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Abstract: Research suggests that mandatory disclosure hinders managers’ ability to learn from
their own stock prices in making investment decisions. We build on this research by examining
how mandatory disclosure impacts the learning of managers of peer firms. Using the introduction
of mandatory segment disclosure under SFAS 131, we document a significant decrease in
investment-q sensitivity for peer firms, suggesting decreased investment efficiency. We also find
that the decrease in sensitivity is concentrated among peers with lower financial constraints and
higher informed trading, as well as those with greater economic links to disclosing firms.
Collectively, our findings suggest that mandatory disclosure interferes with peer firm managers’
learning from their own stock prices. We provide novel evidence that mandatory disclosure has
negative externalities to peer firms’ investment.
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1. Introduction

In this study, we explore how mandatory disclosure impacts the ability of peer firm
managers to learn from their stock prices when making investment decisions. Research documents
that mandatory disclose results in inefficient investment by impeding disclosing firm managers’
ability to learn from their own stock prices (e.g., Jayaraman and Wu 2019; Goldstein et al. 2021).
However, a critical, but as of yet unexplored question, is whether the effects of mandatory
disclosure on managerial learning from price go beyond the disclosing firm, spilling over to their
peers.

The impact of mandatory disclosure on peer firms’ ability to learn information from price
is likely shaped by multiple economic forces. First, mandatory disclosure reduces the relative
information advantage of informed traders of peer firms by mitigating information asymmetry
between informed and uninformed traders due to the peer firm’s economic links to the focal firm
(i.e., the disclosing firm).! Thus, as focal firms’ disclosure decreases the information advantage
held by informed traders about peer firms, these traders are less likely to acquire private
information and trade on it. To the extent that some of this private information is unknown to peer
firm managers, mandatory disclosure can impede peer firm managers’ ability to learn from their
own stock prices to guide their investment decisions.?

On the other hand, there is a second force through which mandatory disclosure may affect
peer firm managers’ ability to learn from their stock price, absent information spillover effects

from disclosing firms. Specifically, when mandatory disclosure reduces the expected returns to

1 See Foster (1981), Olsen and Dietrich (1985), Baginski (1987), Clinch and Sinclair (1987), Han et al. (1989), Han
and Wild (1990), and Shroff et al. (2017) for empirical evidence.

2 For managerial learning from prices to exist, it suffices to assume that managers are not perfectly informed about all
factors that are relevant to their investment decisions. While firm managers are presumably likely better informed
about firm-specific factors than investors, it is possible that some informed investors collectively are better informed
about various relevant industry, geopolitical, and macroeconomic factors, for example.

1



acquiring and trading on private information about the disclosing firm (Diamond 1985), informed
traders have incentives to reallocate information acquisition effort to economically linked firms.
This substitutability between investor information acquisition about the disclosing firm and its
peers may actually increase peer firm managers’ ability to learn from prices. As it is ex ante unclear
which economic forces dominate, we take our question to data.

We use the introduction of mandatory segment reporting under SFAS 131 as our setting.
SFAS 131 required firms to provide disaggregated segment information based on a management
approach, namely how financial results of business units are reviewed by management. Jayaraman
and Wu (2019) provide evidence that SFAS 131 resulted in decreases in stock illiquidity and
managerial learning from stock prices for firms that increased the number of segments disclosed
followed the enactment of SFAS 131. Following Jayaraman and Wu (2019) we classify firms that
increased segment disclosure under the new regime as disclosure firms (i.e., focal firms). We then
use Hoberg and Phillips” (2010) product similarity measure to identify non-focal firms that are
peers of focal firms (peer firms), and we categorize all remaining firms as control firms. Our final
sample consists of 3,218 firms: 840 focal firms, 1,369 peer firms, and 1,009 control firms.

