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SUMMARY: The Securities and Exchange Commission (SEC) recently made timely reviews of quarterly financial statements mandatory for all registrants. The objective is to improve corporate quarterly reporting. However, formal review reports are not required to be included in 10-Q filings, and may not even be issued by auditors. A priori, one would expect these reports to be useful to investors if they imply added auditor diligence or if they contain modifications to the standard report. We find that only 5.7% of the companies in our sample attached the auditor’s review report in their 10-Q filings. Also the majority of these reports are “clean”, suggesting that clients may not be disclosing the reports when they are modified. After controlling for factors such as auditor type, agency costs, capital market transactions, and company size, we find a significant negative association between auditor’s litigation risk and disclosure of a review report. In addition, we find that the disclosure of a review report is associated with auditor type and company size. 
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Auditor Litigation Risk and Corporate Disclosure of Quarterly Review Report

INTRODUCTION


Starting on March 15, 2000, the Securities and Exchange Commission required registrants to have their quarterly financial statements reviewed by their auditors on a timely basis (SEC 1999b).
 The objective is to improve the quality of corporate quarterly reporting. However, the SEC did not mandate that companies include the quarterly review reports in their SEC filings as they are required to do with the annual audit report. Instead, disclosure of the report is required only if the company refers to the review in its 10-Q filings. If such references are not included, the decision to disclose the report is a voluntary one.
 Because a review by an auditor provides some assurance about the quality of financial statements, when compared to unreviewed statements, one might expect companies to publicly disclose the review report thus signaling to investors that their quarterly financial statements are in order. This is not the case. A very small proportion of companies included the review reports in 10-Q filings (Ettredge et al. 1994), even though many companies were voluntarily purchasing timely reviews even before the introduction of the new rule referred to above. We notice the same pattern of predominant non-disclosure in our data. 


It should be noted that in the current context, “non-disclosure” does not necessarily mean that an existing review report was not disclosed in the 10-Q filing. It may mean that a formal written review report was never issued by the auditor, or that the report was issued but not attached by the client. According to the AICPA’s Practice Alert, “a review report is typically not issued on interim financial information, although SAS No. 71 provides that a report may be issued. The SEC does not require and most companies do not request, the issuance of a review report” (AICPA 2000).


Why are most companies unwilling to include review reports in their 10-Q filings?  Like all voluntary disclosure decisions, the decision to include a report is likely to be the result of a cost-benefit analysis. Moreover, because the financial reporting process is the result of negotiation between the client and the auditor (Antle and Nalebuff 1991; Gibbins et al. 2001), the cost-benefit analysis is likely to cover both parties. SAS No. 71 does not require a formal written report (as we noted above), and consequently the auditor has discretion over whether to issue such a report. Thus although the decision to attach the report is technically the client’s, the auditor could recommend that the client not include the review report during the auditor-client negotiations, or simply not issue a formal written report and if necessary, use the threat of higher fees to discourage the client from asking for it.

We argue that the report would be included in 10-Q filings when the benefits to the auditor and to the client exceed the costs to both parties. However, the absence of the review report in most 10-Q filings suggests cost factors may dominate. Examination of the responses to the SEC’s proposed rule (SEC 1999a) reveals one important cost, the litigation risk of auditors. A review offers a lower degree of assurance than an audit, but it is not clear that investors understand the difference between a review report and an audit report. For example, Ernst and Young states (in its response to the SEC’s Proposed Rule, SEC 1999a) that “... most investors do not understand the limited nature of the procedures performed and may place too much reliance on such reports.” Consequently, auditors may be reluctant to release the review report because of perceived additional litigation risk. Moreover, auditor litigation risk is associated with the engagement and therefore the client’s characteristics (St. Pierre and Anderson 1984; Stice 1991). It is likely therefore that the auditor’s concerns about litigation are shared by the client. Although our empirical measure is intended to capture auditor litigation risk, we believe it is also correlated with client litigation risk. Our results indicate a significant and negative relationship between litigation risk and the likelihood of including a review report in 10-Q filings.

We also examine other costs (reporting lag and audit fees) and benefits (attenuation of agency costs, and easier capital market access) of attaching the report. None of these is significant in multivariate analyses although univariate analyses indicate significantly higher agency costs and audit fees for firms attaching the report than those not attaching it. Similarly, Ettredge et al. (1994) find client agency cost proxies do not influence the decision to include the review report, and conjecture that the lack of public disclosure of a review report may reflect auditors’ concerns with litigation risk.
 Thus our study extends Ettredge et al. (1994) by examining the role of auditor litigation, after controlling for client-related factors, in the decision to attach a review report in 10-Q filings.



We conclude that review reports are not disclosed in general because the benefits, if any, to the firm and auditor are outweighed by the costs of disclosing the report. Does this lack of disclosure matter from the perspective of financial statement users? After all, it is now known that all companies must undergo a timely review.  We believe that the report could still be useful from a user standpoint if it conveys greater diligence on the part of the auditor. Also, a review report may be “clean” or “modified” thus potentially conveying information about the company’s financial condition. A priori therefore we conjecture that if companies were to include review reports in their 10-Qs, it would be useful to investors.


As an additional analysis, we examine whether the review report adds to the information content of earnings announcements by comparing the earnings response coefficients (ERC) and the stock price reaction at the time of the 10-Q filing, of firms with and without review reports. We find ERC is positively, although with mild statistical significance, associated with the disclosure of the review report, after controlling for standard ERC covariates. Similarly, cumulative abnormal returns in a three-day window surrounding the 10-Q filing date are significantly higher for firms disclosing review reports than for those not disclosing review reports. Thus it seems that the report might have value to investors.


In the next section, we discuss the background and motivation. This is followed by a discussion of our model specification. We then describe our sample, and present our empirical results. The final section contains our conclusions.
BACKGROUND AND MOTIVATION


A review provides negative assurance that the auditor is not aware of any material modifications to the financial statements, unlike an audit which affords positive assurance that a client’s financial statements are fairly presented. A review is much less rigorous than an audit. It does not require substantive audit tests, and is generally limited to analytical procedures and inquiries (Bailey 1999).  Before the recent changes, a quarterly review, performed in accordance with SAS No. 71 (AICPA 1992), now superceded by SAS No. 100 (AICPA 2002), could be timely, (performed before filing quarterly reports),  or retrospective (performed at the end of the year). The SEC’s Final Rule: Audit Committee Disclosure (SEC 1999b, Final Rule hereafter) makes timely quarterly reviews mandatory for all registrants. This requirement affects 10-Q or 10-QSB forms filed on or after March 15, 2000.

Why the Review Report may be Important


The results of a review may be reported in a review report. However, the auditor does not routinely provide the client with a review report, and unlike its usual emphasis on disclosure about auditor related matters, the SEC does not require companies to include a review report in its quarterly filings. Instead, the Final Rule stipulates that “If, in any filing, the company states that interim financial statements have been reviewed by an independent public accountant, a report of the accountant on the review must be filed with the interim financial statements” (SEC 1999b, § 210.10-01 (d)).


