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Abstract This paper examines the effect of Sarbanes-Oxley provisions on 10-K
filing delays. We find that tightened filing deadlines for accelerated and large
accelerated filers are not associated with changes in the incidence of late filing.
While Section 404 compliance does not affect filing timeliness for firms with
effective internal controls, we find that about half the firms disclosing internal
control weaknesses are late filers. As a consequence, many Section 404 material
weakness firms experience negative abnormal returns around late filing notifications
before filing the 10-K. Lastly, we find that market reactions to late filing notifica-
tions are more negative when management provides no meaningful explanation for
the delay, consistent with managers’ incentives to withhold bad news.
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1 Introduction

This paper examines the effect of Sarbanes-Oxley (SOX) provisions on the
timeliness of 10-K filings. We first test whether the accelerated filing deadlines
(Section 409) and internal control disclosure requirements (Section 404) of SOX
affect firms’ ability to file on time. Next, we examine whether investors draw
inferences from management’s explanations for filing delays on SEC Form 12b-25,
particularly explanations related to SOX compliance and weaknesses in internal
controls. These analyses are relevant to regulators, auditors, managers, and users of
financial information, given that regulatory changes following SOX both reduced
the 10-K filing deadline from 90 to 60 days after the fiscal year-end (SEC 2005a)
and imposed additional tasks on managers and auditors. These additional tasks may
impair firms’ ability to meet the accelerated filing deadline (SEC 2002c; KPMG
2003; Durfee 2004; Ettredge et al. 2006; Krishnan and Yang 2009).

For a sample of 38,414 10-K filings for fiscal years ending between 1999 and
2006, we find that 3,419 filings (9%) are made after the due date; in 94% of these
cases, firms comply with Rule 12b-25 to notify the SEC by filing a Form 12b-25,
which grants a 15-day extension. For a reduced sample of 34,191 10-K filings by
previously timely firms (that is, firms filing their 10-K on time in the previous year)
with available data for multivariate analyses, we find no evidence that the
accelerated deadlines of 2003 (from 75 to 60 days for accelerated filers) and 2006
(from 75 to 60 days for large accelerated filers) are associated with an increased
incidence of late filing. This result is inconsistent with claims that the increased
effort imposed by SOX makes it more difficult for firms to comply with accelerated
filing deadlines.

Focusing on the effect of Section 404 internal control disclosure requirements,
we find increased late filing by previously timely accelerated filers during the period
2004 through 2006. This finding is consistent with the conjecture that Section 404
compliance results in less timely 10-K filings (Ettredge et al. 2006). However, when
splitting the sample between firms with and without material internal control
weaknesses, we find that the former drive the increased incidence of late filings.
Thus, Section 404 appears most burdensome to those firms for which it is most
warranted.

For a sample of 1,178 firms reporting material internal control weaknesses during
2004 through 2006, we find that 600 firms (50.9%) file their 10-Ks late. While late
filers should notify the SEC and provide an explanation for filing late on Form
12b-25, we show that an explanation triggers negative abnormal returns (—1.35%)
when it pertains to material internal control weaknesses. Additional tests show that
market reactions to Form 12b-25 filings are more negative for firms subsequently
disclosing material weaknesses in the 10-K and that market reactions to 10-K filings
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SOX and 10-K filing timeliness 229

for material weakness firms are significantly less negative when preempted by a
Form 12b-25. Section 404 material weaknesses thus trigger negative stock market
reactions. Lastly, consistent with managers withholding bad news, not disclosing a
meaningful explanation on Form 12b-25 is associated with negative market
reactions to late filing notifications (—1.44%).

This paper contributes to the literature on 10-K filing delays and Form 12b-25
filings (Alford et al. 1994; Griffin 2003; Bryant-Kutcher et al. 2007). We find that
compliance with filing deadlines and Rule 12b-25 in the current regulatory regime is
higher than previously documented by Alford et al. (1994) for the period
1978-1985. Next, we provide new evidence on the impact of the accelerated filing
deadlines imposed by SOX and find no evidence that these deadlines are associated
with an increased incidence of late filing. We further contribute by examining the
market effects of two previously unexplored types of late filing explanations on
Form 12b-25: SOX internal control related explanations and lack of a meaningful
explanation (a form of nondisclosure).

We also contribute to research on the economic consequences of Section 404
internal control provisions including compliance with filing deadlines (Ettredge
et al. 2006) and disclosure of weaknesses in internal controls (Ogneva et al.
2007; Beneish et al. 2008; Hammersley et al. 2008; Ashbaugh-Skaife et al.
2009). With regard to the former, we find that late filing increased around initial
compliance with Section 404. (In 2003 and 2004, 7 and 14% of firms are late,
respectively.) This is in line with Ettredge et al. (2006), who find an increase in
audit report lags for fiscal 2004. However, after controlling for other determinants
of filing delays, we find that firms with material internal control weaknesses (of
which about half are late filers) drive this result. Adding to the literature on the
market impact of material weakness disclosures (Beneish et al. 2008; Hammers-
ley et al. 2008), we show that given the requirement to explain the delay on
Form 12b-25, Section 404 material weaknesses trigger negative abnormal returns
around the filing of Form 12b-25, which occurs before the disclosure of the audit
opinion in the 10-K.

The paper proceeds as follows. Section 2 discusses the institutional setting, prior
literature, and hypotheses. Section 3 presents the data and a descriptive analysis of
late filings and Rule 12b-25 compliance. Section 4 describes the empirical model,
Sect. 5 presents results, and Sect. 6 concludes.

2 Background and hypotheses

2.1 Institutional setting and regulatory changes

For registered firms in the US, the SEC prescribes the due dates for quarterly and
annual report filings. For fiscal years ending before 15 December 2003, the statutory
filing deadline was 90 days after the year-end for annual financial statements (10-K)

and 45 days after the quarter-end for quarterly financial statements (10-Q).
Following Section 409 of SOX, the SEC shortened these filing periods. “Accelerated
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filers”" with fiscal years ending on or after 15 December 2003, were required to file
annual (quarterly) reports within 75 (40) days after the end of the period. “Large
accelerated filers” (filers with a public float of more than $700 million) with fiscal
years ending on or after December 15, 2006, face a 60-day annual report-filing
deadline. The deadline for quarterly reports is 40 days for both accelerated and large
accelerated filers.

When a registrant cannot file the report “without unreasonable effort or
expense,” Rule 12b-25 of the Exchange Act requires the firm to notify the SEC by
filing a Form 12b-25 no later than one business day after the statutory due date and
explain the reason for the delay. The filing automatically grants a 15 (5) day
extension to submit Form 10-K (10-Q). Failure to file on time can lead to trading
suspension (Schwartz and Soo 1996a) or delisting (Alford et al. 1994). Stock
exchanges apply their own rules governing late filings.

Besides imposing the accelerated filing deadlines, the Sarbanes-Oxley Act also
imposed costly internal control disclosure requirements on firms through Sec-
tion 404 (DeFond and Francis 2005; Hansen et al. 2009). This section requires a
management- and auditor-attested report on the effectiveness of internal controls
over financial reporting in Form 10-K. Initially, only accelerated filers were required
to comply with Section 404 for years ending on or after 15 November 2004.”

Empirical evidence on the costs and benefits of SOX compliance is mixed. Early
evidence by Jain and Rezaee (2006) of positive (negative) market reactions to
legislative events that increased (decreased) the likelihood of SOX enactment
suggests that investors expected the benefits to outweigh the costs of compliance. In
contrast, Zhang (2007) finds significantly negative abnormal returns to key SOX
events, suggesting expected net costs of compliance and positive abnormal returns
for smaller firms at the deferral of Section 404 compliance. Gao et al. (2009) show
that small firms attempt to stay small to be exempted from Section 404. Engel et al.
(2007) document an increase in going private transactions, suggesting expected
reporting costs outweigh the expected benefits for certain firms. Observing that SOX
and Section 404 compliance are associated with increased going-dark registrations,
Leuz et al. (2008) conclude that this may be partly due to the effectiveness of SOX
in increasing scrutiny and reducing agency costs.