We begin by examining the effect of mandatory segment reporting on informed trading, as
proxied by the probability of informed trading (PIN). After confirming Jayaraman and Wu’s
(2019) result of a decrease in PIN among focal firms, we find that peer firms also experience a
decrease in PIN compared to control firms. This finding suggests that mandatory segment
reporting discourages private information production by informed traders of peer firms. To the
extent that peer firm managers rely on information in their stock prices to guide their investment,

as suggested by prior studies (e.g., Chen et al. 2007; Bai et al. 2016), a decline in informed trading



is expected to have an adverse effect on their ability to learn decision-relevant information from
their own stock prices.

We test this prediction using an investment-q sensitivity framework (Bai et al. 2016;
Goldstein et al. 2021). First, we confirm Jayaraman and Wu’s (2019) finding of a marked decrease
in investment-q sensitivity for focal firms. Controlling for the effect of focal firms, we document
that peer firms experience a significant decrease in investment-q sensitivity, compared to control
firms. In terms of relative economic magnitude, the spillover effect of mandatory segment
reporting on peer firms’ investment-q sensitivity is 74% of the focal firm effect. Further, we find
little change in the sensitivity of investment to cash flows, suggesting that time-varying investment
opportunities do not drive our results. Also, we find no apparent trend in investment-q sensitivity
between the peer and control groups prior to the enactment of SFAS 131. Combined with our PIN
results, this evidence suggests that mandatory disclosure by focal firms discourages informed
traders of peer firms from acquiring information and trade on it, decreasing the informativeness of
stock prices, and that peer firm managers are less able to rely on price signals in making investment
decisions following the passage of SFAS 131.

Next, we investigate whether this decrease in investment-g sensitivity among peer firms
varies by financial constraints. This test is motivated by the idea that managers are better able to
adjust investments in response to signals in price when they are financially unconstrained (Bakke
and Whited 2010). Consistent with this argument, we observe a significant decrease in investment-
g sensitivity among financially unconstrained peer firms. In contrast, financially constrained peers
do not experience any change. In addition, since price-based learning is higher for firms with more
active informed trading (Chen et al. 2007), we predict and find a more prominent decrease in

investment-g sensitivity when financially unconstrained firms are actively traded by informed



traders. These results strengthen our inference of priced-based learning as an explanation for the
decrease in investment-q sensitivity among peer firms we document.

We maintain that the mechanism underlying the adverse effect of focal firms’ disclosure
on peer firms’ learning from prices is information spillover—focal firms’ segment disclosure
reduces information asymmetry between uninformed and informed investors about peer firms. As
a result, informed traders acquire less information about peer firms as the expected profits from
information acquisition decrease. Thus, we expect the decrease in investment-q sensitivity among
peer firms to be more pronounced for peers with the closest economic links to focal firms.

We test this prediction by measuring the economic links between focal and peer firms using
Hoberg and Phillips’ (2010) product similarity score. If focal and peer firms have similar products,
focal firms’ disclosure is more informative to investors of peer firms. We find that the decrease in
investment-g sensitivity is concentrated among peer firms that are most closely economically
linked to focal firms. Since financially unconstrained firms are more affected by price-based
learning, we also expect a more marked decrease in investment-g sensitivity when close peers are
financially unconstrained. This is what we document: financially unconstrained peer firms that are
economically close to focal firms experience the greatest decrease in investment-q sensitivity.
These results further support the idea that mandatory disclosure has important spillover effects on
peer firms’ ability to learn from their own stock prices in making investment decisions.

We further substantiate our inferences by examining the effect of mandatory segment
reporting on peer firms’ profitability. If reduced managerial learning from stock prices results in
inefficient investment, peer firms’ profitability will decrease. Consistent with this prediction, we
find that peer firms experience a decrease in profitability, and this decrease is concentrated among

financially unconstrained peers. These findings suggest that mandatory segment disclosure by



focal firms leads to inefficient investment by unconstrained peer firms by impeding their ability to
learn from stock prices.

