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Abstract

Managers often provide self-serving disclosures that blame poor financial performance on

temporary external factors. Results of an experiment conducted with 124 financial analysts

suggest that when analysts perceive such disclosures as plausible, they provide higher earnings

forecasts and stock valuations than if the explanation had not been provided. However, we

also show that these disclosures can backfire if analysts find them implausible. Specifically,

implausible explanations that blame poor performance on temporary external factors lead
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analysts to provide lower earnings forecasts and assess a higher cost of capital than if the

explanation had not been provided.
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1. Introduction

Even the most casual review of corporate disclosures suggests that managers tend
to blame poor financial performance on temporary external factors (Morgenson,
2004). For example, firms as diverse as Ford Motor, Winn-Dixie, WebMD and
Delta Air Lines blamed negative earnings surprises on the September 11, 2001
terrorist attacks. The academic literature confirms these tendencies, showing that
supplemental disclosures in both annual reports (Bettman and Weitz, 1983; Staw et
al., 1983) and quarterly earnings forecasts (Baginski et al., 2000, 2004) tend to
attribute poor performance to temporary external factors. Managers presumably
offer these self-serving explanations to enhance capital market participants’
perceptions of management’s ability and the firm’s prospects; however, there is
little systematic evidence on how market participants actually react to such
disclosures.

This paper develops and tests several hypotheses regarding how financial analysts
respond to management explanations that blame poor performance on temporary
external factors. Because management’s performance explanations are nonbinding
and difficult to verify, it is possible that analysts will regard these disclosures as
‘‘cheap talk’’ and ignore them. However, recent studies suggest that analysts use
management’s explanations when assessing firms’ prospects (Rogers and Grant,
1997; Clarkson et al., 1999). We draw on this literature, as well as on research in
psychology, to develop predictions about how analysts react to management’s
performance explanations.

Anecdotal evidence suggests that not all management explanations are perceived
as plausible. Consider, for example, some firms’ claims that the September 11
terrorist attacks were responsible for their poor financial results. When insurers,
airlines and tourism-related firms made this claim, most analysts accepted the
explanation as plausible (Farrell, 2001).

However, when supermarket chain Winn-Dixie attributed its poor performance to
the attacks, one prominent financial analyst said, ‘‘I have a hard time believing
this could have had any kind of impact’’ on their results (Farrell, 2001). Analysts
expressed similar skepticism in response to Callaway Golf’s disclosures blaming
poor performance on the winds of El Niño and Krispy Kreme’s disclosures
blaming poor performance on low carbohydrate diet fads (Perry et al., 2001; Groom,
2004).
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