Financial reporting could benefit from greater attention 

to this relative dimension of disclosure. 

Glover (2012) suggests that a general principle (e.g., thou shalt not mislead) may be a better 

regulatory guideline than a list of specific pieces of information mandated for disclosure. It 

would put on the preparer the onus to ascertain that the overall story conveyed by the financial 

reports is robust and does not lead the readers astray. He questions the general validity of several 

commonly-held attitudes towards the presumed virtues of greater disclosure, detail, symmetry, 

and comparability across firms, as well as of reducing the range of choices available to preparers. 

He ends with a series of open questions about disclosure that deserve attention.  

Jamal (2012) introduces the psychology literature on moral licensing and explores its 

implications for disclosure and regulation. Good behavior makes people feel self-righteous, and 

may lower their internal defenses against self-serving, even unethical, behavior. Apparently, 

having chosen a restaurant with salad on its menu, people order more French fries than in 

restaurants without salads. Moral from disclosing a conflict of interest may weaken the 

obligation to fiduciary duty of care to the client. Possibility of this psychological interplay 

                                                           
3 See Sunder (1997, p. 89). The length of some recent reports (e.g., 472 printed pages of HSBC Holdings plc‘s fiscal 

2007 annual report and accounts, accessed December 27, 2011, 

http://www.hsbc.com/1/content/assets/investor_relations/hsbc2003ara0.pdf) raise interesting but largely unaddressed 

questions about the appropriate scale and measures of disclosure.    

 

http://www.hsbc.com/1/content/assets/investor_relations/hsbc2003ara0.pdf
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between multiple functions of financial reporting presents difficult challenges to regulators of 

financial reporting.  

Verrecchia (2012) points out that the implications of disclosure regulation vary with the degree 

of competitiveness in the markets in which firm‘s securities are traded. One cannot assume that 

characterizations which are valid under imperfect competition remain so under perfect 

competition, and vice versa.  

All four papers that follow highlight the importance of context for understanding disclosure and 

choosing policy, albeit each of them addresses a different dimension of context. They also 

present interesting challenges for accounting scholarship as well as policy.  
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ABSTRACT 

 

This paper uses a Pragmatic theory of language (drawn from philosophy and 

linguistics) to diagnose the causes of excessive financial disclosure and propose a 

regulatory solution.  The diagnosis is that existing disclosure regulations are one-

sided, effectively encouraging firms to disclose any information that might be 

relevant, but failing to discourage disclosure of information that adds little to what 

investors already know. This one-sidedness limits investors’ ability to draw 

inferences that items the firm chooses not to disclose are not newsworthy (an 

inference Pragmatic theorists call “implicature”).  The solution is to encourage or 

require firms to supplement comprehensive disclosures with an “elevated” 

disclosure that is brief enough to force firms to be selective in choosing what 

information to include.  Regulations can enhance implicature through rules that 

prohibit firms from elevating disclosures that are less newsworthy than disclosures 

that are not elevated.    

                                                           
4
 Thanks to Scott Asay, Jeremy Bentley, Tom Linsmeier, Ron Lott, Mark Nelson, Mark Siegel, and Mohan 

Venkatachalam for helpful comments and discussions.  I also acknowledge helpful input from participants at the 
Theories of Disclosure panel discussion at the 2011 Annual Meetings of the American Accounting Association and 
the Tilburg University Fall Camp, October 2011. 
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I. Introduction 

The Financial Accounting Standards Board (FASB) and International Accounting Standards Board 

(IASB) have begun to develop a Disclosure Framework, with the objectives to:  

(1) establish an overarching framework intended to make financial statement 

disclosures more effective and coordinated and (2) seek ways to better integrate 

information provided in financial statements, Management Discussion & Analysis 

(MD&A), and other parts of a reporting entity’s financial reporting package…. 

[T]he desired result is a net reduction in disclosure volume and a net increase in 

the utility of the information disclosed.” (FASB 2011). 

I refer to the Framework’s desired result as disclosure efficiency, defined in terms of benefits of 

disclosure relative to its costs to both preparers and users.5  Standard setters’ focus on 

improving disclosure efficiency will be welcome to preparers of financial statements, who bear 

the costs of compiling disclosures, and to users, who must process this information and use it to 

assess a firm’s financial state and future performance.  Disclosures have increased dramatically 

in volume and complexity.  Loughran and McDonald (2011) report that the average length of an 

annual 10-K filing increased by about one-third, to almost 60,000 words, over the last fifteen 

years.  Iannoconi and Sinnett (2011), reporting results of a survey with responses from 216 

preparers, find that almost all of their respondents views the complexity of accounting 

standards and volume of mandated disclosure as significant contributors to disclosure 

complexity (Q11). 

The drive toward more disclosure is not hard to understand, as every new business 

arrangement results in new demands for information, every new accounting standard 

seemingly raises more questions in investors’ minds than it can answer without supplementary 

clarifications on the assumptions underlying the firms’ recognition, measurement and 

classification decisions, and no firm wants to suffer liability as a result of lack of disclosure. 

However, not all users are willing to accept the cost of transparency, expressed concisely by 

Jeffrey Immelt, CEO of GE, when he stated “If the annual report or quarterly report has to be 

the size of the New York City phone book, that’s life.” (Zimmerman, 2002, via Paredes, 2003). 

In their pursuit of disclosure efficiency, standard setters can find helpful insights from the 

literature on Pragmatics, one of the more popular streams in the philosophy of language.  The 

pragmatic theory of language argues that ordinary conversation is remarkably efficient because 

                                                           
5
 The cost of a disclosure includes the preparer’s time spent compiling and publishing it, as well as the recipients’ 

time spent processing and interpreting it.  The benefits of the disclosure include the value of improving recipients’ 
decision-making, relative to the decisions they would have made in the absence of the disclosure, as well as the 
changes in the discloser’s behavior in anticipation that the disclosure will be provided. 
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both speakers and listeners understand that the speaker is forced to choose only a few brief 

utterances out of many possibilities.  As a result, the choice of what to say—and what not to 

say—conveys information far more efficiently than what is actually said.   

In my own brief remarks, I draw from the Pragmatic theory of language to diagnose the causes 

of inefficient disclosure, and propose a possible treatment.  Today’s corporate disclosures are 

inefficient for two reasons.  First, efficient disclosure is possible only if firms are selective in 

their disclosures, so that investors can draw inferences from firms’ disclosure choices.  

Unfortunately, pressures toward comprehensive disclosure discourage firms from choosing not 

to disclose even items of limited value, eliminating the primary source of efficiency identified by 

Pragmatic theory.  Second, current definitions of whether a disclosure is material fail to 

distinguish between disclosures that represent new information (news), and those that simply 

reiterate background information that is already known (prior information).  As a result, truly 

newsworthy disclosures are hidden within a haystack of disclosures that provide little value to 

their recipients, who are nevertheless forced to sift through them in search of potential needles 

of useful information.   

Pragmatic theories suggest a potentially workable treatment for inefficient disclosure:  

regulations that encourage firms to “elevate” a selective set of newsworthy disclosures above, 

but along with, current comprehensive disclosures.  The selectivity of elevated disclosures 

allows firms to communicate efficiently through their choices of which disclosures to elevate, 

while maintaining the traditional “phone book” of comprehensive disclosure to satisfy existing 

regulations.  The value of this elevated tier of disclosure would be enforced through a legal 

regime that penalizes firms for (1) not elevating information that is sufficiently newsworthy 

according to a materiality standard set by a regulator, (2) elevating excessive amounts of 

information that would effectively render no disclosures elevated, and (3) elevating information 

that is less newsworthy than any item the firm does not elevate.  The first and second 

requirements ensure that at least some high-value needles are elevated above the haystack so 

they can be found easily; the third increases the cost of elevating too many needles, because 

elevating a low-value needle increases the likelihood that the firm will be found liable for not 

elevating another that is more valuable.   

Section II provides a brief introduction to Pragmatics, with special emphasis on the distinctions 

that are relevant to the causes of disclosure efficiency.  Section III uses pragmatic theory to 

shed light on the strengths and weaknesses of common disclosure regulations and practices, 

and to propose how they might be improved.  Section IV discusses directions for future 

research that might shed more light on disclosure choices and users’ responses to those 

disclosures. Section V provides some concluding thoughts. 
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II. Introduction to Pragmatics 

Maxims of Communication 

The goal of Pragmatics is to understand how humans convey information with remarkable 

efficiency in ordinary conversation.6  For example, consider the following exchange: 

Mary:  I’m almost out of gas. 

John:  There’s a gas station about a four miles from here, as the crow flies. 

Mary, like most listeners, would likely draw far more information from John’s statement than 

could be derived through pure logic:  that the gas station sells the type of gas that Mary needs; 

that it sells gas to the public (it is not on a military base); that it is operating actively (it hasn’t 

been closed for years); that roads don’t reach the gas station in four miles, as roads rarely 

provide the direct line that a crow would fly, but that it won’t take so many miles of driving to 

get to the station that Mary would run out of gas first. 

The philosopher Paul Grice argued that conversational efficiency arises from a common 

understanding that the speaker and listener would adhere to a set of maxims spelled out in his 

Cooperative Principle and its four Maxims of Conversation (Exhibit 1). 7  By the maxim of 

Quality, Mary infers that John’s statement is true—there is indeed a gas station about four 

miles from here.  Stating that there is a gas station nearby would be a violation of Relation if it 

would not address the accepted purpose of the talk—to fill Mary’s gas tank before it is empty.  

Mary also infers that John didn’t mention many facts about the station because she would 

already expect them to be true (e.g., gas is highly flammable, and harmful or fatal if swallowed).  

Including those facts would be a violation of Quantity.  Finally, by the maxim of Manner, Mary 

can infer that the drive to the gas station does not follow a straight line, because otherwise 

John would have chosen to express himself more simply by omitting the clause “as the crow 

flies.” 