2.2 Prior research on information content and timeliness of periodic report filings

Alford et al. (1994) show that about 20% of their sample of 10-K filings between
1978 and 1985 are late. These firms tend to be small and experience unfavorable

' A company is an “accelerated filer” if (1) it has aggregate market value of voting and nonvoting
common equity held by non-affiliates (“public float™) of $75 million or more as of the last business day of
the issuer’s most recently completed second fiscal quarter; (2) it has been subject to the reporting
requirements of the Securities Exchange Act of 1934 for at least 12 calendar months; (3) it has previously
filed at least one Form 10-K; and (4) it is not eligible to use Forms 10-KSB and 10-QSB for small
businesses (SEC 2005a).

2 Non-accelerated filers are required to provide a management report on the effectiveness of internal
controls over financial reporting for years ending on or after 15 December 2007. Auditor attestation for
non-accelerated filers has been eliminated with the passing of the Dodd-Frank Act of 2010.
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economic events. They also have poor operating performance, low liquidity, and
high leverage. However, several contemporaneous studies present at best weak
evidence that 10-K filings affect investor decisions (e.g., Stice 1991; Easton and
Zmijewski 1993). Starting in 1996, filings with the SEC are electronic (the EDGAR
system). Recent evidence suggests that investors view 10-K and 10-Q filings on
EDGAR as important information events, in contrast to the pre-electronic filing era
(Qi et al. 2000; Asthana and Balsam 2001; Griffin 2003; You and Zhang 2009).3

Compliance with filing deadlines has likely increased since the early 1990 s,
when electronic filing on EDGAR enhanced “the ability of companies to capture,
process and disseminate” information (SEC 2002a).* Alford et al. (1994) report that
about two-thirds of late filers do not comply with Rule 12b-25 to file a notification
and explanation of delayed filing. Since Form 12b-25 is available online through
EDGAR, greater market pressure may have led to increased Rule 12b-25
compliance over time. EDGAR also enables investors to instantly unravel the
valuation implications of a filing delay and its explanation.

Evidence in prior research of negative market reactions to Form 12b-25 filings
suggests that 10-K filing delays signal bad news (Griffin 2003; Feldman et al. 2006;
Bryant-Kutcher et al. 2007).” This finding is consistent with evidence that the timing
of earnings releases is informative and announcement delays are associated with
relatively more negative earnings news (Chambers and Penman 1984; Kross and
Schroeder 1984; Begley and Fischer 1998; Bagnoli et al. 2002). Griffin (2003)
further finds that investors respond negatively to 10-K and 10-Q filings that are
preceded by a Form 12b-25 filing.

Recent studies analyze the effects of SOX provisions on 10-K filing timeliness
and audit report lags in the post-EDGAR era. For example, Bryant-Kutcher et al.
(2007) find that, on average, for a sample of 103 late filing (calendar year-end)
firms, the accelerated filing deadline of 2003 is associated with an increased
incidence of late 10-K filing and that this increase is driven by firms with weak
internal controls.® Ettredge et al. (2006) show that both initial Section 404
compliance for fiscal year 2004 and the presence of a material weakness in internal
controls are associated with significant increases in audit report lags.

3 Recent evidence also suggests that investors use the information in periodic reports to separate
‘managed’ earnings from core earnings (Balsam et al. 2002) and that corporate insiders profit from
trading in anticipation of periodic report filings (Huddart et al. 2007).

4 Lerman and Livnat (2010) find that about 95% of 8-K filings during 2005-2007 are made within the
prescribed filing deadline.

5 Feldman et al. (2006, p. 194) document an average market reaction (cumulative abnormal returns from
day —3 through day +3) for 9,125 Form 12b-25 filings of —1.4% (p value < 0.01). Bryant-Kutcher et al.
(2007, 23) document an average market reaction (day O through day +1) for 88 Form 12b-25 filings of
—1.9% (p value < 0.05). Griffin (2003, p. 436) discusses the case of Northpoint Communications in
November 2000, which saw its stock price decline by 12.25% after it filed a Form 12b-25.

6 Bryant-Kutcher et al. (2007) rely on a relatively small sample of calendar year-end firms in 2002 and
2003 and focus on Form 12b-25 filing firms as late filers. However, not all late filers file a Form 12b-25
(Alford et al. 1994), and Rule 12b-25 compliance is not constant over time (as we show later). We
determine the (large) accelerated filing status from 10-Ks and identify firms that actually file their 10-K
beyond the statutory due date. We find no evidence of an increase in late filings for accelerated filers that
filed on time in the previous year.
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2.3 Hypotheses

The SOX requirements create a tension between more reliable and more timely
financial reporting. While reductions in filing deadlines are aimed at providing
investors with more timely access to relevant information, significant additional
tasks imposed on managers and auditors make it more difficult to comply with
accelerated filing deadlines. In its initial proposal for accelerated filing, the SEC
recognized that shortened filing deadlines increase the likelihood of late filing (SEC
2002b). Commenters also argued that the accelerated filing deadlines adversely
affect the quality of reporting, given the reduced time for management, auditors, and
boards of directors to review required reports (SEC 2003). Krishnan and Yang
(2009), however, find no consistent evidence of lower quality financial reporting as
a result of accelerated filing deadlines. We examine whether the reductions in filing
deadlines to 75 and 60 days for accelerated filers in 2003 and large accelerated filers
in 2006, respectively, are associated with an increased incidence of late filing. Our
first hypothesis (in null form) is:

H1 The accelerated (large accelerated) filing deadline of 2003 (2006) is not
associated with an increased incidence of late 10-K filings.

Section 404 is sometimes described as the most burdensome provision of SOX.
Ettredge et al. (2006) present evidence suggesting that Section 404 compliance is
associated with increased audit delays, which may in turn impair the ability to
comply with accelerated filing.” Whether the burden imposed on managers and
auditors actually resulted in more late filings and requests for extensions in the first
year of compliance is an empirical question. We test whether Section 404
compliance affects the timeliness of 10-K filings. Our second hypothesis (in null
form) is:

H2 Compliance with SOX Section 404 internal control requirements is not
associated with an increased incidence of late filing.

Of course, late filing may itself reflect the effectiveness of internal controls. Also,
because of the role of internal controls in assuring the reliability of financial
reporting, weak controls increase the scope of audit work required (Hogan and
Wilkins 2008). Therefore, we examine whether material internal control weakness
firms are more likely to be late filers than firms with effective internal controls. If
late filing is an outcome of weak internal controls, it is likely that material weakness
firms drive any increase in late filing activity in years of Section 404 compliance.
Our third hypothesis (in null form) is:

H3 Firms reporting a material weakness in internal controls are not more likely to
file late than firms with effective internal controls.

7 As an illustration, Graphic Packaging Corporation explains the late 10-K filing as follows: “the
Company has experienced delays in completing its audited financial statements for the year ended 31
December 2004 resulting from the new audit procedures required by Section 404 of the Sarbanes-Oxley
Act of 2002, which have taken longer to complete than expected because this is the first year for
compliance with such requirements”.
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SOX and 10-K filing timeliness 233

“Part III” of Form 12b-25 contains management’s explanation for the inability to
file on time. Prior research suggests that the average price reaction to Form 12b-25
notifications of late filing is negative and varies with the explanation provided by
management (Feldman et al. 2006; Bryant-Kutcher et al. 2007). We extend the
literature by analyzing missing explanations and explanations based on SOX
internal control analyses.