We conclude our analyses with a series of robustness tests. First, we find consistent results
using an alternative definition of investment based on R&D expense plus capital expenditures, as
R&D comprises a type of investment about which managers can learn from the market. Second, if
firms complement mandatory segment disclosure with voluntary earnings guidance (Fox et al.
2022), peer firm managers may increase voluntary disclosure. To the extent that such disclosures
reduce informed traders’ information advantage and thus discourage private information
production by informed traders (Chen et al. 2021), the decrease in investment-q sensitivity by peer
firms could also be due to changes in their disclosure behavior. However, our findings are robust
to controlling for voluntary disclosure.

Our findings contribute to two streams of literature. First, we contribute to the literature on
the economic consequences of mandatory disclosure. Recent evidence suggests that mandatory
disclosure can impose real costs on disclosing firms by reducing managers’ ability to learn from
their stock prices when making investment decisions (Jayaraman and Wu 2019; Pinto 2019; Bird
et al. 2021; McClure et al. 2020; Goldstein et al. 2021). In particular, Jayaraman and Wu (2019)
show that mandatory segment disclosure reduces managerial learning from stock prices among
firms directly affected by SFAS 131. We extend this strand of research by demonstrating that
mandatory disclosure also impedes peer firm managers’ ability to glean information from their
stock prices to guide their investment decisions.

Second, our findings contribute to the literature on the spillover effects of mandatory
disclosure on peer firms. Both theoretical and empirical research presents informational spillover

benefits to investors of peers of disclosing firms as a justification for mandating disclosure (Admati



and Pfleiderer 2000; Bushee and Leuz 2005; Kim and Ljungqvist 2021). However, our findings
indicate that mandatory disclosure can also result in real costs to peers of disclosing firms. Overall,
our evidence helps paint a fuller picture of the costs and benefits of mandatory disclosure, and
should thus better inform the evaluation of future potential mandatory disclosure regulation (Leuz

and Wysocki 2016).

2. Related Literature, Setting, and Hypothesis Development
2.1. Related literature

Our study builds on three areas of literature. First, the literature that examines whether
mandatory disclosure improves the information environment of disclosing firms. Second, the
literature that studies the consequences of mandatory disclosure for the information environment
of peers of disclosing firms. Finally, the literature that examines whether mandatory disclosure
also imposes real costs on disclosing firms via a managerial learning from price channel. We
briefly discuss important findings from the first two streams of research, but primarily focus on
research examining the effects of mandatory disclosure on managerial learning from price, as this
is most closely related to our study.

A long-standing literature documents that mandatory disclosure improves the information
environment of disclosing firms. One line of studies in this literature examines the economic
consequences of securities regulations and changes to broad sets of accounting standards (e.g.,
Sarbanes-Oxley, Reg FD, mandatory IFRS adoption), while another line of studies focuses on
specific accounting standards.® Of most relevance to our study is research examining the

informational benefits of SFAS 131. For example, Berger and Hann (2003) show that SFAS 131

3 See Fields et al. (2001), Beyer et al. (2010), and Leuz and Wysocki (2016) for reviews of this area of research.
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resulted in an increase in segment reporting, improved analyst forecasts, and better monitoring of
diversified firms. Ettredge et al. (2005) document that SFAS 131 increased the market’s ability to
predict future earnings (FERC) of firms that went from disclosing only a single segment to multiple
segments. Finally, Jayaraman and Wu (2019) find decreases in stock illiquidity and informed
trading among firms affected by the enactment of SFAS 131. Collectively, this line of research
documents that mandatory segment disclosure improves the information environment of disclosing
firms.