                                                           
6
 Grice wrote many papers and provided an evolving set of perspectives.  I rely on the consolidated understanding 

of his work provided by Huang (2007). 
7
 It is perhaps surprising that few linguists have found much value in deviating entirely from the assumption that 

speech is cooperative in nature, even in settings that seem decidedly adversarial, such as political debate, 
courtroom argumentation or (in the eyes of many) corporate disclosure. For proof that I was surprised by this 
myself, see Bloomfield (2008), in which I encouraged accounting researchers to elaborate a noncooperative 
principle for corporate disclosure—an endeavor I am now skeptical would be of much value, because regulations 
can impose all four of Grice’s maxims.  See Goodwin (2001) for a slight relaxation of the cooperative principle that 
focuses on “zeal” in advocating a position, rather than altruistic cooperation. 
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Grice’s Maxims are hardly without their critics, and many theorists have modified them to be 

more useful.8  Horn has distilled the Maxims into two principles governing only quantity (the Q-

principle) and relation (the R-principle), as stated in Exhibit 1.  This simplification emphasizes 

the conflict between the two principles.  The Q-principle recognizes that speakers communicate 

most effectively if they strive to provide sufficient information to help the speaker, but 

eventually additional completeness sacrifices relevance.  The R-principle recognizes that 

speakers communicate most effectively if they restrain themselves to conveying only necessary 

information, but eventually additional brevity sacrifices completeness.  Horn’s framework takes 

Quality as a given, arguing that conversation is impossible without a presumption that the 

speaker is intending to be truthful.  It also eliminates the maxim of Manner, which Horn views 

as redundant with Q- and R-principles.   

It is important to emphasize that the maxims and principles of any pragmatic framework are 

not intended to be normative statements of how people should speak and interpret speech.  

Rather, they are positive inferences about the rules that people appear to follow, because 

otherwise it is hard to understand why people speak and interpret speech as they do.  

Three Distinctions 

Regardless of their choice of framework, scholars in Pragmatics emphasize three distinctions 

that are helpful in understanding the nature of disclosure efficiency:  speech vs. speech acts, 

explicature vs. implicature, and news vs. common ground. 

Speech refers to the actual content of what is said (such as the statement “It isn’t raining 

hard.”), while a speech act refers to the speaker’s decision to utter that statement rather than 

any other.  Explicature refers to the inferences that can be drawn from the content of the 

speech itself (given the speaker’s understanding of the words spoken), facts known to be true 

but not included in the speech, and logic.  In contrast, implicature refers to the inferences a 

listener draws from the speaker’s choice of speech act, under the presumption that the speaker 

followed maxims of conversation common to both parties. 

To apply these concepts to John and Mary’s conversation, Mary can use explicature to infer 

that the gas station is a bit more than four miles away, has the products normally offered by gas 

stations, and is subject to normal atmospheric and gravitational forces, because these are all 

logically or physically entailed by the content of John’s speech and what Mary already knows to 

be true.  On the other hand, Mary must use implicature to infer that the gas station will meet 

her needs more effectively than any other gas station.  If the gas station were not open to the 

                                                           
8
 Frederking (1996) argues that “Grice’s maxims are hopelessly vague, and in fact harmful, because they form a 

misleading taxonomy.”  However, Frederking’s objective is to generate computation natural language systems, 
which was not Grice’s purpose, and is quite distant from the objectives of corporate disclosure. 



Page 9 of 55 
 

public or did not meet Mary’s needs for some other reason, John would not have mentioned it 

at all.  If another gas station met Mary’s needs more effectively, for example by being closer 

and more convenient to access, John would have mentioned that one instead.   Implicature 

allows conversation to be highly efficient by allowing listeners to derive meaning from what is 

not said (because the speaker chose a particular speech act).9   

The final distinction is between the new information (news) contained in the speech and 

speech act as opposed to the common ground (Gazdar, 1979, via Huang 2007) that the speaker 

and listener share when the speech act takes place. Three dimensions of common ground are 

essential for implicature to communicate information: 

1. User Demands.  As Grice emphasizes in the Cooperative Principle, a speech act should 

be “as required…by the accepted purpose or direction of the talk exchange”.  Thus, the 

speaker must consider what it is that the listener wants to know.  Mary needs to fill her 

tank with gas; a treatise on the history of the internal combustion engine is not high on 

the list of Mary’s demands.  Thus, Mary would not draw any inferences from the fact 

that John excluded this information.  However, Mary can infer that the gas station is 

open to the public because otherwise John would have failed to satisfy the maxim of 

Quantity (“make your contribution as informative as is required”). 

2. Possible Disclosures. Implicature arises from the fact that the speaker chose one speech 

act over many others.  However, there might be many reasons that a speaker chooses 

not utter a statement:  they might not recognize the value the speech would have to the 

listener, they may be uninformed, or they may believe that the disclosure would impose 

costs on themselves or the listener.  For example, John may not be familiar with the 

neighborhood and might be referring to the only gas station he knows (even though 

others are closer).  If John and Mary do not share an understanding of the disclosures 

John could make, John will have to speak more to convey his information, by adding 

words to increase common ground (e.g., “I am not familiar with this neighborhood, 

but…”). 

3. Prior Understanding.  Finally, implicature relies on the fact that the speaker and listener 

share an understanding of the world, and the terms used by the speaker, prior to the 

                                                           
9
 Theorists distinguish between many forms of implicature.  Implicature can arise by the (apparent) flouting of 

maxims or principles. For example, consider a professor who is asked what he thought of a presentation and 
responds “I thought his tie matched his shirt and jacket particularly nicely.”  Because the response flouts the 
maxim of relation, a listener is forced to consider that the speaker didn’t make a more opportune response, and 
would likely reason that the professor didn’t think the presentation was very good but did not care to make his 
criticisms explicit, perhaps concluding that the best thing the professor thought he could say involved a comment 
about the presenter’s clothes.  Many linguists use implicature-by-flouting to understand indirect communication, 
such as sarcasm, irony, understatement, politeness, and face-saving conversation.  However, implicature-by-
observation (as illustrated in the analysis of Mary and John’s conversation above) is more useful in most corporate 
settings, which are usually dedicated to direct statements. 
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speech act. John and Mary were able to have a very brief conversation because both 

understood what a gas station is, and what it typically means to be “almost out of gas.”  

In slightly different circumstances, implicature might also require John and Mary to 

share an understanding of the likely distance to the next gas station.  For example, 

assume they were on a well-travelled freeway, and the closest gas station John knows of 

is 100 miles away.  Both have prior knowledge that they will probably pass a gas station 

well before 100 miles, so John’s best response would probably be to communicate that 

he doesn’t have any knowledge above and beyond that prior understanding.  (“Keep 

your eyes open and hope for the best” might be an appropriate response.). 

  

III. Applications of Pragmatics to Financial Disclosures 

In this section I use Pragmatic maxims and distinctions to make a number of observations about 

the nature, successes and failures of existing disclosure policies and practices, and to suggest 

ways in which those policies and practices might be improved. 

Existing disclosure regulations are one-sided, effective in encouraging Quality and Quantity, 

but ineffective in encouraging Relation and Manner. 

Regulations governing financial reporting typically require that disclosures be accurate and not 

misleading, and that firms disclose all material information.  Many SEC enforcement actions and 

securities lawsuits are founded on a complaint of insufficient disclosure.  Thus, while disclosure 

regulation is hardly perfect, it does seem reasonably effective in establishing Grice’s maxim of 

Quality (“Try to make your contribution one that is true”, and one element of Grice’s maxims of 

Quality (“make your contribution as informative as is required”).   

Regulatory policies are not nearly as effective in establishing the second element of Quality 

(“do not make your contribution more informative than is required”), which is captured by 

Horn’s R-principle.  The SEC has made several attempts to rein in excessive and unreadable 

disclosure.  The SEC’s Plain English Initiative requires prospectuses to follow a variety of good 

writing practices; the most relevant to the present discussion is a requirement to avoid 

“repetitive disclosure that does not enhance the quality of the information.” (SEC, 1999).  SEC 

guidance regarding Management Discussion and Analysis (MDA) disclosures also seeks to limit 

excessive disclosure, noting that:  

“*T+he effectiveness of MD&A decreases with the accumulation of unnecessary 

detail or duplicative or uninformative disclosure that obscures material 

information.  Companies should view this guidance as an opportunity to evaluate 
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whether there is information in their MD&A that is no longer material or useful, 

and therefore should be deleted, for example where there has been a change in 

their business or the information has become stale.” (SEC 2003).   

Similarly, Item 503(c) of Regulation S-K attempts to limit disclosure of generic risks by stating 

“Do not present risks that could apply to any issuer or any offering.” 

Despite the SEC’s admonitions, I am aware of no SEC action or investor lawsuit arising from 

excessive disclosure.  Moreover, only 38% of respondents to Iannoconi and Sinnett’s (2011) 

survey of preparers believe that the SEC’s Plain English initiative had a positive or very positive 

impact on reducing complexity (Q15), while 70% agree with the statement that “Preparers have 

little or no discretion on the ability to reduce disclosures (Q17).   The one-sidedness of the 

current regulatory regime is underlined by the fact that only 29% of respondents who received 

an SEC staff comment leading them to add a disclosure would “continue to consider materiality 

and would omit [the disclosure] if it was later determined to be immaterial; the remaining 71% 

would rarely or never omit the disclosure from future filings—presumably without even 

considering materiality (Q7). 

In Horn’s terms (Exhibit 1), the current legal environment places heavy emphasis on the Q-

principle, but very little emphasis on the R-principle.  This state of affairs largely eliminates the 

possibility of implicature, because firms have little choice over their speech acts:  investors 

rarely have the opportunity to draw an inference from the fact that a firm chose not to speak 

about a dimension of their financial state or performance, because firms speak about all of 

them, under pain of SEC enforcement or lawsuit.   