If Section 404 material weaknesses are associated with late filings, explanations in
Form 12b-25 may reveal information about internal control effectiveness prior to the
10-K filing. Beneish et al. (2008) analyze market reactions to material weakness
disclosures. They find that Section 302 disclosures trigger negative market reactions,
suggesting lower perceived reporting reliability (see also Hammersley et al. 2008); they
find no price reaction for Section 404 material weakness disclosures in 10-K filings. The
authors attribute this result to the lower materiality threshold for disclosures under
Section 404, the richer information environments of accelerated filers or both.®
However, if material weaknesses are associated with late filings, the null finding of
Beneish et al. (2008) may be explained by their focus on the 10-K audit opinion on
internal controls, while the information may have been disclosed earlier in Form 12b-25.
We test whether SOX internal control related explanations for filing delays in Form
12b-25 trigger negative price reactions. Our hypothesis (in null form) is:

H4 Material weakness disclosures in Form 12b-25 filings do not trigger negative
stock price reactions.

The explanation for a late filing is not prescribed. Therefore, explanations can
range from detailed narratives to a short statement that more time is needed to
accumulate information. Even without prescribed guidance, however, managers
face market-based incentives for full disclosure. Dye (2001) suggests that the central
proposition underlying disclosure theory is that managers choose to disclose
favorable information and withhold unfavorable information. Accordingly, deci-
sions not to (fully) disclose information should be interpreted as bad news (e.g.,
Grossman and Hart 1980; Grossman 1981; Milgrom 1981). Many studies relax the
assumptions underlying the full-disclosure result and instead offer partial disclosure
equilibrium outcomes (Verrecchia 1983; Dye 1985; Wagenhofer 1990; Dutta and
Trueman 2002). Consistent with a partial disclosure equilibrium, empirical evidence
suggests managers tend to delay bad news disclosures relative to good news (e.g.,
Kothari et al. 2009). Likewise, managers facing a Form 12b-25 filing may attempt to
delay disclosure of bad news by not providing a meaningful explanation on that
form. Accordingly, we predict that omitting an explanation for a filing delay should
be interpreted as bad news.” Thus, our last hypothesis (in null form) is:

8 This evidence is consistent with Doyle et al. (2007b), who find no relation between accruals quality and
Section 404 material weaknesses, and Ogneva et al. (2007), who find no relation between Section 404
material weakness disclosures and cost of capital. However, results are not consistent with Ashbaugh-
Skaife et al. (2008, 2009), who find a significant relation between changes in audit opinions on internal
controls and changes in accruals quality and cost of capital.

° In a similar vein, Hammersley et al. (2008) examine market reactions to Section 302 disclosures and
find that nondisclosures, or “vague” disclosures, trigger more negative abnormal returns than substantive
disclosures.
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HS Form 12b-25 filings without explanations for the filing delay do not trigger
negative stock price reactions.

3 Sample and data
3.1 Sample selection and late filing classification

We collect all firms listed on NYSE, AMEX, and NASDAQ from Compustat’s
Fundamentals Annual table with a link to CRSP, for fiscal years ending Dec. 31, 1999
through Dec. 31, 2006."° This results in 41,234 firm-year observations. We drop 592
observations with no CIK on Compustat, 764 observations with no 10-K filing on
EDGAR,'' 192 observations without an earnings announcement date on Compustat
(data item RDQ), and 1,272 observations without price or shares outstanding
available on CRSP at the end of the second fiscal quarter. This procedure leads to a
sample of 38,414 firm-years; of these, 36,876 firm-years have sufficient data available
to compute the variables used in our regression analyses (see Sect. 4.1).

We obtain Form 12b-25 notifications of late filings from Audit Analytics’ Non-
timely Filer Information and Analysis table. This database comprises NT 10-K
filings'> submitted from 2000 onwards and provides an overview of the
explanations for the filing delay. For the sample of 38,414 firm-years with 10-K
filings, we find 3,207 firm-years with a notification of late filing. We add 85 NT
10-K filings from EDGAR that are missing from Audit Analytics, resulting in 3,292
firm-years in which firms notify the SEC of a filing delay.

To determine late filings, we first obtain fiscal year-end dates from 10-K reports to
calculate statutory due dates.'® For years ending before 15 December 2003, the statutory
due date is the first nonholiday/business day 90 days after fiscal year-end; 10-Ks filed
later than this date are late filings. For fiscal years ending on or after 15 December 2003,
we classify nonsmall business filing firms with a market capitalization (measured at the
end of fiscal quarter two) larger than $75 million as “accelerated filer,” and for fiscal
years ending on or after 15 December 2006, we classify nonsmall business filing firms
with a market capitalization larger than $700 million as “large accelerated filer.” We
assign a filing deadline of 75 days to the accelerated filers, a deadline of 60 days to the
large accelerated filers, and a deadline of 90 days to the remaining firm-years. We
compute statutory due dates from fiscal year-ends and assigned filing deadlines. This
procedure results in 4,334 late 10-K filing observations.

The key characteristic of an accelerated (large accelerated) filer is market
capitalization held by non-affiliates (“public float”) of $75 ($700) million or more

10 For fiscal 1999, we do not collect firms with fiscal years ending June through November, as the Audit
Analytics NT database covers Form 12b-25 filings made from the start of 2000.

" 10K filings can be found online at http:/ftp.sec.gov. We also include 10-KSB, 10-K405, 10-KT,
10KSB40, and 10KT405 filings.

12 “NT 10-K” denotes the manner in which Form 12b-25 filings are presented in the EDGAR database.

13 We use dates of fiscal year-end from the 10-Ks to calculate statutory due dates since the fiscal year-end
dates in Compustat (“DATADATE”) are adjusted. For example, a January 2nd year-end is coded as
December 31st year-end in Compustat.
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Table 1 Sample selection, classification of late 10-K filings, and classification of reason for late filings

Panel A: Sample selection

Description No. of firm-years
NYSE, AMEX, and NASDAQ firms on Compustat/CRSP 41,234
Less: No CIK on Compustat 592
Less: No 10-K filing date on EDGAR 764
Less: No earnings announcement date on Compustat 192
Less: No CRSP market value Q2 1,272
Full firm-year sample 38,414
Reduced firm-year sample with firm characteristics data available 36,876
No. firm-years with notification of late filing in Audit Analytics 3,207
Add: Notifications of late filing on EDGAR 85
Total no. of firm-years with notification of late filing 3,292
No. of firm-years with 10-K filing classified as “late” using rough classification 4,217

of “accelerated filer” or “large accelerated filer” status based on CRSP market
value of equity at the end of Q2
Less: companies classified as “late” and with filing deadline <90 days —798
manually checked for “accelerated filer” or “large accelerated filer,”
misclassified in the previous step

Total no. of firm-years with late 10-K filing 3,419

Panel B: Distribution of 4,016 reasons for delay in 3,292 Form 12b-25 filings

Reason type No. of firm-years
1. Accounting/auditing issues 1,721
2. Asset acquisitions/dispositions 426
3. Financial distress 444
4. Other 713
5. Nondisclosure 712

The sample contains firms listed on NYSE, AMEX, and NASDAQ with fiscal years ending between
December 1999 and December 2006. Market value in Q2 is required to determine whether a firm is an
accelerated filer (free float market value larger than $75 million) or large accelerated filer (free float
market value larger than $700 million). The sample reduction from 38,414 to 36,876 firm-years is caused
by the data requirements for control variables used in the main analysis and outlined in the “Appendix”.
Panel B presents the distribution of the explanations provided in Form 12b-25 filings for late filings. One
filing may contain multiple explanations. The detail supporting this classification is available from the
authors

as of the last business day of the issuer’s most recently completed second fiscal
quarter. Since we classify our firms based on fotal market capitalization (greater
than or equal to the market value based on public float), some of our sample firms
will be over-classified as (large) accelerated filers. Like Gao et al. (2009), we
manually check 10-Ks for (large) accelerated filer status for 1,920 10-K filings that
are classified as late and for which we determined the filing deadline to be shorter
than 90 days. We find 798 observations to be misclassified as late, resulting in 3,419
10-Ks which are actually filed after the statutory due date. These sample selection
procedures are summarized in Table 1.
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3.2 Classification of explanations in Form 12b-25 filings