The second related stream of literature documents spillover effects of disclosed information
on the information environment of peer firms. Several studies establish that earnings
announcements and management earnings forecasts provide information to investors about other
firms that are economically connected to announcing firms (e.g., Foster 1981; Olsen and Dietrich
1985; Baginski 1987; Clinch and Sinclair 1987; Han et al. 1989; Han and Wild 1990). Other
research examines the spillover effects of mandatory disclosure. For example, Bushee and Leuz
(2005) use the adoption of disclosure regulation to the OTCBB in 1999, namely the “Eligibility
Rule,” and show that already compliant firms exhibit increases in stock liquidity, consistent with
externalities of mandatory disclosure. Chen et al. (2021) use the mandatory derivative disclosures
enacted by SFAS 161 and show that suppliers whose customers are required to increase
derivatives-related disclosure experience a decrease in information asymmetry between informed
and uninformed investors, suggesting that the information spillover effects of mandatory
disclosure extend to supplier/customer relationships. In light of the unraveling results (Grossman
and Hart 1980; Grossman 1981; Milgrom 1981), such evidence on information spillover benefits

is viewed as a justification for advocating mandatory disclosure (Beyer et al. 2010). However,



there is a lack of evidence on whether mandatory disclosure has real spillover effects on peer firms,
and, if so, whether the effect is beneficial or detrimental to peer firms’ investment decisions.

In contrast to research providing evidence of informational benefits of mandatory
disclosure, there is a nascent line of research exploring potential real costs of mandatory disclosure,
specifically through a managerial learning from stock price channel. This stream of literature
builds on the notion that stock prices aggregate private information, which is otherwise dispersed
across investors (Hayek 1945). Disclosure theory posits that mandatory disclosure can reduce
informed investors’ incentives to gather private information about disclosing firms by narrowing
the information gap between informed and uninformed traders. To the extent that private
information in stock prices is new to managers, mandatory disclosure can impair managers’ ability
to learn from their stock price to guide their investment decisions (Gao and Liang 2013; Goldstein
and Yang 2019).

Recent empirical studies provide evidence consistent with this prediction. In particular,
Jayaraman and Wu (2019) find that firms that provide more segment disclosure after the enactment
of SFAS 131 experience decreases in both private information production by informed traders and
investment-q sensitivity, consistent with reduced managerial learning from prices. In other related
studies, Goldstein et al. (2021) and Bird et al. (2021) use the staggered implementation of the
SEC’s EDGAR system and document decreases in investment-q sensitivity for affected firms.
These studies go beyond prior literature documenting informational benefits of mandatory
disclosure by uncovering important real costs of mandatory disclosure. However, research has not
yet considered the potential effects of mandatory disclosure on peer firm managers’ ability to learn
from their stock prices.

2.2. Mandatory segment reporting enacted under SFAS 131



Released by the FASB in 1997, SFAS 131 requires U.S. firms to publicly disclose
disaggregated financial information for the same segments the firm considers when making
internal decisions. For example, if a firm internally splits its financial performance amongst four
different segments to inform its decisions, SFAS 131 requires the firm to include disaggregated
financial information about those four segments in its financial reports.

SFAS 131 provides an excellent setting to examine the effect of mandatory disclosure on
peer firm managers’ ability to learn information from prices for two primary reasons. First, prior
studies have established both informational benefits and real costs associated with the new segment
disclosures enacted under SFAS 131 for disclosing firms. Second, Jayaraman and Wu (2019)
suggest that disaggregated sales information newly available under SFAS 131 informs investors
about disclosing firms’ competitive environment, which leads to informed traders reducing their
information acquisition activities. Thus, SFAS 131 has a natural link to the detection of potential
spillover effects of disclosure to other firms competing in similar product markets.

SFAS 131 also offers econometric advantages to the identification of the effect of
mandatory disclosure on peer firms’ ability to learn from stock prices. Although SFAS 131 applies
to all U.S. firms, some firms were already in compliance with the new disclosure requirement prior
to its enactment. This feature allows us to identify a set of control firms, against which we
benchmark the treatment effect. However, it is possible that some firms decided to not comply
with SFAS 131. To the extent that this non-compliance problem is substantial, it weakens the
power of our tests. Also, the non-staggered nature of SFAS 131 increases the possibility of time-
varying correlated omitted bias. Accordingly, we mitigate this concern by examining within-
treatment sample variation in the treatment effect.