Given the restrictions on implicature imposed by mandated speech acts, most corporate 

disclosure is devoted to increasing explicature.  Accounting footnotes detail what the firm 

means when it uses key terms like revenue.  Sensitivity analyses explicate the quality of the 

firm’s information by providing details of how numbers were calculated and how those 

calculations might change in response to changed assumptions.  Risk disclosures explicitly 

describe possible future events.  In addition to being less efficient than implicature, firms’ focus 

on explicature also makes it very difficult for recipients of corporate disclosures to determine 

the relative importance and news value of the information presented to them. 
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Definitions of materiality fail to distinguish news from common ground 

Statement of Financial Accounting Concepts No. 8 (FASB, 2010) defines materiality as follows: 

Information is material if omitting it or misstating it could influence decisions 

that users make on the basis of the financial information of a specific reporting 

entity. In other words, materiality is an entity-specific aspect of relevance based 

on the nature or magnitude or both of the items to which the information 

relates in the context of an individual entity’s financial report (Para. QC11). 

From a pragmatic perspective, the FASB’s definition of materiality emphasizes Relation, 

but provides no clear recognition of common ground—particularly prior understanding.   

In ordinary conversation, people very naturally distinguish between already-known and 

newsworthy prior information.  It is clearly material to Mary that gasoline is highly 

flammable and can be fatal if swallowed; such knowledge will influence her decision of 

whether to smoke at the pump, or use her mouth to siphon gas from another car if the 

next gas station is too far away.  However, John will not mention these facts because 

they are part of John and Mary’s prior understanding about the risks of visiting a gas 

station, and John has nothing new to add.  

The definition of materiality in SFAC No. 8 would mandate that John disclose gasoline’s 

dangers to Mary somewhere in his statements; the paragraph above includes no 

accommodations for considering that the information is available to Mary outside the 

context of the disclosures at issue.  As a result, and in contrast to ordinary conversation, 

a large portion of most corporate disclosure is devoted to material information that is 

redundant with prior understanding.  Some of the prior understanding comes from facts 

that have been true for all firms for many years, while some comes from prior 

disclosures by the firm about matters that change only rarely.  As a typical example, 

Apple’s 2010 10-K filing10 begins with hundreds of words of boilerplate information 

(arguably violating 503(c)’s injunction against disclosing risks that apply to all 

companies) cautioning the readers about the unreliable nature of “forward-looking 

statements.”  While this knoweldge is important, it is part of any investor’s prior 

understanding, since it applies to every company. That text is followed by hundreds of 

words explaining that “Apple Inc….designs, manufactures and markets a range of 

personal computers, mobile communications and media devices,” facts presumably 

known by anyone with modest familiarity with Apple.     

                                                           
10

 Available at http://files.shareholder.com/downloads/AAPL/1405558482x0xS1193125-10-
238044/320193/filing.pdf.  

http://files.shareholder.com/downloads/AAPL/1405558482x0xS1193125-10-238044/320193/filing.pdf
http://files.shareholder.com/downloads/AAPL/1405558482x0xS1193125-10-238044/320193/filing.pdf


Page 13 of 55 
 

A reader of Apple’s 2010 report would be hard-pressed to identify elements that 

represent material deviations from investors’ prior understanding—changes from 

Apple’s prior business strategy, deviations of Apple’s reporting policies from the norms 

for their industry (or SEC registrants in general), or specific dimensions of their financial 

state or performance that deviate from what investors would otherwise have expected.  

As a result, an investor who wants to draw useful new information from the report must 

wade through 118 pages of text and tables that satisfy the FASB’s definition of 

materiality, but are largely immaterial to even relatively unsophisticated investors 

conditional on their prior understanding. 

Annual accounting disclosures would exhibit higher disclosure efficiency if they elevated 

news above prior understanding. 

The preceding arguments could be summarized as follows:  corporate disclosure is inefficient 

because regulation provides unbalanced support for the maxims of conversation: implicature is 

simply not possible if firms seek only to satisfy Horn’s Q-principle, while ignoring the R-

principle.  One solution lies in mandating firms to adhere more closely to Grice’s maxim of 

Manner.  Apple’s 118-page disclosure may be comprehensive, but it is also obscure, prolix and 

disorderly because it does not distinguish news from prior understanding.  Improving the 

Manner of corporate disclosures would entail reorganizing disclosures to elevate statements 

about deviations from prior understanding, separated from restatements of prior 

understanding.  In other words, efficient disclosure requires firms to continue to provide 

disclosures that are redundant with prior information, but also elevate information that 

deviates from prior understanding and thus deserves special emphasis. 

Elevated disclosure could take many forms.  One possibility would be for the disclosing firm to 

devote one section in their annual report to the most important deviations from what would be 

expected given existing regulation, prior practice, or industry norms.   Another possibility would 

be for the firm to use special formatting within the body of the report to indicate material 

deviations.  Either method dramatically increases disclosure efficiency in two ways.  First, 

elevation reduces the time users must devote to reading the report (they can rely on their 

shared understanding and focus only on the indicated deviations).  Second, elevation forces the 

firm to be very selective in their speech acts.  This selectivity allows for implicature, because 

users can infer that an aspect of accounting policy, business performance or risk that is not 

reported in the sequestered location or format does not deviate more materially from prior 

understanding than the aspects that are discussed. 

Elevating a select set of disclosures is hardly new to corporate disclosure.  Press releases, press 

conferences and conference calls are efficient methods of disclosure precisely because they are 
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short, elevated venues for disclosure.  The severe time or space constraints make every word 

precious, and force the firm to engage in the selectivity that makes implicature possible.   

Efficient disclosure regulation would impose indirect penalties for emphasis of immaterial 

deviations 

Distinguishing news from prior understanding might seem like a difficult task to accomplish, 

and an even more difficult task to regulate.  However, firms are quite adept at reporting news 

to investors through press releases and press conferences.  These venues tend to be extremely 

efficient, because they do not reiterate shared understanding, and the high selectivity allows 

investors to assume that a matter not discussed by the firm is probably not as important a 

deviation from prior understanding as those that are being discussed. 

Pragmatic theory suggests three rules for regulating elevated disclosures:  

1. Firms must elevate material deviations from prior understanding. 

2. Firms must not elevate so many deviations as to eliminate the advantages of 

elevation. 

3. Firms must not elevate deviations from prior understanding that are less 

material than a deviation that is not elevated.  

These disclosure rules implement implicature in much the way that Horn’s principles do.  The 

first rule requires that the firm highlight any sufficiently important information, and ensures 

that at least some disclosures will be elevated.  The second rule requires that the firm not 

highlight so information as to render the elevated portion of disclosure ineffective.  Recall that 

implicature is most efficient when additional disclosure is costly, because it is the cost of 

additional disclosure that renders the speakers’ choice of speech act informative.  The third rule 

forces firms to make their elevation decisions carefully, and further discourages firms from 

elevating too much information, because doing so increases exposure to litigation on 

disclosures that are not elevated.   

It will obviously be challenging to develop regulatory guidance and best practices for elevated 

disclosure, but the approach has at least one useful precedent:  the “Schumer Box” that is 

provided with credit card solicitations.  As shown in Exhibit 2, the box elevates the information 

commonly believed to be most important to consumers in evaluating credit card terms.  

Federal Research Board Governor Randall Kroszner reported test results of the Schumer Box as 

follows: 

[W]e found that grouping certain information together on periodic statements 

made it easier to understand.  For example, consumers more easily determined 

the number and amount of fees when they were itemized, grouped together, 
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and totaled.  So the revised rules would require creditors to locate the fees and 

interest charges in one place on the statement.  Fees would have to be grouped 

together with a total dollar amount instead of listed chronologically with 

purchase transactions, as they are today.  Interest charges would also be 

grouped together, with a total dollar amount. 

 Similar tests would be necessary in determining the effectiveness of elevated 

disclosure, and could guide regulators and firms in identifying the most newsworthy 

items.   

Efficient disclosure requires a clear statement of prior understanding.  

One challenge in separating from news and prior understanding is that the latter needs to be 

clearly specified.  Disclosure regulation and practice should therefore place a high priority in 

clarifying prior understanding.  In some cases, this would be straightforward:  application of 

accounting policies that reflect common industry practice, or simply implement GAAP in a 

straightforward manner, would reflect prior understanding.   

Establishing prior understanding about likely performance is a more difficulty matter.  However, 

methods for doing so are common in both internal and governmental reporting.  Most 

organizations of even modest size use their budget process to establish standards for 

operational and financial performance, and use these standards to form prior understanding.  

They then rely on Management by Exception, which Bittel (1964, p. 5; via Brownell (1983)) 

describes as a way for a manager to be “spared the task of reviewing performance where things 

are going well [so as to] devote his attention only to those areas which really require his 

managerial attention.” 

The Federal Performance and Results Act (FPRA) also recognizes the importance of developing 

prior understanding in providing a basis for assessing the performance of federal agencies.   

Here is an excerpt of Senate Committee Report (U.S. Senate, 2010) describing the importance 

of clearly specifying the strategic plan and associated measures, targets and initiatives before 

performance is to be reported: 

The key to improving performance accountability is to document the results agencies 
have achieved compared to the goals they have established. Therefore, H.R. 2142 
[GPRA] requires an agency to provide additional information about how the agency 
plans to achieve its performance goals by identifying clearly defined milestones, the 
agency officials responsible for ensuring each goal is achieved, and the program 
activities, regulations, policies and other activities that support each goal. Without a 
clear description of the strategies and resources an agency plans to use, it will be 
difficult for Congress to assess the likelihood of the agency’s success in achieving its 
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intended results. By describing the strategies to be used to achieve results and the 
resources to be applied to those strategies, the performance plan can help Congress 
understand and assess the relationship between the agency’s resources and results. 
 

The SEC’s guidance on MD&A does require firms to identify their key performance indicators; 

however, I am aware of no regulation that requires firms to lay out, in advance, what 

realizations of performance would constitute adherence to their own (and their investors’) 

prior understanding of the results that would be likely to occur, much less what accounting 

choices deviate from industry norms. 