The report serves two purposes. First, it reveals that a timely review was performed by the firm’s independent auditor. Prior to 2000, this could have been a useful disclosure since companies had the choice of purchasing timely or retrospective reviews. However, even though all companies must now undergo a timely review, the report could still be useful from a user standpoint if it conveys greater diligence on the part of the auditor. In a response to a recent Exposure draft for SAS No. 100 (an auditing standard entitled “Interim Financial Information” issued subsequent to the SEC’s rule requiring timely reviews), the Professional Standards Committee of the Texas Society of CPAs states that audit firms “signing a written report have subjected the underlying work to more rigorous quality control standards” (emphasis added). Further they suggest that disclosure of a report should be required because “we believe the reporting requirements will lead to improved practice” and “public interest is better served if there is a reporting requirement on a review...” This implies that even though all engagements are reviewed timely, the presence of a report may indicate added quality. A higher perceived quality could in turn lead to better stock market performance. Consistent with this, in a later section in the paper, we document mildly higher earnings response coefficients for companies with review reports than for companies without review reports.


Second, a review report can be “clean” or “modified” thus potentially conveying information about the company’s financial condition (SAS No. 100, AICPA 2002). Unfortunately because of the low incidence of disclosure of review reports, and because the reports disclosed are mostly clean, it is impossible to examine the value of modified review reports to investors. We expect that because a modified review report may serve as an early warning of budding problems, investors might benefit from knowing whether the report is clean or modified.


In the discussion below we identify the costs and benefits of disclosing the review report.  While there is a large literature on voluntary disclosure that we borrow from, our primary source for identifying costs and benefits is the electronic comments received by the SEC in response to its proposed rule about interim reviews. We should state that these comments suggest that costs outweigh the benefits. Most respondents asserted that the current rules (requiring the review report be included only in cases where the interim statements mention a review) are adequate or that disclosure of a review report will either not be beneficial or will impose additional costs. We start therefore with a discussion of the costs of disclosure.

Costs of Disclosing the Review Report
We identify three kinds of costs associated with attaching a review report to the 10-Q: litigation risk for the auditor (which may also be correlated with client litigation risk), delays in filing the 10-Q, and higher audit fees associated with a formal report.

An important cost of disclosing a review report is that it can expose the auditor to a lawsuit. If investors do not understand the nature of a review, they may place too much reliance on it and sue the client or auditor or both in the event of failure of the firm or poor stock performance. As stated earlier, Ernst & Young, among other firms, in its comments to the SEC’s Proposed Rule (SEC 1999a), expressed this concern: “We also note that the Commission is not proposing to require the independent auditor to issue a review report or include such a report in the Form 10-Q or Form 10-QSB…Since most investors do not understand the limited nature of the procedures performed and may place too much reliance on such reports, we believe the current requirements are appropriate.” 
 Similar concerns about the possible misinterpretation of the review report by investors were expressed by Arthur Andersen in their comments to SEC’s Proposed Rule:  “…investors might place more reliance on the review process than is appropriate based on the limitations of a review.”


Other research has shown that litigation risk is associated with many decisions of auditors. For example, litigation risk has been shown to be positively associated with auditor resignations (DeFond et al. 1997; Krishnan and Krishnan 1997; Shu 2000), audit fee (Simunic 1980; Seetharaman et al. 2002) and the issuance of a modified audit opinion (Dopuch et al. 1987; Krishnan and Krishnan 1996). Therefore, we conjecture that auditors may discourage their clients from releasing the review report due to perceived additional litigation risk.  

Turning to other costs of disclosing the review report, some companies believe issuing the review report will delay the filing of 10-Qs, thus making the release of information less timely and lowering the signaling value of the report.  For example, in its response to the SEC’s proposed rule (SEC 1999a), Black & Decker states that in some cases, filing of a review report could negatively affect the capital market’s preference for timeliness in financial reporting. Southern Company argues that the requirement of filing of a review report could increase demands on both independent auditors and the staff of the company, which make timely filings of 10-Q less likely. Thus firms for which the financial reporting process results inherently in a longer reporting lag are less likely to disclose the review report fearing it would further delay the filing of their quarterly financial information.
Finally, a formal written review report may be associated with higher audit fees. Because the generation of a review report is not part of a routine review process, it seems likely that auditors would charge an added fee to prepare a report. Respondents to the SEC’s (1999a) proposed rule expressed the concern that mandatory review reports “would add cost and time” to the review process (Carpenter Technology Corporation). Similarly, Ettredge et al. (1994, 134) report, based on their study of responses to the SEC’s (1989) request for comments that respondents “assumed accountants would associate issuance of a report with an increased exposure to legal liability, and would therefore charge more for a public review letter.”
Benefits of Disclosing the Review Report


Research has shown that timely reviews result in improved earnings quality. Even before 2000, the Big 5 (now Big 4) and some other accounting firms were conducting timely reviews of their clients’ quarterly statements. Ettredge et al. (2000a) document that timely reviewed companies have fewer deferral adjustments in the fourth quarter than companies which are retrospectively reviewed. Manry et al. (2003) report stronger returns-earnings associations for timely reviewed statements than for retrospectively-reviewed statements.


These benefits relate to timely reviews as opposed to retrospective reviews. However, all firms are now required to undergo timely reviews. Are they likely to derive additional benefits from disclosing the review report? We argued earlier that, even though the review is now required for all companies, a formal review report may inform investors if it reflects greater real or perceived diligence on the auditor’s part or if it contains a modification from a clean report. If investors are likely to find the information useful, the firm might benefit through higher liquidity, lower cost of capital, and increased analyst following (Healy and Palepu 2001).
 If the report is clean, it seems likely that the firm would like to signal to its investors that it is not modified. It is not clear however that firms would like to disclose a modified review report. 

 
We conjecture following the voluntary disclosure literature that benefits from disclosing the report, if any, would accrue to firms with high agency costs and/or to firms that intend to access the capital markets for new financing (Healy and Palepu 2001; Lang and Lundholm 1993). Agency costs occur due to the separation of ownership and management (Jensen and Meckling 1976; Watts and Zimmerman 1986). Auditors’ review reports can signal more credible financial reporting. Firms that anticipate capital market transactions may benefit from disclosing their review reports, because they view favorable investor perceptions as being important (Healy and Palepu 2001). By using the review report to signal that its quarterly financial statements are in order, the firm can reduce information asymmetry between insiders and investors. Thus we expect that firms with higher agency costs and firms planning to issue new equity or debt are more likely to disclose their review reports. 
MODEL SPECIFICATION


We use the following logistic regression model: 
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where: 

	REVREP
	= 1 for companies that disclose review report in their 10-Q filings and 0 otherwise;

	LITRISK
	=  a summary measure of litigation risk computed using Shu’s (2000) model defined below;

	EXPLAG
	= expected lag for the 10-Q filing;

	LNAUDF
	= log(audit fee);

	MANAGEOWN
	= percentage of common stock owned by officers and directors;

	INSTOWN
	=  percentage of shares held by institutions;

	LONGDEBT
	= long-term debt as a percentage of total assets at the end of the quarter; 

	SEGNUM 
	= the number of reported segments;

	FOREIGN
	= 1 for companies that have foreign operations indicated by foreign currency adjustments to income or foreign income and 0 otherwise;

	NEWFIN
	= 1 if the company issues equity or long-term debt in the same year as 10-Q and 0 otherwise;

	BIGFIVE
	= 1 if the auditor for the same year as 10-Q filings is a Big 5 firm and 0 otherwise;

	SIZE
	= natural log of total assets (in millions) at the end of the quarter; 

	MODOP
	= 1 if the firm received a going concern opinion for the same fiscal year as 10-Q filings and 0 otherwise; 

	Y2001
	= 1 if the observation belongs to 2001 and 0 otherwise;

	Industry Indicators
	= indicator variables for construction and mining; manufacturing; transportation and utilities; trade; financial services. 