Audit Analytics condenses explanations in Forms 12b-25 narratives to 62
categories. We find that the 3,207 firm-years with Form 12b-25 filings in Audit
Analytics contain 7,231 reasons, an average of 2.25 reasons per filing. We aggregate
the 62 Audit Analytics categories (with the 7,231 reasons) into five categories (with
3,922 reasons). The first four categories follow Alford et al. (1994): accounting/
auditing issues; asset acquisitions/dispositions; financial distress; and other. In the
accounting/auditing issues category, we include two new classes in which
management relates the filing delay to implementation issues over SOX internal
control assessments, identified weaknesses in internal controls or both. We add a
fifth category, nondisclosure, which contains Form 12b-25 narratives with no
substantive explanation. By definition, nondisclosure filings do not overlap with
other categories. We manually classified 85 additional Form 12b-25 filings, found
on EDGAR, distributed as follows: 45 as accounting/auditing issues, 15 as asset
acquisitions/dispositions, 3 as financial distress, 24 as other, and 7 as nondisclosure.
Adding these 94 reasons to the 3,922 reasons identified in Audit Analytics, we
obtain 4,016 reasons for the 3,292 Form 12b-25 filings. Panel B of Table 1 describes
the distribution of observations across the five categories.

3.3 Descriptive statistics on filing delays and Rule 12b-25 compliance

Table 2, Panel A, presents a replication of the descriptive analyses in Alford et al.
(1994, 236-237). The first two columns present the distribution of 10-K filings by
filing delay (the difference between the statutory due date and the filing date:
DELAY). Of 38,414 sample filings, 11,867 filings (31%) are made on the due date
(DELAY = 0); 35% are made at least 5 days before the due date; and 91% of 10-K
filings are timely (DELAY < 0). This proportion exceeds the 80% reported by
Alford et al. (1994). We find 283 filings (1%) are made 1 day late (DELAY = 1);
the majority of late 10-K filings occur between day 6 and day 17 after the due date,
consistent with these filings being preceded by a Form 12b-25 filing, which grants a
15-day extension.

Rule 12b-25 compliance is tabulated in the middle columns of Panel A, Table 2.
Consistent with Alford et al. (1994), some firms file a notification while not being
late. Of the 88 timely 10-K filings with notifications, 60 occur on the due date,
suggesting these firms anticipated a late filing but managed to file on time. Within
our sample, 94% of late filers comply with Rule 12b-25; Alford et al. (1994) report
32% compliance. Of the 215 cases (3,419 delayed filings —/— 3,204 notifications)
with no Form 12b-25, 107 10-Ks are filed 1 day late."* Although a notification of
late filing is due no later than 1 day after the due date, some managers may view the
filing of Form 12b-25 as redundant if the firm files the 10-K on the due date of the
notification. For 10-K filings delayed by 2 days or more, compliance is 97%.
The two rightmost columns of Panel A present the distribution of Form 12b-25

14107 is the difference between the 283 10-K filings with a 1-day delay and the 176 filings that were
accompanied by a Form 12b-25 filing.
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Table 2 Descriptive statistics of 10-K filings and notifications of late filing on Form 12b-25

Panel A: Distribution of 10-K filings and notifications of late filing by 10-K filing delay

10-K filing delay No. of % of all No. of with % of 10-K No. of 12b-25 % of all
10-K 10-K 12b-25 filings in filings in 12b-25
filings filings filings interval interval filings

DELAY < -5 13,611 35 15 0 54 2
DELAY = —4 1,825 5 1 0 40 1
DELAY = -3 3,562 9 10 0 150 5
DELAY = -2 1,358 4 0 18 1
DELAY = —1 2,772 7 2 0 113 3
DELAY =0 11,867 31 60 1 1,322 40
Timely filings 34,995 91 88 0 1,697 52
DELAY =1 283 1 176 62 1,249 38
DELAY =2 54 0 42 78 13
DELAY =3 97 0 69 71 202 6
DELAY = 4 79 0 71 90 29 1
DELAY =5 45 0 39 87 3 0
5 < DELAY < 17 2,152 6 2,124 99 54 2
17 < DELAY < 30 261 1 257 98 26 1
30 < DELAY < 60 142 0 139 98 13 0
60 < DELAY 306 1 287 94 6 0

Delayed filings 3,419 9 3,204 94 1,595 48

Total 38,414 100 3,292 9 3,292 100

Panel B: Distribution of filings and compliance by (Compustat) fiscal year

1999 2000 2001 2002 2003 2004 2005 2006

Late filings 343 536 414 392 321 634 484 295

% of 10-K filings 9 9 8 8 7 14 11 7

Late filings with 12b-25 filing 309 501 388 375 287 591 466 287

Compliance % 90 93 94 96 89 93 96 97

Accelerated filers

Late filings 101 440 326 233

% of 10-K filings by accelerated filers 4 13 9 7

Accelerated filers without material weakness in internal controls

Late filings 178 115 106

% of 10-K filings by accelerated filers without material weakness 6 4 4

Accelerated filers with material weakness in internal controls

Late filings 262 211 127

% of 10-K filings by accelerated filers with material weakness 52 52 48

Panel A replicates Tables 1 and 2 in Alford et al. (1994, pp. 236-237) for the sample of 38,414 firm-years ending
between December 1999 and December 2006. DELAY is the difference between the 10-K filing date and the statutory
due date. A negative or zero delay indicates that the filing is timely; a positive delay indicates that the filing is late.
Panel B presents the distribution of filing timeliness and Rule 12b-25 compliance over the sample period. Accel-
erated filers are firms with years ending on or after 15 December 2003, with a free float market capitalization of $75
million or more. This classification includes large accelerated filers in 2006. These firms are required to provide
auditor-attested reports on internal controls over financial reporting in the 10-K for years ending on or after 15

November 2004. Information on disclosed material weaknesses is obtained from Audit Analytics
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filings; in total, 90% (52 + 38%) of notifications comply with the rule to file the
form within 1 day of the 10-K due date.

10-K filings made 18 days or more after the statutory due date represent firms
that cannot file within the 15-day extension period. Firms may request an additional
15-day extension by filing an additional (amended) Form 12b-25."° In an
untabulated test, we calculate a new due date for the late filers with a Form 12b-
25 filing (n = 3,204) by adding to the original due date 15 calendar days and
adjusting for weekends and holidays. We find that 742 (23%) filings do not meet the
extended deadline.

Panel B of Table 2 presents descriptive statistics on the incidence of late filings
and compliance with Rule 12b-25 by year.'® Fiscal 2003 is the year the accelerated
filing deadline is effective (years ending on or after 15 December 2003); fiscal 2004
is the year accelerated filing firms are required to have audit opinions on internal
controls over financial reporting (years ending on or after 15 November 2004); fiscal
2006 is the year the large accelerated filing deadline is effective (years ending on or
after 15 December 2006).

The period between 1999 and 2002 shows a slight decline in the incidence of late
filings from 9 to 8%; in fiscal 2003, the proportion of late filers further declines to
7%. These results suggest that the introduction of the 2003 accelerated filing
deadline did not affect accelerated filers’ ability to file on time. Late filings increase
to 14% in fiscal 2004, the first year of SOX 404 compliance for accelerated filers.
This finding suggests that SOX 404 implementation affected the ability to file Form
10-K on time. The incidence of late filings declines to 11% in 2005 and 7% in 2006,
suggesting the increase in late filings in 2004 is a result of Section 404
implementation issues. The pattern in Panel B suggests that shortening the filing
deadline to 60 days for large accelerated filers in fiscal 2006 did not adversely affect
the incidence of late filing.