Establishing Prior Understanding Is Partly the Responsibility of Financial Statement Users 

Given its grounding in the FASB’s Disclosure Framework Project, this discussion has focused on 

the role of regulation in one-sided enforcement of the Maxims of Conversation that form the 

foundation of the Pragmatics theory of language.  However, two observations point to the 

important role that the user community of investors and analysts could (and perhaps must) 

play in enabling more efficient elevated disclosure.11  First, firms may not be well-positioned to 

determine the norms of accounting policies and reporting.  Such norms establish the prior 

understanding that distinguishes material-but-known information from news.  It may not be 

reasonable to expect firms to know the accounting policies and reporting practices of other 

firms at the time they develop their own disclosures.  However, analysts and the investor 

community can track disclosure practices and document their own prior understanding, as has 

happened in a number of industries, such as retail sales (with analysts spelling out appropriate 

definitions of Same Store Sales and Sales Per Square Foot).  Second, different audiences will 

prefer different elevated disclosures due to their differing interests (in Pragmatic terms, they 

will differ in the “accepted purpose and direction of the conversation) and differing prior 

information.  These user groups are likely to retain the obligation to clarify their interests and 

prior information to allow firms to clarify the audience of a particular elevated disclosure, and 

to tailor their speech acts within each elevated disclosure in light of their audience’s stated 

expectations. 

  

                                                           
11

 I am grateful to FASB members Tom Linsmeier and Marc Siegel for discussions on these points. 
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IV. Directions for Research 

Pragmatic theories of language suggest a number of possible directions for positive research in 

economic modeling, experimental research and econometric analysis of archival data. 

Economic Modeling 

Economists have already begun to explore the numerous links between language and game 

theory (e.g., Rubinstein 2003).  I mention only three directions that seem particularly promising 

for accounting research. 

Inferences about nondisclosure in complex settings. One of the most common frameworks for 

voluntary disclosure is to assume that the value of the firm depends on a single random 

variable, and that the firm’s manager chooses either to report that variable’s realization 

honestly or stay silent (Verrecchia, 1983).  These models are similar to a pragmatic model in 

that they assume Quality of disclosure is enforced, and that the only decision is a binary choice 

of Quantity (disclose or not), with an implicature that “no news is bad news”.  However, these 

models make very specific assumptions on disclosure costs.  They assume that there is a cost to 

reporting bad news, because it will lower the manager’s compensation, and that the only cost 

to insufficient Quality is that that investors will interpret nondisclosure extremely 

pessimistically.  Pragmatic theories of language suggest that it might be valuable to modify 

these models in two ways.  First, the problem facing most firms is not simply whether or not to 

disclose information about a single aspect of firm value, but how to select a small set of 

variables to disclose among a large set that would be far too numerous to disclose.  This 

changes the nature of investors’ inferences about nondisclosure, because they know that not 

all dimensions can be disclosed.  Second, a pragmatic model would assume that some 

regulatory device (or possibly a desire to maintain a reputation for informative disclosure) 

would encourage firms to adhere to maxims of Quality and Relation (relevance).  As a result, 

nondisclosure could implicate that the news is not surprising enough to disclose, rather than 

that the news is unfavorable. 

Modelers might also consider how disclosure and responses to disclosure would be affected by 

the disclosure rules laid out in Section III: that firms not only must elevate some (but not all) 

disclosures of sufficiently material news, but must also elevate any news that is more surprising 

than the least material news they choose to elevate.   A careful analysis of such regulations 

would require constructing an optimal measure of materiality conditional on prior information, 

which does not seem trivial. 

Finally, modelers might examine the implications of relaxing assumptions about common 

ground.  The typical disclosure model assumes that the firm and investors have common 
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knowledge of all three dimensions of common ground:  user demands for information, possible 

disclosures (and their costs), and prior understanding about the state of the world.  How does 

relaxing these assumptions alter the nature of disclosure and investor responses?  This concern 

is especially important given the wide variety of investors’ backgrounds and the nature of their 

interests in information (perhaps because they have differing exposure to common risk factors 

in their existing portfolios). 

Experimental Research 

Pragmatic frameworks reflect positive claims about the psychology of speakers and listeners.   

Do financial disclosures tend to follow maxims of conversation?  What do investors infer from 

nondisclosure, and from apparent violations of the maxims of conversation?  Rennekamp 

(2011) examines people’s responses to relatively unreadable disclosures (a violation of 

Manner), but her focus is on the subjective experience of disfluency that those disclosures 

engender; is that subjective experience the sole path by which readability effects arise, or are 

there other paths that reflect the types of inferences predicted by the pragmatic analysis? 

Experimentalists might also investigate how implicature is affected by common heuristics and 

biases.  Implicature is founded on common ground, but research shows that people 

overestimate the degree to which their own knowledge is held by others (the curse of 

knowledge), fail to notice important information (limited attention), fail to consider their 

exposure to adverse selection (strategic myopia), and do a poor job of matching their 

confidence to their actual knowledge.  All of these phenomena will distort implicature, relative 

to a model in which both the speaker and the listener are perfectly rational. 

Experimentalists should also keep in mind that accounting standards reflect a conversation 

between regulators and preparers. As Nelson (2003) suggests, standard setters can choose the 

precision of standards to communicate their intent (as well as to constrain preparer behavior).  

Accountants would do well to follow the lead of legal scholars who use pragmatic maxims of 

conversation to understand how that communication is affected by word use, detail and other 

linguistic choices (e.g., Miller, 1990).  The pragmatic perspective is likely to lead to conclusions 

quite different from the application of more familiar psychological theories, such as 

representativeness, example-based reasoning and categorization, which assume that the design 

and wording of standards affect preparer behavior through cognitive and unconscious 

reactions, rather than through inferences via implicature (see, for example, Clor-Proell and 

Nelson 2007 and Asay, Brown and Nelson 2011). 

Archival Studies of Disclosure Practice and Response 

Pragmatic theories can be used to derive predictable forms of variation in disclosure behavior 

and investor responses across different disclosure settings.  Additional disclosure is particularly 
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expensive in press releases and conference calls, in which each word is precious; these would 

be the most powerful settings in which to examine the nature of implicature.  To what extent 

do disclosers in such settings adhere to the maxims of conversation? What types of 

implicatures do users draw from items that are not discussed?  One useful method would entail 

identifying a shock that is known to affect a broad range of firms.  Pragmatic theories would 

predict that firms would be more likely to engage in speech acts (press releases, press 

conferences and conference calls) pertaining to the shock if the effect on the shock is 

surprisingly large or surprisingly small, relative to what is already known.  A firm with a large 

but known exposure to the shock would convey little information by holding a press conference 

simply to report what is already known, even though the effect is material.  In contrast, a firm 

with a surprisingly small exposure (e.g., they have already hedged themselves against the 

shock) would be more likely to announce this newsworthy deviation from expectations.  

Pragmatic theories of implicature could be contrasted with more familiar models in which firms 

avoid disclosing bad news, rather than unsurprising news. 

Researchers might also clarify instances of and reactions to violations of the maxim of Manner. 

Recent work on the (un)readability of annual reports already indicate that firms violate manner 

under predictable circumstances, writing longer and less-readable disclosures when they have 

bad news to present (Li, 2008).  Researchers could clarify these findings by integrating them 

with measures of the costs of violating the other maxims of conversation, particularly Relation. 

V. Conclusions 

Pragmatic theories of language provide an intuitive set of positive rules governing conversation.  

The maxims of Quality, Quantity, Relation and Manner may seem to make fairly obvious points 

about how people choose what to say and how interpret others’ speech.  However, they do 

lead to some surprising and potentially helpful recommendations. 

My exploration of Pragmatics is quite preliminary, but has already led me to reconsider some of 

my fundamental assumptions about how accounting disclosures might be improved.  Following 

Demski (1973), I have viewed the aggregation of accounting information as a necessary evil, 

which can result only in the loss of information.  In light of the rise of XBRL and other 

technological tools, I have believed that firms should be forced to disclose more disaggregated 

information, leaving investors with the power to aggregate them as they see fit (rather than 

giving managers the power to conceal important differences within aggregated numbers).  I 

now realize that pragmatic theories suggest that such an approach would eliminate a valuable 

and efficient source of information:  managers’ choices of how they would aggregate the 

information.  Additional exploration seems likely to lead to additional insights, theoretical 

extensions, and practical applications.   
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Exhibit 1 

Principles and Maxims of Conversation 

(as consolidated in Huang, 2007) 

 

Grice’s Cooperative Principle 

Make your conversational contribution such as is required, at the state at which it occurs, by 

the accepted purpose or direction of the talk exchange in which you are engaged. 

Grice’s Maxims of Conversation 

I. Quality:  Try to make your contribution one that is true. 

a. Do not say what you believe to be false. 

b. Do not say that for which you lack adequate evidence. 

II. Quantity:   

a. Make your contribution as informative as is required (for the current purposes of 

the exchange) 

b. Do not make your contribution more informative than is required. 

III. Relation:  Be Relevant 

IV. Manner:  Be perspicuous 

a. Avoid obscurity of expression 

b. Avoid Ambiguity 

c. Be brief (avoid unnecessary prolixity) 

d. Be orderly. 

Horn’s Bipartite System of Antithetical Principals of Conversation 

I. The Q[uantity]-Principle 

a. Make your contribution sufficient:  say as much as you can (given the R-Principle) 

II. The R[elation]-Principle 

a. Make your contribution necessary:  Say no more than you must (given the Q-

Principle) 
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Exhibit 2 

A Sample “Schumer Box” for Credit Card Solicitations12 

Annual Percentage Rate - 
Purchases 

12.9% 

Annual Percentage Rate - 
Balance Transfers and Cash 
Advances 

12.9% 

Grace Period for Purchases 25 Days 

Method of computing 
repayment balances for 
purchases 

Average Daily Balance, including new purchases 

Method of computing 
repayment balances for cash 
advances and balance 
transfers 

Finance charges accure from the date of 
advance or the first day in the billing cycle in 
which the cash advance is posted to the 
account, whichever is later. 