Cost Factors

Several studies examine factors that are associated with auditor litigation (e.g., Stice 1991; Carcello and Palmrose 1994; Lys and Watts 1994; Shu 2000).
 Because we need a measure of litigation risk, we constructed a proxy based on Shu (2000).
  While all of the studies point to similar factors affecting auditor litigation, we chose the Shu study because it is the most recent and incorporates the findings of prior work in this area.
 Using 14 variables to explain auditor litigation, Shu estimates a logistic model and reports a rate of correct classification of 80.2%. We use the coefficients in Table 3 of Shu’s study to compute the litigation score.
 To reduce the noise in the computed measure, we use only the significant variables in Shu’s model. We compute the variables for the one-year period ending with the last day of the quarter. Thus LITRISK is calculated according to equation (2) below. It is analogous to constructing a measure of financial distress based on the Altman Z. It ranges from negative to positive values, with higher values indicating higher litigation risk. 
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 (2)     
where:

	LITRISK
	= the summary measure of litigation score based on Shu (2000);

	SIZE
	= natural log of total assets at the end of the quarter; 

	INV
	= inventory divided by lagged total assets at the end of the quarter; 

	REC
	= receivables divided by lagged total assets at the end of the quarter;  

	ROA
	= net income in the year before 10-Q filing, deflated by average total assets;

	LEVERAGE
	= total liabilities divided by total assets of the current quarter; 

	GROWTH
	= growth in sales (scaled by previous year’s sales) in the year before 10-Q filing;

	RETURN
	= the compounded stock return over the year ending with the last day of the current quarter;

	BETA
	= the slope coefficient of a regression of daily stock returns on equally weighted market returns over the year ending with the last day of the current quarter; 

	TURNOVER
	= the proportion of shares that were traded at least once during the year ending with the last day of the current quarter, computed as (1-Пt(1- turnover rate at day t)). 


	DELIST
	= 1 if the company is delisted because of financial difficulties within the next year and 0 otherwise.

	TECH
	= 1 if a company’s SIC code is in the 2830s, 3570s, 7370s, 8730s, and between 3825 and 3839  and 0 otherwise;

	OPINION
	= 1 if the company received a going concern opinion in the previous year and 0 otherwise.



Because we cannot observe the reporting lag that would have occurred had the firm chosen to attach a review, we estimate an expected reporting lag (EXPLAG). Ettredge et al. (2000b) identify factors that determine the length of the reporting lag for firms with timely reviews. Based on their findings, we estimate the expected reporting lag for our sample, by regressing the actual lag on the following variables: financial condition, a loss dummy, firm size, and the presence of unusual items.
  


Finally, we include the audit fee (LNAUDF) to incorporate the possibility that auditors charge a higher fee for the review report to offset the additional work involved and/or some of the litigation risk (Simunic and Stein 1996).
Benefit Factors

We hypothesized that agency costs and new financing can determine the benefits to attaching the report. Three variables, management ownership (MANAGEOWN), institutional ownership (INSTOWN), and long-term debt to assets ratio (LONGDEBT) serve as surrogates for external agency costs. The number of business segments (SEGNUM) and an indicator variable for companies that have foreign operations (FOREIGN) reflect the complexity of business. Since internal agency costs increase with the complexity of intra-company relations, internal agency costs increase with SEGNUM and FOREIGN. To proxy for capital market incentives, we use an indicator variable (NEWFIN) which equals 1 for companies that issue new debt or equity in the same year as the 10-Q filings, and 0 otherwise (DeFond et al. 2002). 
 

Other Variables


Other control variables included are client firm size (SIZE), auditor type (BIGFIVE), the audit opinion (MODOP), fiscal year (Y2001), and one-digit SIC industry indicator variables. Client size is related to many factors, including political costs, agency costs and capital market incentives (Watts and Zimmerman 1986), all of which can cause large firms to disclose more information than small firms. We therefore expect larger firms to be more likely to issue a review report. The Big 5 and non-Big 5 firms may have different levels of litigation risk and their ability to bear litigation risk can be different (Palmrose 1988). Previous research shows that investors view independent auditors as having “deep pockets”, which subjects them to non-meritorious litigation (Kothari et al. 1988; Alexander 1991). If true, the Big 5 firms bear more litigation risk than the non-Big 5 firms and are less likely to agree to disclose the review report in 10-Q filings. On the other hand, the non-Big 5 firms have fewer resources than the Big 5 firms to bear litigation risk, which make them more inclined to avoid litigation risk. Small CPA firms stay away from some clients or some services in the fear of legal liability (Berton 1992). From this point of view, non-Big 5 firms are less likely to agree to disclosure of review reports in 10-Q filings. We therefore include auditor type as a control variable but do not predict a sign for it.


We include the audit opinion (MODOP) as a control because the decision to release the review report may also depend on whether or not the audit opinion on the current annual financial statements is likely to be modified. In general, one might expect the auditor to be more willing to attach the review report when there is an expectation of a modified audit opinion, to provide an early warning of financial troubles. Finally we include industry indicator variables to control for differences in reporting behavior arising from differing industry composition, and a year (Y2001) indicator variable to control for changes in macroeconomic conditions in the two years.

SAMPLE 


Panel A of Table 1 summarizes the sample selection procedure. The initial sample includes 12,646 firm-quarters with fiscal year end of 12/31 listed on the Compustat quarterly database for the first quarter of 2000 or 2001.
 We identified auditors’ review reports by searching for the word “review” in 10-Q filings on the Lexis-Nexis database and the SEC’s EDGAR database. We used four sources of data for variable construction. The financial variables were obtained from the Compustat. Management and institutional ownership were obtained from the Disclosure Inc. database. CAR, BETA, RETURN and TURNOVER were calculated from the CRSP database.  Data for audit fees was obtained from Standard & Poors (S&P). The S&P data is derived from the proxy filings of companies that became available starting February 5, 2001. We supplemented the S&P data by looking at actual proxy filings where the former did not provide the information. We eliminated companies for which (1) we could not locate the 10-Q filings on Lexis-Nexis or the SEC’s EDGAR, 
 or (2) data was incomplete. In step (2), we found that missing information for audit fees resulted in the loss of 182 observations. Consequently, we present regression models with and without the audit fee variable. The final sample includes 4,351 firm-quarters, consisting of 1,893 companies for the first quarter of 2000 and 2,458 companies for the first quarter of 2001.