Compliance with Rule 12b-25 increased from 90% in 1999 to 96% in 2002, and
declined to 89% in the first year of accelerated filing (fiscal 2003). This finding
suggests that focusing on Form 12b-25 filers as late filers (Bryant-Kutcher et al.
2007; Krishnan and Yang 2009), as opposed to determining late filings based on the
acual 10-K filings, results in a varying sample composition over time (relative to the
population of late filers). After fiscal 2003, compliance increases up to 97% in 2006.

The lower section of Panel B provides statistics on late filings by accelerated
filers. On average, the incidence of late filing is lower for accelerated filers, while
the trend over time is similar to that for the total sample. The percentage of late
filings by accelerated filers without a material weakness in internal controls in 2004
(88% of the sample) is 6%, lower than the 13% for the pooled sample of accelerated
filers. On the other hand, about half of firms with material weaknesses are late filers.
Specifically, of the 1,178 firms reporting material internal control weaknesses
during 2004 through 2006, 600 (50.9%) are late filers. These descriptives suggest

'S For our sample of 3,204 Form 12b-25 filings of late filers, we find that 44 are followed by a second
Form 12b-25 filing.

16 We use Compustat’s convention of fiscal years as found in data item “FYEAR.” That is, fiscal years
ending January through May are coded as the prior calendar year, and fiscal years ending June through
December are equal to the current calendar year.
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that firms with weak internal controls drive the increase in firms that do not comply
with the accelerated filing requirements in the first year of Section 404 compliance.

4 Model
4.1 Regression model for late filing incidence

This section presents a multivariate regression framework that controls for firm
characteristics related to late filing. By definition, accelerated filers are larger than
non-accelerated filers. Since smaller firms are more likely to file late (Alford et al.
1994; Bryant-Kutcher et al. 2007), not controlling for firm size works against
finding evidence of an effect of the SOX provisions on late filing. We control for
size using the natural logarithm of market capitalization at year-end, In(MV)."” We
control for leverage (LEV) because of financial distress related explanations for
filing delays in Form 12b-25 filings and the previously documented association with
late filing (Alford et al. 1994). Given that late filers perform poorly (Alford et al.
1994), we control for fiscal year stock price changes (BHAR) and the incidence of
losses (LOSS). Because of differences in rules governing late filings across
exchanges, we create three indicator variables (NYSE, AMEX, NASDAQ) to control
for exchange-listing effects.

Ge and McVay (2005) and Doyle et al. (2007a) find that firms reporting a
material weakness in internal controls have greater business complexity, are
smaller, have lower earnings performance, and are more likely hiring a large audit
firm. We create an indicator variable (BIGN) capturing whether a company hires a
Big N auditor, because we expect greater pressure from large auditors for timely
filing.'® Business complexity affects the effort needed to gather and verify
information and thus potentially increases filing delays (e.g., Ettredge et al. 2006).
We control for business complexity as the number of reported segments
(BUSSEG)." We control for the effects of mergers and acquisitions (M&A) and
restructuring charges (RESTRUCT) since prior research has found these activities to
be related to internal control weaknesses (Ashbaugh-Skaife et al. 2007; Doyle et al.
2007a) and both are factors named in management’s explanations for filing delays.
Ashbaugh-Skaife et al. (2007) predict and find that auditor resignations in 2003 are
associated with a higher likelihood of internal control deficiencies. Given that
auditor changes affect audit report lags (Schwartz and Soo 1996a), we include an
indicator variable capturing an auditor change (AAUDITOR). Lastly, we include the
number of 8-K filings made on EDGAR during the 365 days before the statutory
due date (FILINGS_8K). In addition to auditor changes, 8-K filings disclose
material events such as bankruptcy proceedings, significant asset acquisitions,

'7 Information on the construction of these variables is provided in the “Appendix”.

18 Schwartz and Soo (1996b) find that the timeliness of 8-K filings disclosing auditor changes is affected
by the new audit firm being a Big N or non-Big N firm. Filing delays are greater and late filing occurs
more often when non-Big N auditors are involved.

19" Controlling for the existence of foreign sales as a measure of business complexity has no qualitative
influence on the results.
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material impairments, and control changes (Lerman and Livnat 2010). Consistent
with Alford et al. (1994), we anticipate the number of material economic events to
affect filing delays.>”

Using these control variables we develop the following base model of late filing
determinants:

NEWLATE;, = By + B, In(MV,) + BoLEVi, + BBHAR;, + B,LOSS;, + BsSAMEX;,
+ B1RESTRUCT;, + ,,AAUDITOR;, + B, FILINGS_8K;, + &

()

where all variables are defined in the “Appendix”. The dependent variable
(NEWLATE) is an indicator variable equal to one if the 10-K is filed beyond the
statutory due date and zero otherwise. To examine whether the accelerated filing
deadlines (2003 and 2006) and Section 404 implementation (2004) result in late
filings for firms that were previously able to file on time, we exclude firms that filed
late in the previous year (LATEMI = 1), and we add indicator variables for
accelerated filing requirements in 2003 (AF2003) and 2006 (LAF2006) and
Section 404 compliance in 2004 through 2006 (IC2004-1C2006). The model is
estimated using logit regressions including controls for year and industry fixed
effects. Because of the panel structure of our data and the persistence of our firm-
specific variables, standard errors are adjusted for heteroskedasticity and clustering
at the firm level (Petersen 2009). The NYSE indicator variable is excluded to
preclude perfect collinearity.

4.2 Descriptive statistics for timely and late filers

Table 3 reports mean and median values for the variables used in our base model for
timely and late filing firms. For the sample of 36,876 firm-years with the data
needed to estimate our base model, 3,248 (9%) have a late 10-K filing while 33,628
(91%) are timely. Of timely firm-years, 5% had a late filing in the previous year,
while 32% of current late filers were also late in the prior year. As a result, our
dependent variable NEWLATE, which measures the incidence of late filings by firms
that previously filed on time, is set to O for 31,985 (94%) observations and set to 1
for 2,206 observations (6%).

Consistent with Alford et al. (1994), Table 3 shows that late filing firms are
smaller (In(MV)), have higher leverage (LEV), are more likely to report a loss
(LOSS), and experience more negative news during the year; mean fiscal year buy-
and-hold abnormal returns (BHAR) are 0.03 for timely filers and —0.25 for late
filers. In addition, late filing firms are less likely to have a large auditor (BIGN), are
more likely to change their auditor (AAUDITOR), engage in restructuring
(RESTRUCT), and have more 8-K filings on EDGAR (FILINGS_8 K). Exchange

20 Alford et al. (1994) use the extreme deciles of annual abnormal stock returns as proxies for economic
events.
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Table 3 Descriptive statistics for timely 10-K filings and delayed 10-K filings

Variable Timely firms Late firms

No. of obs. Mean Median No. of obs. Mean Median

Timeliness variables

LATE 33,628 0.00 0.00 3,248 1.00 1.00
LATEMI 33,628 0.05 0.00 3,248 0.32 0.00
NEWLATE 31,985 0.00 0.00 2,206 1.00 1.00

Firm characteristics
In(MV) 33,628 5.68 5.63 3,248 4.13 3.96
LEV 33,628 0.22 0.17 3,248 0.29 0.23
BHAR 33,628 0.03 —0.06 3,248 —0.25 —0.36
LOSS 33,628 0.29 0.00 3,248 0.63 1.00
NYSE 33,628 0.34 0.00 3,248 0.17 0.00
AMEX 33,628 0.08 0.00 3,248 0.17 0.00
NASDAQ 33,628 0.58 1.00 3,248 0.67 1.00
BIGN 33,628 0.76 1.00 3,248 0.63 1.00
BUSSEG 33,628 1.93" 1.00° 3,248 1.87* 1.00°
M&A 33,628 0.36* 0.00° 3,248 0.37* 0.00°
RESTRUCT 33,628 0.17 0.00 3,248 0.19 0.00
AAUDITOR 33,628 0.08 0.00 3,248 0.17 0.00
FILINGS_8 K 33,628 6.73 5.00 3,248 7.27 5.00
MWIC 8,281 0.07 0.00 873 0.63 1.00

Descriptive statistics for the sample of 36,876 firm-years ending between December 1999 and December
2006. All variables are defined as in the “Appendix”; continuous variables are winsorized to the 1st and
99th percentiles of their distributions. Late firm-years are fiscal years for which the subsequent 10-K filing
occurs later than the statutory due date (LATE = 1); all other firm-years are marked as timely
(LATE = 0). NEWLATE is available for 34,191 observations where the firm was not late in the previous
year (LATEM1 = 0)

? Mean value for late firms is not significantly different from the mean for timely firms at the 0.01 level or
better (two-tailed), based on a ¢ test

® Median value for late firms is nor significantly different from the median for timely firms at the 0.01
level or better (two-tailed), based on a Wilcoxon rank-sum test

listing variables suggest that late filers are less likely listed on NYSE, while more
likely listed on AMEX or NASDAQ.