Annual Fee $10.00 

Transaction Fee for Purchases None 

Transaction Fee for Balance 
Transfers and Cash Advances 

None 

Late Payment Fee $15.00 if not paid within 10 days of due date 

Over-the-Credit-Limit-Fee $15.00 

Balance Transfer Fee None 

Minimum Finance Charge None 

Minimum Monthly Payment 3% of balance or $10, whichever is greater 

 

                                                           
12

 From http://www.nrlfcu.org/site/controller.aspx?sectionID=2&itemID=5&pageID=71&finFitness=1&cat=21.  

http://www.nrlfcu.org/site/controller.aspx?sectionID=2&itemID=5&pageID=71&finFitness=1&cat=21
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INTRODUCTION 

This paper discusses some existing and potential roles of financial reporting disclosures.  

The focus is on what are conventionally termed mandatory disclosures, although as Sunder 

(1997) points out the distinction between mandatory and voluntary is somewhat arbitrary.  The 

paper views disclosure through the lens of incentives.  Accounting disclosures are a component 

of the broad set of information shareholders, debt holders, and other accountees have to assess 

the stewardship of accountors.  Valuation and stewardship are inherently interwoven.  One needs 

to assess stewardship to value the firm, and value creation is a natural focus of stewardship 

assessment when shareholders are making the assessment.  The purpose of the paper is to 

highlight considerations potentially deserving of additional attention by regulators and 

accounting researchers, not to advocate a particular position.   

What are the comparative advantages of accounting disclosures over non-accounting 

sources of information?  Should accounting disclosures be a complement to or substitute for 

recognized amounts?   If a complement, how do we best complement recognized amounts?  For 

example, disclosures can provide relevant information that is soft but later disciplined by 

recognized amounts (Arya et al. 2004).  Disclosures can also provide information about the 

verifiability and/or hardness (Ijiri 1975) of recognized amounts. 

Preparers sometimes use disclosures as an override when recognized amounts would 

otherwise mislead financial statement users.  SEC Rules 10b-5 and 12b-20 make such 

disclosures a duty of preparers.  An often-criticized aspect of financial reporting regulation is 

that, as soon as a new rule is promulgated, preparers and their advisors (e.g., financial engineers) 

find a way around the rule.  Part of the problem seems to be that regulators try to enumerate all 

of the factors that should be used in determining the treatment of a particular transaction.  The 
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financial engineers respond with new features that seem to be unanticipated by the regulators.  

Whether disclosure, increased judgment in the treatment of recognized amounts, or a 

combination of the two is the best way to move preparers away from a compliance focus to a 

communication focus seems an important question for the regulators to continue grappling with.   

There is some low hanging fruit for the regulators.  Current disclosure requirements do 

not require that preparers tell users whether a line item in the financial statements is measured at 

fair value, historical cost, or a mix of the two.  In general, disclosures aimed at reducing 

information asymmetries between preparers and users about the verifiability and hardness of 

accounting measurements seem underdeveloped (notwithstanding existing required disclosures 

about accounting policies and fair value measurements). 

The remainder of the paper is organized into five sections.  The first focuses on the role 

of disclosures as a communication override.  The second explores the role of disclosure in 

reducing information asymmetries about verifiability and uses a simple principal-agent model to 

study the issue.  The main result is that stewardship assessment is qualitatively different when 

there is a large information asymmetry about verifiability than when that information asymmetry 

is small.  The third section discusses popular misconceptions.  The fourth presents avenues for 

future theoretical research on disclosure.  The fifth section concludes.  

  

DISCLOSURE AS A COMMUNICATION OVERRIDE 

At the beginning of the 16
th

 century, Marcantonio Raimondi made line-for-line copies of 

Albrecht Dürer‘s wood engravings of the Life of the Virgin, which were sold as Dürer originals.  

Dürer sued in the Venetian court, and the court ordered Raimondi not to copy Dürer‘s 

characteristic AD monogram but held that the line-for-line copies without the monogram could 
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be sold, since the religious images belong to everyone.  Raphael was so impressed by 

Raimondi‘s copies of Dürer‘s engravings that he asked Raimondi to make engravings after 

Raphael‘s paintings.  These engravings often include a version of a footnote disclosure:  at the 

bottom, Raphael is credited with inventing the image and Raimondi with sculpting (engraving) 

the plate.  The Dürer-Raimondi lawsuit was perhaps the first involving intellectual property and 

is an example of a situation disclosure is designed to remedy.  The golden rule of disclosure 

might be:  ―Thou shalt not mislead!‖   

 Sanders, Hatfield, and Moore (1938) emphasize that financial statements, ―although 

technically correct, should avoid creating a false impression in the mind of the reader‖ and 

suggest supplemental disclosures be used to avoid such false impressions.  Moonitz (1961) and 

Sprouse and Moonitz (1962) state as a postulate of accounting (Postulate C-5):  ―[a]ccounting 

reports should disclose that which is necessary to make them not misleading.‖  The Exchange 

Act of 1934 Rules 10b-5 (added in 1948) and 12b-20 (added in 1965), which create a ―duty to 

disclose,‖ share this appreciation for the golden rule.   

Near the end of Shakespeare‘s Macbeth, when the witches tell Macbeth he does not have 

to fear any man woman born, there seems to be a duty on part of the witches to disclose 

additional information—that Cesarean birth does not qualify as woman born!  Without the 

additional disclosure, their statement was misleading.  Unfortunately for shareholders and other 

users of financial statements, some preparers seem to emulate the witches reporting behavior.    

The duty to disclose extends only to those who have a ―right to know‖ and not to others 

for which the firm has a ―right to privacy‖ (Ijiri 1975).  The duty to disclose has no clear welfare 

implications.  Macbeth might have had a happier life had the witches not disclosed to him that he 

was destined to become Thane of Cawdor and then King.  As Floridi (2010, 105) puts it, 
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―Oedipus and Macbeth remind us how the mismanagement of informational resources may have 

tragic consequences.‖  However, do-no-harm is a difficult, if not impossible, disclosure objective 

to implement.  In Macbeth‘s case, it is difficult to absolve him of blame for his own actions after 

he heard the witches‘ prophesy.     

In securities regulation, the welfare implications that arise from the duty to disclose are 

also murky.  Instead of punishing managers for bad behavior, settlements often amount to wealth 

transfers from one set of shareholders to another (and/or to the government).  In Dye (2011), the 

duty to disclose creates insurance because investors who buy at an ―artificially high‖ price can 

sue the firm if a fact finder subsequently finds that the manager withheld material bad news 

before the share purchase was made.  Because of this insurance, the price that follows non-

disclosure is higher, leading to less disclosure than in the absence of the duty to disclose.  The 

manager in Dye‘s model maximizes the share price at the disclosure/non-disclosure point, since 

any damage settlement is ultimately born by the shareholders who still hold the firm‘s shares 

when the settlement is paid rather than by managers.  The duty to disclose, which strives to 

create a level playing field for shareholders, in fact creates two classes of shareholders for each 

disclosure/non-disclosure point—those who have the right to sue when the duty to disclose is not 

met and those who pay.  (Of course, the payor group may include payees.)  Moreover, 

disclosures to capital markets simultaneously affect capital market decisions and investment and 

other decisions by firms (Kanodia 1980, 2007), making the welfare implications of disclosure 

even subtler. 

 Channel stuffing is an example of a transaction that creates a duty-to-disclose.  Absent 

additional disclosure through decomposition, the market may assume sales generated by channel 
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stuffing are as persistent as regular sales.
14

 The SEC has sought to apply the duty-to-disclose to 

structured (primarily accounting-motivated) transactions, albeit inconsistently and with limited 

success.  A 1% 3
rd

 party residual value guarantee of a leased asset designed to achieve capital 

lease treatment for the lessor and operating lease treatment for the lessee is a structured 

transaction.  Another example (with potentially significant real effects) is the accelerated vesting 

of stock options just before FAS 123R became effective.  For accelerated vesting, the SEC 

strongly encouraged firms to disclosure the motive (Kokenge 2004).  The SEC‘s broader 

message was that managers should not engage in behavior they would be embarrassed to reveal 

to their shareholders (Taub 2004).   

While applying the duty to disclose to structured transactions is appealing, it is also 

challenging.  At some level, every transaction is motivated by accounting since accounting is 

supposed to influence the actions of accountors/stewards.  The regulators could try to define 

practical (but probably not bright line) criteria to distinguish between a transaction structured 

primarily to achieve an accounting objective and one that is not.  Tax law provides cues, 

although tax effects seem inherently less entangled with real activities than financial reporting is. 

There seems to be an inconsistency in expecting preparers to adopt a communication 

focus in their disclosures and regulators promulgating rules-based accounting standards, 

enumerating all of the factors to be considered in deciding whether a transaction is to be 

recognized and, if recognized, where it is to be classified.  If instead the accounting rules for 

recognized amounts placed a greater emphasis on preparer judgment, it might be easier to shift 

the general mindset of preparers away from compliance to communication.  Of course, there is 

no shortage of excuses for bad behavior.  Moving away from a rules-based culture in financial 

reporting might introduce both good and bad equilibria.  The regulators would have to be on the 
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 Lai, Debo, and Nan (2011) provide an economic analysis of channel stuffing. 
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lookout for an ―everybody else does it, so bad reporting behavior is OK‖ culture but already have 

fairly good mechanisms (e.g., the SEC‘s preclearance process) that serve this purpose.     

I conclude this section with a discussion of the objectives of the FASB/IASB disclosure 

project:  (1) to improve effectiveness ―by focusing on matters that are most important to users of 

each entity‘s financial statements … desired results are an increase in the utility of the 

information disclosed and a net reduction in volume‖ and (2) to ―better integrate information 

provided in financial statements, Management Discussion & Analysis (MD&A), and other parts 

of a reporting entity‘s financial reporting package … to promote meaningful communication and 

avoid repetition wherever possible (FASB 2011b).‖   

It seems important to distinguish between repetitive disclosures and those that add 

context and robustness.  African drummers communicated what early explorers saw as overly 

complex messages.  Later observes noted that these messages were often transmitted over vast 

distances—from village to village—and that the complexity added context that made it difficult 

to make errors in repeating the message (Gleick 2011).  There are more and less efficient ways to 

introduce robustness into communication.  Entropy is a central idea in information theory, but 

customization is also important—which errors are most likely in sending, transmitting, receiving, 

and interpreting messages depends on the communication context.  When it comes to message 

sending in accounting, we have to worry about both unintentional errors and intentional 

misstatements.  