---------- Insert Table 1 Here ----------


Panel B of Table 1 shows the industry distribution of sample companies that disclosed and did not disclose review reports. The disclosure group has a relatively lower proportion of companies in manufacturing and other services, and a higher proportion in all other industry groups. 
EMPIRICAL RESULTS

Review Report Content


Only 5.7% of the companies in the sample attached the auditor’s review report in their 10-Q filings. Ettredge et al. (1994) report that less than 8% of their sample did so. The low occurrence of voluntary disclosure of the review report suggests that the joint costs to clients and their auditors from the disclosure may be relatively high compared to the benefits that accrue to both parties. We also examined the contents of the review reports. Most of the reports (96.7%) are “clean”. While this may mean that auditors do not generally modify the review report, it may also mean that modified review reports are not generally disclosed since the overwhelming majority of reports are never disclosed. The latter seems to be the more likely explanation because the incidence of modified annual audit opinions is generally much higher. One would expect the content of review reports to be related at least partly to that of the audit opinion. If our conjecture that modified review reports are generally not disclosed is correct, it could mean that important information about the client is not being publicly disclosed. 


Of the 246 reports that were disclosed, 238 had clean reports. Of the remaining eight, two contained references to ongoing litigation, two related to reliance on auditors of subsidiaries, two referred to unreviewed last years’ quarterly statements, one referred to going concern problems, and one referred to a change in accounting policy.  Due to the small number of modified reports, we do not include a separate variable identifying them in our statistical tests. 
Univariate Comparisons

Table 2 presents descriptive statistics for the full sample (Panel A) and for the disclosure and non-disclosure samples (Panel B).
 Panel B reports t-test and Wilcoxon ranksum test statistics for differences between the samples.
 In panel B, we find the disclosure and non-disclosure groups differ on many variables, supporting the conjecture that the decision to disclose is not a random process but based on some underlying economic analysis. In keeping with the hypothesis that filing lag and audit fees may constitute costs, we find that the disclosure group has a lower expected filing lag and higher audit fees than the non-disclosure group. The two groups also differ on a number of agency variables. The disclosure group has lower management ownership, higher institutional ownership, a higher debt to assets ratio, a larger number of segments, and a higher percentage of foreign operations. The disclosure group has a higher incidence of new financing than the non-disclosure group. Disclosure firms are larger and less likely to be audited by the Big 5 than non-disclosure firms. These differences are significant at the 5 percent level or less. 


However, contrary to expectations, the univariate comparison shows that the disclosure group has significantly higher LITRISK than the non-disclosure group. This result could be because of the strong effect of the size variable, SIZE. Size is a component of, and has a positive effect on (correlation coefficient=0.55), the litigation risk measure.
 In addition, size is positively associated with disclosure of a review report, possibly due to its effect on political costs and agency costs, both of which are expected to raise the probability of disclosure.
 To examine the confounding effect of size on the univariate association between REVREP and LITRISK, we conduct univariate tests for the sample, stratified by size quartiles. Panel C of table 2 presents these results. Companies that disclose the review report have lower litigation risk than companies that do not disclose the review report in two out of the four size quartiles. For the other two quartiles, there is no significant difference in LITRISK across the two samples. These results suggest a negative association between litigation risk and the disclosure of the report even though means for the full sample suggested a contrary association. They also suggest that multivariate analysis may be more appropriate to examine the association, because it controls for the effect of size and related variables.

---------- Insert Table 2 Here ----------
Logistic Regressions for the Decision to Disclose the Review Report


Table 3 presents results of estimating equation (1). We present two models, the first excluding and the second including audit fee, LNAUDF. Coefficient estimates are shown in columns 1 and 3 and marginal effects in columns 2 and 4. Following Bushee (1998), the marginal effect of each independent variable is calculated as its estimated coefficient times its interquartile range times the logistic density function evaluated at the sample means of the independent variables.

---------- Insert Table 3 Here ----------


The multivariate model shows that clients with higher litigation risk are less likely to include review reports in their 10-Q filings. This suggests the costs associated with potential litigation drives decisions to disclose the review report. Unlike the univariate results, neither the expected filing lag nor audit fee is significant. Similarly, even though the univariate analysis indicated disclosure may be associated with agency costs and capital market incentives, only SEGNUM is significant in Table 3. Thus in terms of our cost-benefit framework regarding the decision to disclose the report, only cost factors relating to litigation risk seem to be relevant to the decision.


Among the control variables, Big 5 firms are less likely to be associated with the disclosure of a review report than non-Big 5 firms. As argued before, one possible explanation is that Big 5 firms are viewed as having “deep pockets” (Kothari et al. 1988; Alexander 1991) and are therefore more exposed to litigation risk than non-Big 5 firms. Firm size, SIZE is positive and significant, indicating the probability of disclosing the review report is higher for large companies than for small companies.
 Finally, a modified audit opinion is more likely to be accompanied by the disclosure of the review report.


Columns 2 and 4 of table 3 show the economic significance of the explanatory variables. Marginal effects are reported for all independent variables except for BIGFIVE and MODOP, whose interquartile range is 0. A change in litigation risk from the 25th percentile to the 75th percentile reduces the possibility of attachment of a review report by 1.5% (1.4%) in column 2 (column 4). A change in company size across the interquartile range increases the possibility of disclosure of a review report by 4.1% (4.0%). These effects appear economically significant. However, the marginal effects of other variables are much smaller than 1%, suggesting agency costs and capital market incentives are not as strongly related to the disclosure of a review report as firm size or litigation risk.
Disaggregated Analysis of the Litigation Risk Measure

As a sensitivity test we replaced the summary measure of litigation risk with ten of the twelve significant variables in Shu’s (2000) model. We did not include DELIST because only three firms in the sample were delisted and all of these firms belonged to the non-disclosure group. We did not include LEVERAGE because LONGDEBT (already included in the model) is highly correlated with it.
 Table 4, columns 1 and 2 show the results, excluding and including LNAUDF respectively. As before, LNAUDF is not significant, and the other variables show similar results in the two columns. Among the variables that are components of the summary litigation risk measure, SIZE, REC, ROA, GROWTH, RETURN, BETA, TURNOVER and TECH are significant. SIZE, ROA and RETURN are positively associated with the disclosure of a review report. REC, GROWTH and BETA are negatively associated with the disclosure of a review report. Unexpectedly, TECH and TURNOVER are positive and significant. One explanation is that while these variables are expected to be positively associated with litigation risk (and therefore less likely to be associated with the disclosure of the review report), they are also positively associated with voluntary supplemental disclosures (and therefore with the disclosure the review report). Evidence that voluntary disclosure is greater in high-tech firms (possibly arising from greater information asymmetry) is provided by Kasznik and Lev (1995). Diamond and Verrecchia (1991) and Welker (1995) argue that turnover reflects the liquidity of a firm’s stock and high liquidity could be associated with more frequent disclosure of inside information. Among the other variables, BIGFIVE and MODOP are significant as in Table 3. Consistent with Table 3, but unlike the univariate findings, the agency variables (except SEGNUM in column 1) are not significant.

---------- Insert Table 4 Here ----------
ADDITIONAL ANALYSES

Time Series Analysis of Changes in Decision to Disclose the Review Report


If litigation risk is a factor in the decision to disclose the review report, we would expect that as litigation risk changes over time, companies and their auditors would reassess their cost- benefit situation and accordingly change their decision to release or not release the report. For the 211 companies which disclosed review reports in the first quarter 10-Q filings of 2000 or 2001, we searched for their previous 10-Q filings to identify the first filing that contains a review report. Among the 211 companies, 121 companies have been continuously disclosing review reports in their 10-Q filings since 1994 (the earliest year for which 10-Q filings are available on SEC’s EDGAR) and 90 companies changed their policy from not disclosing to disclosing a review report.