Table 3 further provides descriptives for an indicator variable for Section 404
material weakness disclosures (MWIC), available for accelerated filers with fiscal
years ending on or after 15 November 2004. This variable is equal to one if the firm
disclosed an auditor attested material weakness in internal controls as identified by
Audit Analytics and zero otherwise. Of the 873 late filing firms required to report
under Section 404, more than half (63%) report a material weakness in internal
controls. On the other hand, of all 8,281 timely firms complying with Section 404,
7% report a material weakness. These findings complement the descriptive analyses
in Table 2 and suggest that weak internal controls are associated with less timely
10-K filings.

@ Springer



242 J. Impink et al.

Table 4 presents pairwise and rank correlations between the dependent and
control variables included in Eq. 1 for the 34,191 observations with NEWLATE
available. NEWLATE is most strongly correlated with firm size (In(MV)), stock
returns (BHAR), losses (LOSS), and material weaknesses (MWIC). Firm size is
correlated with all other variables. An analysis of variance inflation factors reveals
that none of the explanatory variables has a variance inflation factor value larger
than 10 (maximum value: 2.35), suggesting that multicollinearity is not a serious
concern.

5 Results

5.1 The impact of accelerated filing and SOX Section 404 on 10-K filing
timeliness

Table 5 presents results of tests of our first three hypotheses. We estimate Eq. 1 and
add indicator variables and interactions. Model 1 presents the base model results.
Consistent with expectations, smaller and more highly levered firms are more likely
to file late; control variables related to performance reveal that firms filing late
perform poorly as indicated by fiscal year stock returns and loss incidence. We find
no significant difference in late filing behavior across the exchanges.”' After
controlling for other firm characteristics, companies that hire a large auditor are not
less likely to file late in the current year.”’ The control variables related to
complexity show that the presence of mergers and acquisitions and the number of
business segments adversely affect the timeliness of 10-K filings. Restructuring
charges have a weaker effect on late filing. Lastly, significant events reflected in 8-K
filings significantly affect the incidence of new late filings.

In Model 1a we add indicator variables for the accelerated filing deadline of 2003
(AF2003) and large accelerated filing deadline of 2006 (LAF2006). Inconsistent
with claims that the accelerated filing deadline increases the incidence of late
filings, we find no significant association between AF2003 and NEWLATE. On the
other hand, we find a significant effect of the large accelerated filing deadline of
2006 on timely filing, suggesting that more large accelerated filers that were
previously on time were not able to comply with the tighter deadline of 60 days.

Anecdotal evidence suggests that large accelerated filer timeliness in fiscal 2006
may be related to the options backdating scandal discovered in 2006 (Graybow
2007; Taub and Cook 2007). We collect a list of firms allegedly involved in options

2! In untabulated tests, we analyzed the determinants of firms filing late beyond the extension period
granted by filing Form 12b-25. Test results suggest that firms listed on NASDAQ are significantly less
likely to file after the granted extension period. This result is consistent with different rules applied by the
exchanges regarding the filing of 10-Ks after firms have notified the SEC of a delay in accordance with
Rule 12b-25. For example, NYSE monitors firms after they miss the extension period deadline but allows
companies an additional nine months to file the annual report. NASDAQ applies more sanctions and
forces firms to file as soon as possible (SEC 2005b).

22 This result can be explained by our focus on firms that did not file late in the previous year.
Untabulated tests reveal that when base model (1) is estimated for the full sample with LATE as the
dependent variable, the coefficient on BIGN is negative and significant.
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Table 5 Effects of SOX provisions on late filings

Dependent variable Model 1 Model la Model 1b Model 1c Model 1d
NEWLATE NEWLATE NEWLATE NEWLATE NEWLATE

Test variables

AF2003 0.186 0.197
LAF2006 0.546%#%* 0.313
BD2006 3.161%#* 3.147#%* 3.174%*
1C2004 0.9387%##* —0.033
1C2005 0.629%%#%* —0.316*
1C2006 0.953 %% 0.302
MWIC*IC2004 2.77 5%k
MWIC*IC2005 3.26] %%
MWIC*IC2006 2.927#%*
Control variables
In(MV) —0.317%%* —0.324 %% —0.330%#* —0.374%%* —0.368%**
LEV 1.019%%** 1.015%%%* 1.027%##%* 1.006%*** 1.048%##%*
BHAR —0.315%** —0.311%** —0.307%** —0.270%** —0.263%**
LOSS 0.817%#%%* 0.821##* 0.827%##* 0.837%#%%* 0.8497#:#*
AMEX 0.064 0.076 0.052 0.090 0.031
NASDAQ 0.056 0.068 0.043 0.030 —0.011
BIGN —0.027 —0.034 —0.036 —0.105 —0.049
BUSSEG 0.045 0.045%* 0.045%* 0.049%* 0.039%*
M&A 0.291 0.2927%:#* 0.300%#* 0.311%%* 0.208%##*
RESTRUCT 0.145 0.143%* 0.131%** 0.118* 0.040
AAUDITOR 0.527 0.527%#%%* 0.536%#* 0.540%%#%* 0.503 %
FILINGS_8 K 0.025 0.024 5% 0.023 % 0.0187%#* 0.013%:*
Year dummies Included Included Included Included Included
Industry dummies Included Included Included Included Included
n 34,191 34,191 34,191 34,191 34,191
Pseudo R? 0.136 0.137 0.142 0.148 0.202

Logit regressions with standard errors adjusted for heteroskedasticity and clustering by firm (Petersen
2009). *, ** #** Denote statistical significance at the 0.10, 0.05, and 0.01 level, respectively, based on
two-tailed tests. All variables are defined in the “Appendix”, and continuous variables are winsorized to
the 1st and 99th percentiles of their distributions. Year dummies are based on the Compustat fiscal year
convention. Industry dummies are constructed using one-digit SIC codes

backdating from The Wall Street Journal (2007) and create an indicator variable
BD2006, equal to one for fiscal 2006 firms included in this list. Of the 73 firms
matched with our sample, 36 qualify as large accelerated filers in 2006 (3% of large
accelerated filers). When we add BD2006 to the regression in Model 1b, the
significant effect of the large accelerated filing deadline disappears. This finding is
consistent with the results for accelerated filing in 2003 and suggests that,
notwithstanding the costs of accelerating, the tighter deadlines have on average not
resulted in more firms filing late.
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In Model 1c¢ we add indicator variables IC2004-2006, which equal one if the firm
complies with Section 404 in the respective year and zero otherwise. We find that in
all three years compliance with the internal control provisions increases late filing
incidence. This finding is consistent with Ettredge et al. (2006), who find an increase
in audit report lags for accelerated filers in 2004. The increased audit report lags
thus appear to result in more late 10-K filings in 2004 through 2006. However, when
we control for material weaknesses in internal controls by adding interactions of
these variables with MWIC in Model 1d (MWIC*IC2004-2006), we find that the
coefficients on these interaction terms are positive and significant, whereas variables
1C2004-2006 are no longer significantly positive. This implies that Section 404
compliance does not affect the ability to file on time for the majority of firms
without a material weakness in internal controls.