Information that is redundant for one purpose may not be redundant for another purpose.  

Having the firm‘s senior management elaborate on the firm‘s activities may seem like overkill 

and/or cheap talk of little incremental value in understanding the firm as a bundle of projects but 

may be intended for a different purpose.  Senior management‘s storytelling may help users 
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uncover deception and with a broader assessment of senior management—their expertise, 

productive effort, ethics, etc.   Extensive internal budget meetings seem to serve a similar 

purpose in communicating important information about junior management to senior 

management that cannot be communicated by simple NPV analyses of projects.  

 

REDUCE INFORMATION ASYMMETRIES ABOUT VERIFIABILITY 

One might also distinguish between transactions structured to achieve non-recognition, 

classification, or limited verifiability objectives.  There has been much attention given to 

transactions structured to achieve non-recognition and/or classification objectives but relatively 

little attention devoted to transactions purposefully designed to be difficult to verify.   

Principal-agent theory is a modern tool that can be used to study stewardship (e.g., 

Christensen and Demski 2003).  Glover et al. (2005) studies a principal-agent model in which 

there is an exogenous information asymmetry about verifiability.  (Glover 2004 and Arya et al. 

2009 are also related.)   

The following is a sketch of the model and one of the results in Glover et al. (2005).  A 

risk-neutral principal contracts with a risk-neutral agent subject to moral hazard on the agent‘s 

action supply and limited liability on the payment to the agent.  The principal would like to 

motivate the agent to supply an unobservable and personally costly action a = aH rather than aL 

< aH.  The agent‘s objective is to maximize his compensation (bonus), b, net of his personal cost 

of effort, also denoted by a.  (The optimal salary turns out to be zero and is ignored.) 

The agent’s action gives rise to two transactions t
1
 and t

2
, each of which can take on 

realizations of tL or tH.  Transactions t
1
 and t

2
 are then converted into accounting reports r

1
 and r

2
 

through verification.  The contract is allowed to depend on only the final reports r
1
 and r

2
.  r

1
 is a 
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perfectly verifiable performance measure:  when t
1
 is tj, it will be reported as rj, j  {L, H}.  The 

second accounting report, r
2
, is less verifiable:  with probability , when t

2
 is tj, it will be 

reported as rk, k ≠ j; j,k  {L, H},  [0,1/2].   

The agent knows the verifiability of the reporting system, .  The principal knows only 

that  is uniformly distributed over the interval [0, max], max  ≤ 1/2.  When max  is large, there is 

a large information asymmetry between the principal and the agent about the verifiability of the 

second measurement.    

If the agent chooses aH, the probabilities over the set of possible (t
1
,t

2
) transactions 

{(tL,tL), (tL,tH),(tH,tL),(tH,tH)} are {pLL, pLH, pHL, pHH}.  If the agent chooses aL, the corresponding 

probabilities are {qLL, qLH,qHL,qHH}.  The ordering of the payments is determined by the standard 

likelihood ratios.  For tractability, assume the likelihood ratios are ordered as follows:  pLL/qLL < 

pLH/qLH < 1 < pHL/qHL < pHH/qHH.  Assume also that pHH – qHH < pHL – qHL.  Neither condition is 

essential, but the assumptions give us a single case to deal with.  The other cases are considered 

in Glover et al. (2005). 

In standard models in which the verifiability of both measures is known, the optimal 

contract uses both performance measures and is a “bang-bang” solution.  For the report 

combination with the highest likelihood ratio, the agent is paid a bonus.  For all other report 

combinations, the agent is paid zero.  This is the optimal contract no matter how limited 

verifiability is, as long as that verifiability is symmetrically known by the agent and the 

principal.  The optimal bonus b(HH) is 
)())(1( HLHLHHHH

LH

qpqp

aa
 for the report (rH,rH).  

The principal and the agent do not have to know the verifiability, as long as their information 

about it is symmetric.  Just replace  with the expected value of .   The expected cost of 
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motivating effort is decreasing in verifiability (increasing in ), since creates a garbling of 

information. 

Even if the agent alone knows   but the information asymmetry is small, the optimal 

contract is qualitatively similar.  The optimal contact uses the second performance measure as 

long as .
))((

)(2
*max

HHHLHHHLHHHL

HHHLHLHH

qqpppp

qpqp

  

   

If instead the information asymmetry about verifiability is large ( *max ), then the 

optimal contract is qualitatively different.  The cost of designing a contract that is robust to the 

large variety of possible verifiability levels can be so severe that it is optimal to ignore the 

second performance measure, i.e., b(LL) = b(LH) and b(HL) = b(HH).   

The important point is that the stewardship assessment problem is qualitatively different 

when there is a large information asymmetry about verifiability than when that information 

asymmetry is small.  The particular form of the optimal contract is less important.  Moving 

beyond the narrow model, the analysis suggests that limited verifiability of particular 

measurements may not be as significant of a problem as large information asymmetries about 

verifiability. 

Rather than verifiability, the focus should probably be on what Ijiri (1975) called 

hardness—the dispersion in measurements carried out under conditions of diverse incentives.  

 

A ‗hard‘ measure is one constructed in such a way that it is difficult for people to 

disagree … In order to limit the room for dispute, three ingredients are necessary.  

One is that the measurement process must begin with verifiable facts.  To base a 

measurement on fictions, hypotheses, opinion or unverifiable facts invites 

disagreement.  Second, the measurement process must be well-specified to enable 

the parties to judge unambiguously which measurement rules for transforming 

facts into figures are justifiable and which are not.  The verifiability of input to the 

measurement process does not contribute to hardening the measure if the method 
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of producing figures from input is arbitrary.  Third, the number of justifiable rules 

should be restricted.  Ijiri (1975, 36).  

 

Glover et al. (2005) also study information asymmetries about hardness.  In short, information 

asymmetries about hardness tend to be more problematic than information asymmetries about 

verifiability. 

Disclosures aimed at reducing information asymmetries about verifiability and/or 

hardness will not remove manipulation but will help users understand how much manipulation is 

possible.  Nevertheless, such disclosures may remove some of the incentives preparers currently 

have to engage in overly complicated, difficult-to-measure and, hence, easy-to-manipulate 

transactions.  The FASB‘s fair value measurement hierarchy seems a disclosure designed to 

reduce information asymmetries about verifiability.  Yet, current disclosures do not make it clear 

whether a particular line item in the financial statements is measured at historical cost, fair value, 

or a mix of historical cost and fair value.  In general, disclosures aimed at reducing information 

asymmetries about verifiability and/or hardness seem under-developed in practice. 

In their August 2010 meeting on the Disclosure Framework Project, the FASB directed 

its staff to explore as potential criteria for disclosure standards:   

 

• Add relevant information that is essential for primary users to understand the 

entity‘s financial position including liquidity and financial flexibility, and changes 

in financial position, including financial performance and cash flows. 

  

• Be a faithful representation of the phenomena the information purports to 

represent.  

 

• Provide benefits that justify the costs of reporting that information (FASB 

2010). 
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Although emphasizing relevance, broadly construed, can lead to improved disclosures 

about the verifiability and/or hardness of recognized amounts, there is room for such disclosures 

to be underemphasized under the FASB‘s proposed criteria.  In general, the criteria do not 

convey a sense of the comparative advantage of disclosures relative to recognized amounts or 

how the two might complement each other (or non-accounting information sources).  Moreover, 

there is no suggested tradeoff between relevance and other qualitative characteristics.  Instead, 

representational faithfulness is introduced as a constraint (a minimum below which we will not 

sink), while maximizing relevance.  Also, is the verifiability of the disclosures themselves an 

important consideration?   

Meaningful cost-benefit analyses of potential disclosures are notoriously difficult.  Any 

requirement that such an analysis be undertaken before a disclosure standard is implemented 

seems likely to stifle the introduction of disclosures that seem obvious improvements but have 

costs and/or benefits that are difficult to quantify.   

George O. May chaired the important committee of the American Institute of 

Accountants on cooperation with stock exchanges that introduced the term ―accepted accounting 

principles‖ into the auditor‘s certificate (AICPA 1934).  25 years later, May wrote that ―the plan 

called for a fairly full disclosure of the methods of accounting adopted by each listed company‖ 

and lamented that it ―is widely used today in cases in which it is not appropriate because there is 

no source from which even a general sense of the principles can be obtained‖ (May 1958).  APB 

22 emerged as a (partial) remedy.  Are we living up to May‘s vision for disclosures about the 

accounting a firm employs, particularly as fair value measurements and accounting estimates 

become increasingly important?  The SEC‘s interpretive guidance in FR-72 requires firms to 

disclose in MD&A information on critical accounting estimates to supplement the information 
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already required by APB 22 about accounting policies.  In May of 2002, the SEC issued a more 

ambitious (and more detailed) proposal, ―Disclosure in Management‘s Discussion and Analysis 

about the Application of Critical Accounting Polices,‖ which was never approved as a rule.  (Did 

the cost-benefit analysis the SEC is required to do for such rules get in the way?) 

 

POPULAR MISCONCEPTIONS 

Research on financial disclosure (and information more broadly construed) has helped 

correct some popular misconceptions.  I first state what are, arguably, popular views and then 

discuss related research that challenges those views.  These insights are potentially useful for 

policymakers but not in providing direct prescriptions.  Instead, the forces identified may be 

relevant for the policymakers to add to those they already consider.  

 More preparer disclosure means more public information.  Instead, when preparers 

provide more information, analysts and other information intermediaries may be induced to 

follow the herd and reveal less of their own information, reducing the total information available 

in the public domain (Arya et al. 2005). 