We were able to calculate LITRISK for the quarter of first disclosure and the corresponding quarter one year before the disclosure for 44 of these companies. We expect that companies that choose to release their review reports when they were not previously doing so, may be responding to a reduction in litigation risk. The mean value of LITRISK in the first quarter of disclosure is -5.447 which is significantly lower (p value<0.05) than the mean in the corresponding quarter one year before disclosure (-5.285). Thus companies that experience a reduction in auditor’s litigation risk are more likely to begin to disclose review reports. Therefore, the results from the time series comparison support the findings that litigation risk is an important factor in the decision to disclose the review report.

Market Response to Review Reports
The question we turn now to is the following: does it matter that the review report is not released in the vast majority of cases?  The fact that the majority of registrants do not include the report may reflect high costs of disclosure, but may not matter if it does not serve a signaling role (as we hypothesized) or is not understood by market participants (as suggested by Ernst & Young for example). We examine investor response using two different approaches. First, we examine the difference in investor response to unexpected earnings (the earnings response coefficient, ERC) for disclosure and nondisclosure firms. Second, we compare the stock price reaction around the date of the 10-Q filing for disclosure and nondisclosure firms.
Following the literature that examines the information content of various audit-related characteristics (e.g., Teoh and Wong 1993; Balsam et al. 2003), we hypothesize that the review report may have a positive effect on earnings response coefficients (ERCs) if it is useful to investors in discerning the quality of reporting of firms.
  

We estimate the following ERC model:
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      (3)
The dependent variable CAR is the abnormal return cumulated over a three-day window consisting of the day before, the day of, and the day after the firm's earnings announcement. The market model parameters are estimated over 200 days ending two days before the earnings announcement, with a minimum of 80 daily stock returns required for a company to be included in the sample. Unexpected earnings, UE, is measured, following Chaney et al. (1999), as the earnings per share minus forecasted earnings, where the latter is available, and as earnings per share minus earnings per share for the same quarter of the previous year otherwise, scaled by the stock price two days before the earnings announcement.
 
The test variable is the interaction UE*REVREP, which measures whether the disclosure of a review report affects ERC. Other variables control for factors that have been shown to affect ERCs. As in prior work, systematic risk is measured by BETA2, which is expected to have a negative effect on the ERC (Collins and Kothari 1989).
 Other controls include firm size, measured by logarithm of total assets, SIZE (Bowen et al. 1992), growth, measured by ratio of market to book value of equity, MB (Collins and Kothari 1989), LOSS, indicating firms making losses, a BIGFIVE dummy (Teoh and Wong 1993), and the audit opinion (Choi and Jeter 1992). Finally we include controls for fiscal year and for one-digit industry affiliation. 
The results in Table 5 (Panel A) indicate as in prior work that UE has a significant positive effect.
 The interaction UE*REVREP is positive and significant, with a one-tailed p-value of 0.04. Thus the disclosure of the review report is positively associated with the ERC.

---------- Insert Table 5 Here ----------

In table 5, Panel B we present the results of computing the stock price reaction around the date of the filing of the 10-Q. As in equation (3), we computed cumulative abnormal returns (CAR) for a three-day event window around the 10-Q filing date, based on a standard market model estimated for a period of 200 days prior to the event window. The mean and median CAR are higher for companies with review reports. T-tests indicate that the difference in means (-0.0022 and 0.0036 for companies without and with review reports respectively) is statistically significant with p-value=0.06 (one-tailed test). The Wilcoxon rank-sum test is also statistically significant with p-value<0.01 (one-tailed test). As with ERC results, these results indicate higher stock price reaction for companies that attach review reports than for those that do not.
SUMMARY AND CONCLUSIONS


The independent auditor plays an important role in maintaining the integrity of the firm’s financial reporting. Several policies designed to assure the quality of annual audits are in place. In an effort to enhance the quality of quarterly reporting, the SEC recently mandated that auditors conduct timely (as opposed to end-of-year) quarterly reviews for all their clients. However, since the SEC did not require the inclusion of the review report along with the quarterly financial statements, the client makes a voluntary decision to include or not include it. We find that only 5.7% of the companies in our sample attached the auditor’s review report in their 10-Q filings. Also the majority of these reports are “clean”, suggesting that clients may not be disclosing the reports when they are modified.
This predominant absence of the review report need not be a matter of concern if the reports are not useful to users, particularly since it is now known that all companies must undergo quarterly reviews. We provide some evidence that the report might matter to investors by demonstrating marginally higher earnings response coefficients, and higher abnormal returns around the date of the 10-Q filings, for firms that attach review reports than for those that do not attach them. This suggests that investors may view the report as providing credibility to the financial statements. Thus companies that do not disclose the report do not enjoy its signaling benefits. Note however that because almost all the review reports in our sample are clean, we are not able to investigate the impact of a potentially more interesting sample, that is, companies with modified review reports. Therefore, in general, it is not possible to verify the value of the report to investors precisely because of the low incidence of their disclosure and a consequent ignorance about how often they could contain useful information. A priori, we posit that review reports should be useful to users of financial statements if they indicate added diligence on the part of the auditor, and/or they contain information such as a modification.


The fact that the majority of companies do not choose to voluntarily disclose their review reports implies that the costs of disclosure to auditors and clients must outweigh the benefits for most companies. We find the auditor’s litigation risk, an important cost of disclosing the report, is negatively associated with the disclosure of the review report. We hypothesized that benefits from disclosing the report may arise in situations of high agency costs and for firms that anticipate capital market transactions. However, we find that although univariate analyses indicate higher agency costs for firms disclosing than those not disclosing review reports, multivariate analyses indicate they are not statistically significant determinants of the decision to attach a review report. Client size and auditor type are important factors. 
The results suggest that litigation risk may be the major consideration when auditors persuade their clients to attach or not to attach the review report in their 10-Q filings. If, as we conjecture, the report is likely to be useful to financial statement users, our results suggest a loss of information to investors arising out of auditors’ litigation risk. In a discussion of the role of auditors in the corporate disclosure process, Healy and Palepu (2001, 415) speculate that “auditors are concerned about minimizing their legal liability, rather than enhancing the credibility of financial reports. Accordingly, they lobby for standards that reduce their own risk, even though such standards reduce the value of financial reports to investors.” The evidence provided in this paper and the opposition by some auditors to the SEC’s question regarding the advisability of requiring a review report are consistent with Healy and Palepu’s assertion.


Our data covers the first two years following the release of the SEC’s rule. Several policy changes that impact auditor actions have recently been implemented, for example the Sarbanes-Oxley Act of 2002 and SAS No. 100 (AICPA 2002). An extension of our study would be to examine if these changes have, in keeping with the policy emphasis on transparent accounting, encouraged greater disclosure of the review report.