Our result is not consistent with Ettredge et al.’s (2006) prediction that increased
audit report lags affect 10-K filing timeliness for material weakness firms as well as
effective internal control firms. Consistent with our results for accelerated filing
requirements, our findings suggest that the internal control provisions under
Section 404 did not increase the incidence of late filing for firms that did not suffer
from internal control weaknesses. In the context of the trade-off between more
reliable and more timely financial reporting, we find evidence of a Section 404
impact on 10-K filing delays only for firms with a material weakness in internal
controls, that is, the firms for which the provisions are most crucial.

To summarize, we find no evidence to reject HI. The evidence shows no
association between an increased incidence of late filing and the accelerated (large
accelerated) filing deadline of 2003 (2006). Also, although H?2 is rejected—in that
Section 404 compliance is associated with significantly more late filings in 2004
through 2006—further analyses reveal that firms with material weaknesses in
internal controls are responsible for the increase in late filings. Thus, we reject H3.
The majority of accelerated filing firms with effective internal controls do not show
an increase in late filing in the years of Section 404 compliance. These findings
confirm that the inability to file on time in itself signals the ineffectiveness of
internal controls over financial reporting.

5.2 Market reactions to form 12b-25 filings and explanations of late filings

To probe the association between material weaknesses in internal controls and late
filing of Form 10-K, we examine whether notifications of late filings provide
information to investors about the effectiveness of internal controls prior to official
disclosure in the forthcoming 10-K. We analyze market reactions to Form 12b-25
filings by computing cumulative abnormal returns over days O to +1 relative to the
filing date; daily abnormal returns are the difference between raw daily CRSP cum-
dividend returns and the average returns of similar sized firms using the NYSE/
AMEX/NASDAQ year-end cutoffs (CRSP file “erdportl”). Our choice for this two-
day event window is supported by results of untabulated tests, which examine mean
absolute abnormal daily stock return and cumulative abnormal stock returns for the
days around notifications of late filing. The analyses suggest that reactions to these
filings occur mainly on days 0 and +1, consistent with Griffin (2003) for 10-K filings.
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Table 6 presents average market reactions to Form 12b-25 filings for the full
sample and for five disclosure categories. Our sample consists of 2,793 Form 12b-25
filings with sufficient data to compute abnormal returns and where the 10-K filing
occurs at least 2 days after the Form 12b-25 filing. While a Form 12b-25 can
contain multiple reasons for late filing, 80% of the firms provide only one category
of reason for filing late. Panel A presents the average market reaction for the full
sample and the sample with a single type of reason. By construction, filings in the
nondisclosure category have a single reason.

The average price reaction (CARNT) for the sample including observations with
multiple reasons is —1.03%. Each of the five categories of explanations results in a
negative and significant abnormal return. Filings including accounting/auditing
explanations have the least negative CARNT (—0.83%), while filings including
financial distress as a reason trigger the most negative reaction (—2.11%). For
filings that include a single type of reason, the average CARNT is —0.79%. This
implies that investors interpret multiple reasons for late 10-K filings more
negatively than a single reason. For the sample that provides only one reason for
the late 10-K filing, we find that the filings with accounting/auditing issues
explanations trigger a significant and negative market reaction, and the nondisclo-
sure category triggers the most negative and significant price reaction (—1.44%).
Abnormal returns associated with other reasons are not significantly different from
zero. For example, it appears as if financial distress explanations trigger price
declines only in conjunction with other types of reasons.

As outlined earlier, the accounting/auditing issues category includes SOX
internal control related explanations: issues with the implementation of Section 302
or 404 internal control requirements, or material weakness issues with ICFR
(internal controls over financial reporting) or DC (disclosure controls) preparation.
For filings including either explanation, we set an indicator variable labeled ICSOX
equal to one and zero otherwise. In panel B of Table 6, we split the accounting/
auditing issues category into filings with and without /CSOX explanations. We find
that the CARNT of non-ICSOX accounting/auditing related filings is not signifi-
cantly different from zero, whereas filings with /CSOX-related reasons on average
have a CARNT of —1.28%, significant at the 1% level. We further decompose SOX-
related reasons and find average market reactions of —1.13 and —1.35% for
implementation and material weakness explanations, respectively; both are
significant at the 5% level.

To summarize, we reject H4 and find that when management provides an
explanation in its Form 12b-25 filing for a 10-K filing delay that is related to internal
control implementation issues, material weaknesses or both, the market reacts
negatively. Thus, given the association between material weaknesses and late filing,
the evidence suggests that material weakness disclosures are associated with
downward belief revisions about firm value prior to the 10-K report on internal
control effectiveness. This finding has implications for capital market research on
Section 404 material weakness disclosures that relies on the 10-K filing date as
event date (e.g., Beneish et al. 2008). Similarly, we reject H5 and find that
nondisclosures are associated with significantly negative market reactions. This
evidence is consistent with theory predicting that incomplete disclosures are viewed
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Table 6 Market reactions to Form 12b-25 filings and explanations

Multiple reasons Single reason

n CARNT (%) n CARNT (%)

Panel A: Average market reactions to late filing notifications for total sample split by explanation for
multiple (overlapping) and single reasons provided

All 12b-25 filings 2,793 —1.03%#* 2,236 —0.79%#*
Explanations

1. Accounting/auditing issues 1,552 —0.83%*** 1,204 —0.74%%*
2. Asset acquisitions/dispositions 364 —1.46%%* 145 —0.85

3. Financial distress 374 —2.11%%* 112 —0.09

4. Other 578 —1.16%* 215 0.32

5. Nondisclosure 560 —1.44%%% 560 —1.44%%%

Panel B: Average market reactions to late filing notifications for accounting/auditing related issues split
by SOX internal control related explanation

Accounting/auditing issues

a. ICSOX=0 1,125 —0.57* 865 —0.53

b. ICSOX=1 427 —1.52%%* 339 —1.28%#*
bl. ICSOX=1: implementation® 342 —1.35%** 278 — 1. 13
b2. ICSOX=1: material weakness® 174 —1.86%%* 119 —1.35%%*

The sample of 2,793 notifications results from the 3,292 notifications identified in Table 1 minus firms
without the required returns data available minus firms with a 10-K filing less than 2 days after the Form
12b-25 filing. Abnormal returns are computed as the difference between the raw (cum-dividend) daily
return from CRSP and the average daily return of similar sized firms as identified by the NYSE/AMEX/
NASDAQ year-end cutoffs (CRSP file “erdportl”). Explanations are defined in Table 1 and are not
mutually exclusive, except for the nondisclosure category. *, **, *** Denote statistical significance at the
0.10, 0.05, and 0.01 level, respectively, based on two-tailed tests

2 JCSOX = 1: implementation refers to cases with “internal control or Section 302/404 implementation
issues” explanations

 ICSOX=1: material weakness refers to cases with “material weakness issues with ICER or DC prep-
aration” explanations

as bad news (e.g., Dye 2001). It is also in line with Hammersley et al. (2008), who
find that market reactions to Section 302 material weakness disclosures are more
negative when disclosures are vague, that is, when firms do not disclose sufficient
information for investors to understand the source or importance of the weakness.