More public information means less information asymmetry.  Instead, public disclosure 

may complement private information accessible to the informed and increase information 

asymmetry (Indjejikian 1991; Kim and Verrecchia 1994, 1997).   

Disaggregation means less information asymmetry.  In aggregating data (for example, 

diverse items of inventory), the preparer embeds his knowledge of their similarities (Sunder 

1997).  Making disaggregated data available alone will often provide less useful information than 

an aggregation alone.  If the preparer could disclose both the disaggregate data and the decision 
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rule used to aggregate, even more information could be conveyed.  Aggregation is less 

demanding on the user. 

Less information asymmetry is good for shareholders.  In Arya et al. (1998), it is less 

expensive to hire and motivate a CEO who is able to manage earnings in the short run.  Arya et 

al. also classify the demand for earnings management as driven by limited commitment, 

communication, and/or contract form, referring to violations of the Revelation Principle‘s 

assumptions and replacing its artificial mechanism designer with a real one for the classification 

exercise.
15

  For each violation of the assumptions, there are multiple theories of earnings 

management.  My favorite is Demski (1998), which has the CEO smoothing earnings to convey 

acquired expertise—the CEO is better able to forecast earnings if he has worked hard.  Demski‘s 

story relies on blocked communication.  If the CEO could report current earnings and a forecast 

of next period‘s earnings, smoothing would be unnecessary. 

The same approach can be applied to disclosure, again using violations of the Revelation 

Principle‘s assumptions to understand disclosure practices that involve less than full 

communication.  New insights should emerge because of institutional differences between 

recognition and disclosure.  Disclosures seem more difficult to incorporate in explicit contracts 

than are recognized amounts, so limited contract forms (e.g., stock-based compensation and/or 

implicit contracting), seem natural to explore as reasons for less than full disclosure.  Blocked 

communication also seems natural.  What is an analogous story to Demski‘s for disclosure?  The 

Revelation Principle allows for private communication to and by the artificial mechanism 

designer.  In practice, such private communication is often difficult or explicitly prohibited by 
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 Mookherjee (2006) takes a similar approach to classifying reasons to decentralize decision making within 
organizations, using violations of the Revelation Principle’s assumptions. 
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regulation—this underlies the standard proprietary costs explanation for limited disclosures but 

may also lead to subtler explanations.     

Comparability across firms is always desirable.  Mandating comparability may suppress 

important information.  After all, it is widely believed that written language emerged in 

Mesopotamia (around 3000 B.C.) to facilitate commerce (Basu and Waymire 2006).  More 

recently, ―[i]n such busie, and active times, there arise more new thoughts of men, which must be 

signifi‘d, and varied by new expressions‖ (Thomas Spratt 1667 as quoted in Gleick 2011).  Is the 

21
st
 century less busy?    

Linguistics provides an analogy.  Peterson and Barney (1952) examined spectrograms of 

individuals pronouncing a list of words that differ only in their vowels.  They found a large 

amount of variation across individuals and even for the same individual across repetitions.  Their 

study had a significant influence on the design of modern speech recognition systems, 

suggesting, for example, that speaker adaptation would be important (Kornai 2010).  Disclosures 

may be similar.  In a world where individual acts of disclosure by a management team or 

organization constitute a pattern, actual disclosures within even a mandated disclosure regime 

may exhibit cross-sectional heterogeneity.  Just as the spectrograms of speech, after some 

learning, may recognize the words as well as other facts about the speaker such as gender, origin, 

age, and emotional state (including frustration with the speech recognition experience), a 

preparer‘s history may reveal analogous information that would be lost if we over-regulate.  

Management‘s history of accounting choices, including whether to keep quiet or disclose 

information and, if management chooses to disclose information, the form and content of the 

disclosure, can be useful signaling mechanisms (Dye 1985; Levine 1996).  Comparability has its 

important place but may not be as desirable for some types of disclosures as for others. 
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QUESTIONS FOR FUTURE RESEARCH 

The following questions may be interesting to devote additional attention to in future 

research.  What is the distinction between disclosure and recognition?  The nature of the inter-

temporal commitment is different.  For recognized amounts, the Law of Conservation of Income 

ensures that manipulation is eventually reversed (Arya et al. 1998).  Disclosures do not have this 

same inter-temporal reversal property but exhibit an inter-temporal stickiness—once a preparer 

makes a disclosure, users seem to expect the preparer to continue to make such disclosures in the 

future.  Arguably, recognized amounts are subject to greater verification, scrutiny, and other 

pressures than are most disclosures.  Recognized amounts seem easier than most disclosures to 

incorporate in explicit contracts, in part because recognized amounts are more standardized.  

What are the other essential differences between disclosure and recognition—the properties of 

the process by which the information is produced and the properties of the information itself?  

From a mechanism design perspective, partial verifiability (instead of unverified self-

reports) reduces the range of situations in which inducing truth-telling is optimal (Green and 

Laffont 1986).  Reporting internals of acceptable measurements is an interesting alternative to 

explore theoretically.  Asking preparers to disclose intervals of acceptable measurements and 

auditors to verify that the entire interval is acceptable also has some practical appeal as a way to 

reduce information asymmetries between preparers and users about the verifiability and hardness 

of the measures but would place a greater responsibility for estimates on the auditor than they are 

accustomed to.   

How are valuation, implicit and explicit contracting, disclosure, and recognition 

intertwined?  Einhorn and Ziv (2008) seems a good start.  Can we build a stewardship model of 
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recognition and disclosure that relies on an implicit (relational) contracting perspective?  

Accounting and explicit contracting can set the stage for implicit contracting (Arya et al. 1997).  

How might accounting disclosures and capital markets enter the picture?   

How does disclosure fineness affect strategic uncertainty?  One of Qu‘s (2010) intriguing 

experimental observations is that coarser disclosures seem to better coordinate investment 

decisions than do finer disclosures.  A broader agenda is to try to understand the implications for 

accounting disclosures of moving away from our usual game-theoretic assumption of common 

knowledge. 

What does it mean to have a communication rather than a compliance focus?  What are 

the tradeoffs in the various approaches (e.g., disclosure vs. judgment in the treatment of 

recognized amounts) that might be used to encourage preparers to adopt more of a 

communication focus?  How can the regulators put themselves ahead of the financial engineers 

instead of the other way around?  James Caffrey, the first SEC Chairman to address the 

American Institute of Accountants, chose ―plain talk‖ as his topic (Caffrey 1947).  There is 

already important empirical accounting research on disclosure clarity (e.g., Li 2008).  What can 

economic theory (e.g., mechanism design) tell us?  What about other disciplines?  Mathematics, 

logic, physics, computer science, engineering, literature, rhetoric, philosophy, psychology, 

linguistics, communications, library science, architecture, design, and the graphic arts come to 

mind.  The broad interdisciplinary field of information science borrows from and contributes to 

most of these.  Is accounting an information science?   

Professor Taminosuke Nishimura, Yuji Ijiri‘s mentor and later father-in-law, asked Yuji 

and his other students to read Carlyle‘s Sartor Resartus (Tailor Retailor) and draw analogies to 

accounting.  The power of analogy and connections to a wide variety of academic disciplines, 
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which has been characteristic of Ijiri‘s career, seems lacking in much of today‘s accounting 

research (including my own).   

 

CONCLUSION 

 The impetus for this paper (and the panel discussion the paper is based on) was the joint 

IASB/FASB Disclosure Framework Project (FASB 2010, 2011a,b).  The paper is intended to 

emphasize perspectives that seem underdeveloped.    
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 Disclosure and transparency are often seen as universally desirable, and proposed as a 

part of solutions for a variety of social problems.  ―Rational‖ limitations on disclosure on 

grounds of proprietary costs are recognized (Verrecchia 2001), and there are merits of various 

levels of aggregation/disaggregation analyzed. Psychology literature points to contexts, e.g., 

those involving conflicts of interest, in which disclosure can create a ―moral licensing‖ effect 

which exacerbates bias, instead of attenuating it (Cain et al. [2005]; Miller [2007]).   

 The moral licensing literature (Monin and Miller 2001, Miller and Efron [2010]) suggests 

that when people behave well, or intend to act in a way that increases their sense of their own 

ethicality (such as providing a conflict of interest disclosure) they feel ―licensed‖ to act in a self-

serving (or unethical) manner.  This moral licensing effect creates counterfactual behaviour 

whereby restaurants who add healthy choices to their menus (e.g., a green salad) find that sales 

of unhealthy items on the menu, such as French fries, increase (Wilcox et al., 2009).  Having 

taken their bow to healthy food by going to a restaurant that serves salad, they order three times 

more French fries (compared to what they order from a menu without salad on it).  To the extent 

regulators (and accounting scholarship) generally ignore factors such as moral licensing, there is 

a greater likelihood that use of disclosure as a regulatory mechanism may have unintended 

consequences, even backfire. 

Auditors get paid by managers they must monitor, and thus work in an environment 

replete with conflict of interest. Their public reports serve clients with non-overlapping or 

conflicting interests. Many of these clients may prefer to have benefits of industry specialization, 
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and often do not concern themselves with the potential for future multi – client conflicts of 

interest (Fiolleau et al., 2011).  