There are several limitations of this study. First, we cannot observe the dynamics of the negotiation between the client and auditor. While the AICPA’s assertion that auditors do not routinely issue a review report suggests auditors may be able to influence whether or not the report is included in the 10-Q, we cannot identify situations where a report is issued but not presented in the 10-Q. Second, in relying on Shu’s litigation risk proxy, we assume that the same factors continue to be relevant to auditor litigation during our sample period. Finally, as with any archival study, if there are omitted variables that affect both voluntary disclosure and litigation risk, our coefficients on the litigation risk variable could be biased. 
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Table 1

Sample Selection and Composition

Panel A: Sample Selection

Firm-quarters with fiscal year end of 12/31 listed on Compustat quarterly database

for the first quarter of 2000 or 2001 





           12,646

Delete firm-quarters whose 10-Q is not available on Lexis-Nexis or SEC’s EDGAR          4,872
                                                                                                                                              7,774

Delete firms without sufficient data for calculating the independent variables
            3,423

                                                                                                                                               4,351   


Panel B: Sample Composition by Industry

	SIC
	Industry
	Disclosure

Group
	Non-disclosure

Group

	
	
	N
	%
	N
	%

	  100-1999
	Agriculture, Mining and Construction
	27
	10.98
	214
	5.21

	2000-3999
	Manufacturing
	73
	29.67
	1,609
	39.20

	4000-4999
	Transportation and Utilities                     
	26
	10.57
	   339
	8.26

	5000-5999
	Wholesale and Retail                       
	25
	10.16
	280
	6.82

	6000-6999
	Financial Services                                    
	72
	29.27
	904
	22.02

	7000-9999
	Other Services and Governmental                            
	23
	9.35
	759
	18.49

	
	
	  246
	100.00
	4,105
	100.00



Table 2

Descriptive Statistics

Panel A: Full sample (4,351 observations) 

	Variables
	Mean
	Std.Dev.
	Q1
	Median
	Q3

	REVREP
	0.057
	0.231
	0
	0
	0

	LITRISK
	-5.579
	1.336
	-6.409
	-5.555
	-4.788

	EXPLAG
	42.379
	0.701
	41.888
	42.243
	42.787

	LNAUDFe
	12.436
	1.171
	11.591
	12.225
	13.080

	MANAGEOWN
	21.571
	20.240
	5.400
	14.740
	32.530

	INSTOWN
	38.475
	27.776
	13.410
	35.480
	61.100

	LONGDEBT
	0.175
	0.194
	0.006
	0.107
	0.288

	SEGNUM 
	2.086
	1.623
	1
	1
	3

	FOREIGN
	0.276
	0.447
	0
	0
	1

	NEWFIN
	0.522
	0.500
	0
	1
	1

	BIGFIVE
	0.874
	0.332
	1
	1
	1

	SIZE
	5.999
	2.047
	4.563
	5.869
	7.310

	MODOP
	0.021
	0.145
	0
	0
	0

	Y2001
	0.565
	0.496
	0
	1
	1


Panel B: Comparison of mean and median of independent variables between firms which issued review reports (246 observations) and firms which did not issue review reports (4,105 observations)

	Variables
	Mean

(t-statistics)
	Median

(Wilcoxon Z)

	
	Disclosure

Group

(1) a
	Non-disclosure Group

(2) b
	Disclosure

Group

(3) c
	Non-disclosure

Group

 (4) d

	LITRISK
	-5.335***

(3.311)
	          -5.593


	-5.237***

    (4.091)
	-5.580



	EXPLAG
	42.108***
(-7.308)
	          42.396


	42.034***
(-6.446)
	42.261



	LNAUDFe
	13.106***
(6.999)
	          12.397


	     12.969***
     (7.069)
	12.206



	MANAGEOWN
	16.123***

(-4.500)
	         21.897


	 7.885***
   (-6.573)
	15.120



	INSTOWN
	45.192***

(3.751)
	         38.072


	49.215***
(3.635)
	34.720



	LONGDEBT
	0.206**

(2.483)
	0.173


	  0.158***
(2.806)
	  0.105



	SEGNUM 
	2.541***

(3.878)
	2.059


	        1***
(3.875)
	         1



	FOREIGN
	0.358***

(2.750)
	0.271


	        0***
(2.942)
	         0



	NEWFIN
	0.610***

(2.889)
	
            0.517


	        1***
(2.831)
	         1



	BIGFIVE
	0.805***
(-2.820)
	0.878


	         1***
(-3.339)
	         1



	SIZE
	7.318***

(9.558)
	
            5.920


	  7.314***
     (9.835)
	  5.798



	MODOP
	0.020
(-0.120)
	
            0.021


	         0

    (-0.117)
	         0



	Y2001
	0.512*

(-1.701)
	0.568


	        1*

(-1.717)
	         1




Panel C: Comparison of means of LITRISK between firms which attached review reports (246 observations) and firms which did not attach reports (4,105 observations) stratified on SIZE quartiles

	
	LITRISK

	
	Mean
	t-statisticsa

	
	Disclosure Group

(1)a
	Non-disclosure Group

(2)b
	

	quartile 1
	     -7.006
	-6.528
	-2.006**

	quartile 2
	     -5.698
	-5.823
	0.595

	quartile 3
	     -5.428
	-5.270
	-1.682*

	quartile 4
	     -4.784
	         -4.659
	-1.475


Variables:

	REVREP
	= 1 for firms that attached review reports (disclosure group) in their 10-Q filings, and 0 otherwise;

	LITRISK
	=  the summary measure of litigation score based on Shu (2000);

	EXPLAG
	= expected 10-Q filing lag, predicted from the following equation: 

43.328 + 0.657(LOSS)+ 0.746(UNUSUAL) +0.156(FINCOND)-0.203(SIZE), where LOSS indicates a negative net income, UNUSUAL indicates the presence of unusual items, FINCOND is the financial condition index described in Bamber et al. (1993), and SIZE is natural log of total assets;

	LNAUDF
	= natural log of audit fees (obtained from Standard & Poors and proxy filings);

	MANAGEOWN
	= percentage of common stock owned by officers and directors (obtained from the Disclosure database);

	INSTOWN
	=  institutional ownership (obtained from  the  Disclosure database);

	LONGDEBT
	= long-term debt as a percentage of total assets at the end of the quarter (Compustat quarterly data 51/44); 

	SEGNUM 
	= the number of reported segments (Compustat Segment file);

	FOREIGN
	= 1 for firms that have foreign operations indicated by foreign currency adjustments to income (Compustat annual data 150) or foreign income (Compustat annual data 273);

	NEWFIN
	= 1 if the firm issues equity (Compustat annual data108>$10 million) or long-term debt (Compustat annual data 111>$1 million) in the same year as 10-Q;

	BIGFIVE
	= 1 if the auditor for the same year as 10-Q is a Big 5 firm, and 0 otherwise (Compustat annual data 149);

	SIZE
	= natural log of total assets (in millions) at the end of the quarter (Compustat quarterly data 44);

	MODOP
	= 1 if the firm receives a going concern opinion for the same fiscal year as 10-Q filings (obtained from the Disclosure database);

	Y2001
	= 1 if the observation belongs to 2001.