5.3 Additional tests on the market reaction to material weakness disclosures

To provide more evidence on the effect of Form 12b-25 filings on the capital market
implications of Section 404 material weakness disclosures, we perform two
additional (untabulated) tests. First, we test the association between the market
reaction to ICSOX-related explanations in Form 12b-25 and the likelihood of
subsequent material weakness disclosures in the 10-K. Second, we test the
association between preempting Form 12b-25 filings and the market response to
subsequent 10-K filings for material weakness firms.
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Our first additional test builds on a model including variables predicting
Section 404 material weaknesses (Ge and McVay 2005; Ashbaugh-Skaife et al.
2007; Doyle et al. 2007a). To this model we add an indicator variable for Form 12b-
25 filers, an ICSOX indicator variable, CARNT, capturing the market reaction to
Form 12b-25 filings (equals O for non-12b-25 filers), and an interaction between
CARNT and ICSOX. ICSOX captures the extent to which internal control related
explanations for filing delays are associated with actual material weakness
disclosures in the subsequent 10-K filing. The interaction captures the extent to
which material weakness disclosures are reflected into market prices upon
disclosure of these explanations in Form 12b-25.%

After controlling for other determinants, results reveal a significantly positive
association between Form 12b-25 filings and material weakness disclosures
(p value < 0.01). Further, we find a positive and significant incremental effect of
ICSOX (p value < 0.05), suggesting /CSOX explanations are associated with an
increased likelihood of material weakness disclosure. While there is no significant
association between CARNT and MWIC, the interaction between CARNT and
ICSOX is significantly negative (p value < 0.01). In other words, more negative
market reactions to /CSOX-explanations in Form 12b-25 imply a higher likelihood
of subsequent material weakness disclosure in the 10-K. Form 12b-25 filings thus
preemptively disclose some Section 404 material weaknesses and trigger negative
stock market reactions before the 10-K filing date.

In our second additional test, we examine market reactions to 10-K filings for
Section 404 complying firms. On average, firm-years without a material weakness
have a negative 10-K market reaction of —0.13% on the 10-K filing file date through
the day after. Like Beneish et al. (2008), our 1,074 10-K filings including material
weakness disclosures do not trigger more negative abnormal returns (—0.08%).
However, when we split our sample into groups with (n = 533) and without
(n = 541) a preceding Form 12b-25 filing, we find average 10-K market reactions
of 0.30% and —0.47%, respectively. The difference between these market reactions
is statistically significant (p value < 0.05) and suggests that timely material
weakness firms have lower market reactions to 10-K filings relative to late material
weakness firms filing a preemptive Form 12b-25.

Multivariate analysis, which controls for other determinants of the market
reaction to 10-K filings, shows a significant difference in market reaction to 10-K
filings between timely and late material weakness firms of —1.19%
(p value < 0.01). Combined with the finding that market reactions to Form
12b-25 filings are related to subsequent material weakness disclosure, these
findings highlight the importance of focusing on event dates other than 10-K
dates in an examination of the market reaction to Section 404 material weakness
disclosures.

2 The model, with MWIC as dependent variable, is estimated using logit regression for a sample of 9,154
firm-year observations in fiscal 2004 through 2006 complying with Section 404.

@ Springer



SOX and 10-K filing timeliness 249

6 Summary and conclusions

This paper examines the timeliness of 10-K filings. Motivated by regulatory changes
after SOX that impose a tension between more reliable and more timely financial
reporting, we test if the accelerated filing deadlines effective in 2003 and 2006 as
well as the Section 404 internal control disclosure requirements effective in 2004
are associated with an increased incidence of late 10-K filing. In addition, we
examine the market reactions to explanations of filing delays, particularly
explanations related to SOX compliance, weaknesses in internal controls or both.

Using a sample of 10-K filings for years ending between 1999 and 2006, we find
that 9% of 10-K filings are late and that, in 94% of these cases, firms comply with
Rule 12b-25 to notify the SEC of the delay by filing a Form 12b-25. Inconsistent
with claims that increased duties imposed on auditors and management by SOX
impair the ability of firms to comply with accelerated filing deadlines, we find no
evidence that the accelerated deadlines of 2003 and 2006 affect late 10-K filings by
firms that previously filed on time. Similar evidence is found for accelerated filers
that are required to comply with Section 404 and have effective internal controls. A
sharp increase in late filing for fiscal 2004 firm-years, however, is driven by firms
that disclose material weaknesses in internal controls.

Further, we provide new evidence on the information content of management
disclosures in Form 12b-25 filings. Consistent with disclosure theory and incentives
to withhold bad news, notifications without a meaningful explanation for the late
10-K filing are associated with negative stock price reactions. While about half of
all material weakness firms are late 10-K filers and managers provide internal
control related explanations in Form 12b-25 narratives, we show that material
weakness disclosures negatively affect market prices prior to the auditor’s 10-K
report. Also, market reactions to 10-K filings for material weakness firms are
weaker when preempted by a notification of late filing. These findings suggest that
Section 404 material weakness disclosures affect investor decisions. Our results
imply that future research focusing on the market reaction to Section 404
disclosures should take into consideration the potentially preemptive effect of late
filing notifications.
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Table 7 Variable definitions

Variable Description

DELAY Difference in days between 10-K filing date and statutory due date, where the statutory
due date is calculated as the first nonholiday/business day at least 90 (or 75 for
accelerated filers, 60 for large accelerated filers) days after the firm’s fiscal year-end

LATE Equal to 1 if firm files 10-K after the statutory due date, 0 otherwise

LATEM]I Equal to 1 if firm files 10-K after the statutory due date in the previous year, O otherwise

NEWLATE Variable available only for observations with LATEM1=0; equal to 1 if firm files 10-K
after the statutory due date, O otherwise

In(MV) Natural logarithm of market capitalization at year-end (Compustat PRCC_F*CSHO)

BTM Book value of equity (CEQ) divided by market capitalization at fiscal year-end
(PRCC_F*CSHO)

LEV Ratio of long-term debt (DLTT+DLC) to total assets (AT)

BHAR Size-adjusted fiscal year buy-and-hold returns from CRSP using the NYSE/AMEX/
NASDAQ year-end capitalization deciles (ermportl)

LOSS Equal to 1 if firm reports negative income before extraordinary items (IB), O otherwise

NYSE Equal to 1 if firm is listed on NYSE, O otherwise (CRSP)

AMEX Equal to 1 if firm is listed on AMEX, 0 otherwise (CRSP)

NASDAQ Equal to 1 if firm is listed on NASDAQ, 0 otherwise (CRSP)

BIGN Equal to 1 if firm is audited by Andersen, KPMG, PWC, Ernst & Young, or Deloitte, and
0 otherwise

BUSSEG Number of business segments reported (Compustat segments)

M&A Equal to 1 if firm is involved in merger or acquisition (Compustat footnote AFTNT1),
and O otherwise

RESTRUCT Equal to 1 if firm is involved in restructuring as indicated by nonzero values for
Compustat items RCP, RCA, RCEPS, or RCP, and 0 otherwise

AAUDITOR Equal to 1 if firm has a change in auditor, O otherwise

FILINGS_8 K Number of 8-K filings on EDGAR in the 365 days before the statutory due date

AF2003 Equal to 1 if firm is accelerated filer in fiscal year 2003, and O otherwise

LAF2006 Equal to 1 if firm is large accelerated filer in fiscal year 2006, and O otherwise

BD2006 Equal to 1 if firm is under scrutiny for stock options backdating in fiscal year 2006 as
identified by The Wall Street Journal, and O otherwise

1C200# Equal to 1 if firm is accelerated filer complying with SOX Section 404 in year 2004#,
where #={4,5,6}, and 0 otherwise

MWIC Equal to 1 if firm is accelerated filer complying with SOX Section 404 and has an
auditor attested material weakness in internal controls, and O for effective internal
controls (Audit Analytics). In the multivariate analysis (Table 5), this variable is set to
0 for non-accelerated filers and firm-years ending before 15 November 2004

CARNT Cumulative abnormal returns around Form 12b-25 filing summarized over days 0 and
+1, computed as the difference between the raw (cum-dividends) daily return from
CRSP and the average daily return of similar sized firms as identified by the NYSE/
AMEX/NASDAQ year-end cutoffs (CRSP file “erdportl”)

ICSOX Equal to 1 if firm provides an explanation for a filing delay in the Form 12b-25 narrative

disclosure that is related to SOX internal control implementation or material weakness,
0 otherwise
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