Accountants have traditionally used professional socialization and a code of conduct to 

control conflict of interest (Zeff 2003).  In recent decades, regulators have reduced their reliance 

on professional codes and supplemented them by market-based controls such as disclosure and 

certification.  Regulatory reforms such as Sarbanes Oxley Act (SOX) use both traditional 

professional controls (e.g., restricting auditors from providing some consulting services to audit 

clients) as well as market-based controls such as disclosure and certification whereby market 

participants are supposed to protect themselves by discounting advice from professionals (SEC 

2003). Professional accountants may feel that it is unfair for users to discount their advice (Miller 

[2007]). Ironically, this sense of being discounted unfairly may cause professional accountants to 

strategically exaggerate their opinions—an unintended consequence of moral licensing. Second, 

psychological licensing may arise if disclosure of a conflict of interest generates the feeling of 

having discharged a duty to the client, weakening the obligation to fiduciary duty of care.  
16

  

 Psychology results (Cain et al., [2005]) and one accounting experiment (Koch and 

Schmidt [2010]) have shown that students engage in both strategic exaggeration, and/or the sub-

conscious feeling of having discharged their duty when they make a conflict disclosure.  A recent 

experimental study (Jamal, Marshall and Tan [2011]) found that even expert professional 

accountants are susceptible to such behavior. In this experiment, professional accountants are 

hired by a client to render fairness opinion on sale of a subsidiary.  In baseline no-conflict 

condition the accountant acts as an arbitrator jointly hired by both the buyer and the seller. A 
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 This reasoning is overlaps with motivated reasoning (Kunda [1990]) whereby people attend more, and weight 
more heavily, information that is consistent with their own thoughts or interests.   
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potential conflict is created by having the client involved in a series of such divestments, and the 

accountant being hired for the current engagement and being shortlisted to be hired for future 

transactions.  Professional accountants issue a fairness opinion with no mention of a conflict, 

after issuing a conflict disclosure, or after issuing a certification of objectivity. Results show that 

accountants who don‘t take any de-biasing action and accountants who provide a certification are 

objective like those in a no-conflict baseline condition. A bias occurs (i.e., an inflated valuation 

which favors the seller) only in the disclosure condition.  Debriefing shows that accountants in 

the disclosure condition consider themselves to be objective, claim that it is appropriate for them 

to help the client to achieve their goal (to get a higher valuation), and feel that it would be unfair 

for recipients of their report to discount their report. The act of disclosure of conflict creates a 

bias with the accountants feeling that they are justified in having this bias (because they are so 

ethical and disclosed the conflict).  

 Jamal, Marshall and Tan ([2011]) also create a conflict involving two agents (the buyer 

and the seller), and find that professional accountants are biased irrespective of whether they take 

no de-biasing action, issue a disclosure, or issue a certification. While disclosure and  

certification do not make matters worse in this condition, they doesn‘t help either. On the whole, 

disclosure exacerbates bias in some conditions, has no effect in others, but is never beneficial in 

disciplining the judgment of the preparer. Certification has no effect on bias under any 

conditions tested. 

 Disclosure is often promoted as a disciplining mechanism for a host of maladies 

including conflicts of interest. Psychology of moral licensing suggests that disclosure can be a 

poor, even counterproductive regulatory instrument for achieving such ends.  Psychology of 

professional accountants deserves careful attention to avoid misguided regulation and its 
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unintended consequences. The psychology of moral licensing has potentially troubling 

consequences for the use of ethics tools (codes, disclosures, certifications) and rational analysis 

as a guide to regulate behavior of professional accountants. 
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My remarks concern the potential policy implications that arise from the relations among 

disclosure, cost of capital, and the nature of the capital market setting.  My primary claim is that 

different capital market settings may yield different policy implications.   For example, consider 

disclosure by an individual firm in a diversified market setting.  That element of disclosure that 

provides information about the idiosyncratic behavior of the firm‘s cash flow may have no 

relevance to policy makers in a market where idiosyncratic effects diversify away.  Alternatively, 

that element that provides information about the systematic behavior of the firm‘s cash flow may 

be relevant because it affects systematic risk.  In other words, the policy implications of 

disclosure cannot be divorced from assumptions about the nature of the capital market setting 

where a firm‘s shares are traded. 

With regard to capital market settings, one salient feature is whether the market is 

perfectly competitive, imperfectly competitive, or some mixture of the two.  Most researchers in 

finance and accounting – to say nothing of most regulators – blur the distinction between perfect 

versus imperfect competition settings.  This criticism is harsher still when researchers and 

regulators fail to make any distinction whatsoever.  Despite this oversight, disclosure‘s effects 

differ in perfect versus imperfect competition settings.  These distinctions may have important 

policy implications. 

In perfectly competitive markets, each investor believes that his demand for an asset has 

no effect on the price at which his demand will be satisfied, and in equilibrium this belief is 

sustained. Perfect competition is consistent with markets that are deep, liquid, and attract many 

investors.  In imperfectly competitive markets, each investor believes that his demand for an 

asset affects the price at which his demand will be satisfied, and in equilibrium this belief is 
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sustained. Imperfect competition is consistent with markets that are not deep, illiquid, and attract 

relatively few investors.   

As first pointed out in Lambert, Leuz, and Verrecchia (2007), in perfect competition 

settings, cost of capital is solely a function of investors‘ average knowledge – the degree to 

which investors are similarly or dissimilarly informed makes no difference.
18

  Stated somewhat 

differently, information asymmetry does not matter when markets are perfectly competitive after 

one controls for investors‘ average knowledge.  Thus, when markets are perfectly competitive, 

adverse selection plays no role because each investor believes that his demand for an asset has no 

effect on the price at which his demand will be satisfied (and in equilibrium this belief is 

sustained).   

To illustrate this point, Lambert, Leuz, and Verrecchia (2011) (LLV 2011) poses the 

following question.  Consider two otherwise identical market settings where shares of a firm are 

traded. In one setting investors have homogeneous beliefs about the firm‘s prospects; as such, 

investors have a homogeneous level of information. For convenience, refer to this level of 

information as Π. In the other setting, one set of investors is better informed about the firm's 

prospects than another set of investors. Again for convenience, refer to the level of information 

of the better informed investors as ΠI and the level of information of the less informed investors 

as ΠU, where ΠI exceeds ΠU (as measures of the level of information). Finally, assume that the 

average level of information about the firm is identical in the two settings.  In other words, when 

the levels of information of the better informed investors ΠI and the less informed investors ΠU 

are averaged across the two investor types, the average in this setting is also Π. The question is 

now: In which setting is a firm's cost of capital higher, considering that the average level of 

                                                           
18

 See footnote 9 of Lambert, et al. (2007). 
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information is the same in both settings but that the distribution of information (i.e., the level of 

information asymmetry) differs? 

    LLV 2011 provides the following answer: If the market in firm shares is perfectly 

competitive, then the cost of capital will be identical in both settings. When markets are perfectly 

competitive, it makes no difference whether some investors have more information than others; a 

firm's cost of capital is governed solely by the average precision of investors' information. With 

imperfect competition, however, information asymmetry has an effect on the cost of capital even 

after controlling for the effect of average precision of investor information. In other words, the 

degree of competition in the capital market plays a critical role for the relation between 

information asymmetry and the cost of capital. 

Despite this illustration, many researchers – as well as perhaps many regulators – derive 

much of their intuition about the relation between disclosure and the cost of capital from the 

Capital Asset Pricing Model (CAPM).  The dilemma here is that the CAPM assumes that the 

market for firms‘ shares is perfectly competitive. Suffice it to say that it is difficult, if not 

impossible, to derive policy implications about information asymmetry and adverse selection in a 

perfect competition setting.   

One testable prediction in LLV 2011 is that information asymmetry plays a larger role in 

cost of capital if firms' shares trade in markets that are characterized by imperfect competition. 

Armstrong, Core, Taylor and Verrecchia (2011) explores this idea empirically and finds that 

information asymmetry has a positive relation with firms‘ cost of capital in excess of standard 

risk factors when markets are imperfect, and no relation when markets approximate perfect 

competition. Thus, consistent with the theoretical prediction, Armstrong et al. (2011) shows that 

the degree of market competition is an important conditioning variable when examining the 
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relation between information asymmetry and cost of capital.  Similarly, Akins, Ng, and Verdi 

(2011) finds that when there are better informed investors, prices reflect private information 

more quickly and the risk of information asymmetry to uninformed investors decreases.  

Moreover, markets that are more perfectly competitive lower the extent to which information 

asymmetry can be exploited, and thus reduce the profits that can be gleaned by informed 

investors.    

Another implication from LLV 2011 is that it is important to think about how disclosure 

can affect cost of capital when investor participation is endogenous.  If a firm‘s disclosure 

reduces overall uncertainty and thus reduces the benefit that certain investors receive from 

obtaining private information about the firm, these investors may be less inclined to gather (and 

trade on) this private information.  This, in turn, could affect negatively the willingness of these 

investors to participate in the market for the firm‘s shares, and bear risk and create liquidity. 

Lower liquidity reduces the benefits one commonly associates with firm disclosure.    In perfect 

competition settings, the effect of reduced liquidity that results from certain investors being 

unwilling to gather private information and participate in trade in the firm‘s shares is likely to be 

negligible because the market is already presumed to be deep.  In imperfect competition settings, 

however, the effect could be significant and measureable, particularly for disclosures that involve 

a firm‘s idiosyncratic risk rather than market-wide factors. 

As for policy implications, regulations such Reg FD that attempt to ―level the playing 

field‖ by limiting access to information may be misguided in perfect competition settings, but 

appropriate for imperfect competition settings.  For example, perfect competition settings favor 

policies that result in investors having the greatest average knowledge, independent of whether 

investors are similarly or dissimilarly informed. An provocative example of this is Leland 
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(1992), a paper that advocates for insider trading by pointing out that insider trading increases 

stock prices on average (i.e., lowers firms‘ cost of capital on average) because it increases 

investors‘ average knowledge, despite the fact that insiders exacerbate the level or degree of 

information asymmetry in the economy.  However, an important caveat to the claims in Leland 

(1992) is that the analysis assumes that the market for the firm‘s shares is perfectly competitive, 

and cost of capital is solely a function of investors‘ average knowledge in a perfect competition 

setting. Alternatively, imperfect competition settings may indeed favor policies that ameliorate 

adverse selection, make investors‘ knowledge more similar, etc.   

All of this serves to reinforce the central tenet of this discussion: Policy implications of 

disclosure and cost of capital cannot be divorced from the nature of the market setting.  What 

may be true in a perfect competition setting such as the CAPM may have no relevance in an 

imperfect competition setting, and vice versus.  Researchers – and regulators – need to begin to 

think about the behavior of disclosure and cost of capital in terms in relation to the nature of the 

market setting they posit.   
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