*** (**) [*] 
Significantly different from zero at or below the 0.01 (0.05) [0.1] level (two-tailed).

a     The means of the independent variables of the disclosure group and t-statistics for the test of differences between the means of the disclosure group and the non-disclosure group.

b    The means of the independent variables of the non-disclosure group.

c   The medians of the independent variables of the disclosure group and z-statistics for the Wilcoxon Ranksum test between the disclosure group and non-disclosure group.

d    The medians of the independent variables of the non-disclosure group.
e 
The number of observations for LNAUDF is 227 for the disclosure group and 3,942 for the non-disclosure group.


Table 3

Logistic Regressions 

	Variable
	Expected

Sign
	Coefficient

(z-statistics)
	Marginal 

Effectsa
	Coefficient

(z-statistics)
	Marginal 

Effectsa

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

	INTERCEPT
	?
	-2.495
(-0.41)
	
	-0.187
(-0.03)
	

	LITRISK
	-
	-0.285***

(-3.39)
	-0.015
	-0.267***

(-3.03)
	-0.014

	EXPLAG
	-
	   -0.096

  (-0.69)
	   -0.003
	   -0.150

  (-1.03)
	   -0.004

	LNAUDF
	+
	-
	-
	    0.004

   (0.03)
	     0.000

	MANAGEOWN
	+
	-0.002

(-0.39)
	-0.002
	-0.002

(-0.43)
	-0.002

	INSTOWN
	+
	0.000
(0.09)
	    0.000
	0.001

(0.25)
	    0.002

	LONGDEBT
	+
	0.162
(0.38)
	0.001
	0.194
(0.43)
	0.002

	SEGNUM 
	+
	0.076**
(1.95)
	0.005
	0.059*
(1.44)
	0.004

	FOREIGN
	+
	0.215
(1.24)
	0.007
	0.203
(1.09)
	0.006

	NEWFIN
	?
	-0.007
   (-0.04)
	-0.000
	0.083
(0.43)
	0.003

	BIGFIVE
	?
	-1.504***

(-7.03)
	-
	-1.502***

(-6.51)
	-

	SIZE
	+
	0.467***

(7.37)
	0.041
	0.463***

(4.97)
	0.040

	MODOP
	+
	    0.842**

   (1.69)
	-
	    0.999**

   (1.80)
	-

	Y2001
	?
	   -0.208

  (-1.52)
	   -0.007
	   -0.202

  (-1.41)
	   -0.006

	Industry Indicator Variables
	
	Not reported
	
	Not reported
	

	Pseudo-R2
	
	0.105
	
	0.110
	

	N
	
	     4,351
	
	     4,169
	


All variables are defined in Table 2.

*** (**) [*] 
Significantly different from zero (one-tailed where signs are predicted, two-tailed otherwise) at or below the 0.01 (0.05) [0.1] level.

a    The marginal effect is the change in the probability of attachment of a review report given a change in the independent variable over the interquartile range.


Table 4

Logistic Regressions Using Disaggregated Components of Litigation Risk

and Other Explanatory Variables

	Variable
	Expected

Sign
	Coefficient (z-statistics)

	
	
	(1)
	(2)

	Intercept
	
	-2.630

(-0.42)
	-0.145

(-0.02)

	SIZE
	+
	0.396***

(7.41)
	0.429***

(4.88)

	INV
	-
	-0.461

(-0.83)
	-0.580

(-0.97)

	REC
	-
	-1.619***

(-4.23)
	-1.425***

(-3.51)

	ROA
	+
	1.202**

(1.68)
	0.982*

(1.31)

	GROWTH
	-
	-0.319**

(-1.70)
	-0.272*

(-1.45)

	RETURN
	+
	0.125**

(2.14)
	0.122**

(2.01)

	BETA
	-
	-0.474***
(-3.53)
	-0.541***
(-3.82)

	TURNOVER
	-
	0.790**

(1.98)
	0.758**

(1.80)

	TECH
	-
	0.466*

(1.66)
	0.610**

(2.13)

	EXPLAG
	-
	-0.029

(-0.20)
	-0.077

(-0.49)

	LNAUDF
	+
	-
	-0.066

(-0.52)

	MANAGEOWN
	-
	-0.0003

(-0.06)
	-0.00005

(-0.01)

	INSTOWN
	+
	-0.005

(-1.22)
	-0.003

(-0.83)

	LONGDEBT
	+
	0.006

(0.01)
	0.049

(0.10)

	SEGNUM 
	+
	0.064*

(1.61)
	0.053

(1.27)

	FOREIGN
	+
	0.198

(1.13)
	0.220

(1.16)

	NEWFIN
	+
	-0.117

     (-0.64)
	0.007

(0.04)

	BIGFIVE
	?
	-1.576***

(-7.13)
	-1.531***

(-6.45)

	MODOP
	+
	1.005**

(1.99)
	1.156**

(2.05)

	Y2001
	?
	      -0.266*

      (-1.88)
	      -0.283*

      (-1.91)

	Industry Indicator Variables
	
	Not Reported
	Not Reported

	Pseudo-R2
	
	0.126
	0.130

	N
	
	        4,351
	        4,169


Variables:

SIZE, EXPLAG, LNAUDF, MANAGEOWN, INSTOWN, LONGDEBT, SEGNUM, FOREIGN, NEWFIN, BIGFIVE, MODOP, and Y2001 are defined in Table 2. Other variables are defined as follows:

	INV
	= inventory divided by lagged total assets at the end of the quarter (Compustat quarterly data 38/ Compustat quarterly data 44);

	REC
	= receivables divided by lagged total assets at the end of the quarter (Compustat quarterly Data 37/ Compustat quarterly data  44);

	ROA
	= net income in the year before 10-Q filing deflated by average total assets (Compustat annual data 18/ Compustat annual data 6);

	GROWTH
	= growth in sales (scaled by previous year’s sales) in the year before 10-Q filing (Compustat annual data 12);

	RETURN
	= the compounded return over the year ending with the last day of the current quarter (obtained from CRSP);

	BETA
	= the slope coefficient of a regression of daily stock returns on equally weighted market returns over the year ending with the last day of the current quarter (obtained from CRSP);

	TURNOVER
	= the proportion of shares that were traded at least once during the year ending with the last day of the current quarter, computed as (1- Пt(1- turnover rate at day t));

	TECH
	= 1 if a firm’s SIC code is in the 2830s, 3570s, 7370s, 8730s, and between 3825 and 3839; and 0 otherwise;


*** (**) [*] 
Significantly different from zero (one-tailed where signs are predicted, two-tailed otherwise) at or below the 0.01 (0.05) [0.1] level.



Table 5

Market Response for Firms with and without Review Reports

Panel A: Earnings Response Coefficients

	Variable
	Expected

Sign
	Coefficient

(t-statistics)

	Intercept
	
	-0.002
(-0.52)

	UE
	+
	0.243***

(3.57)

	UE*REVREP
	+
	0.240**
(1.71)

	UE*BETA2
	-
	0.004
 (0.51)

	UE*SIZE
	?
	-0.022**
(-2.23)

	UE*MB
	?
	-0.006**
(-2.15)

	UE*LOSS
	?
	-0.025
(-0.73)

	UE*BIGFIVE
	?
	-0.043
(-1.31)

	UE*MODOP
	?
	-0.048
(-0.97)

	UE*Y2001
	?
	-0.052
(-1.03)

	Industry Indicator Variables
	
	Not reported

	Adjusted-R2
	
	0.012

	N
	
	       4,306


Panel B: Cumulative Abnormal Returns (CAR)
	
	Disclosure

Group
	Non-disclosure

Group

	Mean CAR
	0.0036
	-0.0022

	Median CAR
	0.0043
	-0.0023

	T-test (p-value)
	1.60* (0.06)

	Wilcoxon rank-sum test (p-value)
	2.60*** (0.005)


*** (**) [*] 
Significantly different from zero (one-tailed where signs are predicted, two-tailed otherwise) at or below the 0.01 (0.05) [0.1] level.

Variables:

REVREP, SIZE, BIGFIVE, MODOP, and Y2001 are defined in Table 2. The dependent variable CAR and other independent variables are defined as follows:

	CAR
	= three-day abnormal returns computed from the market model for days -1, 0, and 1 (CRSP);

	UE
	= unexpected earnings, defined as the difference between actual and mean forecasted Earnings Per Share (EPS) deflated by stock price on day -2 for firms available in IBES, and the difference between EPS before extraordinary items of the current quarter and the same quarter of last year deflated by stock price on day -2 for firms not available in IBES (Compustat quarterly data 19);

	MB
	= ratio of market value of equity to book value of equity at the end of the quarter (Compustat quarterly data 14*61/60);

	BETA2
	= a firm’s systematic risk, estimated by regressing 200 daily returns preceding day -1;

	LOSS
	= 1 for firms with negative EPS, and 0 otherwise (IBES or Compustat quarterly data 19).





















� Timely reviews are conducted at the end of each quarter unlike retrospective reviews which are conducted at the end of the fiscal year. 


� Although a review was not required before 2000, the rules pertaining to the review report were the same as they are in the new SEC release. That is, companies that voluntarily obtained reviews of their interim financials were required to include the auditor’s review report if they disclosed in their filings that an independent auditor has performed a review of interim financial statements (SEC 1999a).


� However, Ettredge et al.’s (1994) primary focus was on the motivation for clients choosing a timely review over a retrospective review.


� Some evidence that the annual audit report is useful to investors is provided by Choi and Jeter (1992), who report that the earnings response coefficients of firms receiving modified opinions declines following the issuance of the modification. 


� Summarizing responses to an earlier request from the SEC for comments (SEC 1989), Ettredge et al. (1994. 151) indicates that “Both companies and independent accountants responding to the SEC's (1989) Request were highly opposed to imposition of a mandatory public review letter. Typical comments suggested that investors would place unwarranted reliance on quarterly data given an external accountant's public review report, and that the threat of resulting litigation could cause accountants to increase review procedures and fees.”


� Both Arthur Andersen and Ernst and Young expressed concerns that investors may place too much reliance on review reports. However, Arthur Andersen responded to the proposal by suggesting that the review report be included in every case, while Ernst & Young indicated that the current rules were adequate. 


� We argued earlier that investors might benefit if the review report is modified since this would give them early notice of potential problems. It is not clear that the firm would likewise see this as a benefit, and consequently we do not include that as a benefit.


� Krishnan and Krishnan (1997) provide an overview of three of these prior studies. In addition, Shu (2000) incorporates Alexander (1991) and Jones and Weingram (1996), both of which examine litigation against companies and not auditors.


� A similar approach to measuring litigation risk was used in Krishnan and Krishnan (1997), whose proxy was based on Stice (1991). We reran our models using the Stice model in place of the Shu model, and found similar results to those reported later. 


� Although Shu does not explicitly indicate the time period for her litigation sample, it appears that her data may also be more recent than those of the other studies. She states that she obtained litigation data from Watts, and added cases from Dow Jones News Retrieval, which we assume are recent cases.


� We also use other definitions of litigation risk, in particular, the litigation probability rather than the litigation score, and the percentile rank of the litigation score. Under both these specifications, litigation risk is significant and negatively associated with the disclosure of a review report in 10-Q filings.


� For the 12 months ending March 31, 2000 (March 31, 2001), there are 254 (251) trading days. We dropped companies with less than 200 trading days’ data available for RETURN and TURNOVER.


� The expected lag is given by EXPLAG = 43.328 + 0.657(LOSS) + 0.746(UNUSUAL) + 0.156(FINCOND) - 0.203(SIZE), where LOSS indicates a negative net income, UNUSUAL indicates the presence of unusual items, FINCOND is the financial condition index described in Bamber et al. (1993), and SIZE is natural logarithm of assets.


� We acknowledge that this variable is somewhat problematic because new equity includes issuance under stock option plans. Also, to test whether a variable with a longer time perspective would yield different results, we constructed the variable based on a three year issuance of debt or equity. This variable was marginally significant in table 3 but not in table 4.


� We chose 2000 because it was the first year of application of the new rule regarding timely reviews. Because there are only a relatively small number of reviews disclosed in any one quarter, we decided to use two quarters from different years. We did not collect data for more than one quarter each year because of the time-consuming nature of the process.


� A large proportion of these are foreign companies, which do not file 10-Qs with the SEC.


� All non-indicator variables are censored at 3 standard deviations to reduce the influence of outliers. The results without censoring are similar to those reported.


� Wilcoxon ranksum (or the Mann-Whitney two-sample test) tests the hypothesis that two independent samples (i.e., unmatched data) are from populations with the same distribution. 


� To test the possibility of multicollinearity, we computed the variance inflation factor (VIF). The highest VIF is 3.51, which is much lower than the benchmark 10 given by Kennedy (1992). Therefore, multicollinearity is not a concern. 


� When the size variable is dropped from the Shu litigation model, the disclosure group has a significantly lower mean LITRISK compared with the non-disclosure group. 


� The logistic function gives the probability that the review report is disclosed: � EMBED Equation.3  ���;  the marginal effect of change in an independent variable X is given by � EMBED Equation.3  ���, where � EMBED Equation.3  ���.


� As sensitivity exercise, we included the interaction term LITRISK*SIZE to check whether the effect of litigation risk was further affected by size. The coefficient was insignificant.


� We also estimated the models using LEVERAGE in place of LONGDEBT. The results are similar to those in Table 4, and LEVERAGE, like LONGDEBT is not significant.


� We acknowledge that a one-year analysis is restrictive. However, because construction of LITRISK requires 12 other variables (for the Shu model), we do not have a reasonable sample size to conduct a long term analysis of litigation risk.


� There are other possibilities. One possibility is that investors are aware that all firms now go through a review, and therefore the review report is not really needed. If this is so, we will not find the ERC to be different across firms that do and do not disclose the review report. Another possibility is that (as two accounting firms noted in their response to the SEC), investors do not understand the nature of the review report, in which case there may be no effect, or a negative effect, on ERC of the disclosure of the review report. 


� We measure earnings per share excluding extraordinary items. For forecasted earnings, we use the mean of IBES analysts' forecasts of firm's EPS immediately before the earnings announcement.


� BETA2 differs from BETA because the estimation period for the market model is different for the two variables.


� We acknowledge the possibility that clients disclosing review reports differ systematically from non-disclosers in ways not captured by our control variables. Also, while most prior work (with the exception of Choi and Jeter 1992) estimates annual ERCs, we estimate quarterly ERC, implicitly assuming that the same kinds of factors affect both quarterly and annual response of stock price to unexpected earnings.
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