2.3. Hypothesis development



The potential effects of mandatory disclosure on peer firm managers’ ability to learn from
their own stock prices is determined by multiple economic forces. As discussed above, prior
studies provide evidence that a firm’s disclosure provides informative signals about its peer firms’
performance when the firms’ fundamentals are economically connected (e.g., Foster 1981; Olsen
and Dietrich 1985; Baginski 1987; Clinch and Sinclair 1987; Han et al. 1989; Han and Wild 1990;
Bushee and Leuz 2005; Chen et al. 2021). This information spillover channel suggests that
mandatory disclosure by the focal firm could reduce the information advantage of peer firms’
informed traders against uninformed traders. As a result, informed traders may scale back
information acquisition about peer firms, leading to a decrease in the amount of private information
in peers’ stock prices. To the extent that some of this information was unknown to peer firm
managers, their ability to glean new information from prices to guide their investment decisions
may decrease following an increase in mandated disclosure.

However, mandatory disclosure can also impact peer firm managers’ learning from stock
prices absent information spillover effects. Here, the effect depends on whether private
information about focal firms and that of peer firms function as complements or substitutes
(Tookes 2008; Goldstein and Yang 2015).* Complementarity between two pieces of information
arises when acquiring one piece of information increases the expected returns to acquiring the
other piece of information.® If this is this case, as mandatory disclosure by focal firms discourages

informed traders from collecting and trading on private information about focal firms, expected

4 Tookes (2008) develops a model in which informed traders have incentives to trade competitors’ stocks. Goldstein
and Yang (2015) develop a model in which informed traders acquire and trade on information about multiple sources
of uncertainty regarding firm value. They show that acquiring information about one dimension of uncertainty can
increase (i.e., complement) or decrease (i.e., substitute for) informed traders’ information acquisition of the other type
of uncertainty. The intuition of these predictions is also applicable to our setting, in which informed traders decide to
collect private information about focal and peer firms when both are subject to correlated sources of uncertainty.

5 Toillustrate, consider unannounced iPhone and Samsung Galaxy updates. Demand for the iPhone is determined both
by its absolute quality and its quality relative to the Samsung Galaxy. In this case, private information about upcoming
iPhone updates is more valuable when traders also have information about Samsung Galaxy updates.
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returns to acquiring private information about peer firms may also decrease, resulting in decreased
informativeness in peer firm stock prices. This would cause peer firms to suffer a decrease in their
ability to learn information from their stock prices.

On the other hand, if private information about focal firms and peer firms function as
substitutes, informed investors will gather more private information about peer firms when
mandatory disclosure by focal firms erodes their information advantage with respect to focal
firms.8 In other words, when trading multiple stocks, informed traders may reallocate information
acquisition effort from focal firms to peer firms. This reallocation decision would increase the
informativeness of peer firms’ stock prices, resulting in improved managerial learning from price.
Due to the presence of these competing predictions, we state our hypothesis in alternative form:
H1: Peer firm managers’ ability to learn from their own stock prices increases or decreases after
mandatory disclosure by focal firms.

3. Sample and Research Design
3.1. Sample Selection

To facilitate comparison, we begin our sample selection by obtaining a sample of the 3,814
unique firms included in Jayaraman and Wu (2019).” Our sample period begins five years before,
and ends five years after, the implementation of SFAS 131, resulting in 33,548 firm-year
observations (we exclude the year of implementation). We then restrict this sample to firm-year
observations that are in the product similarity database of Hoberg and Phillips (2010) and also

have at least one peer in the database. Additionally, we require focal firms to have at least one non-

6 For example, consider a case of future demand for lumber from Lowe’s and future demand for nails from Home
Depot. Because demand for each of the products is informative about overall demand for building supplies,
information about future demand for nails from Home Depot is more incrementally useful when information about
future demand for lumber from Lowe’s is not known.

7 See Table 1 of Jayaraman and Wu (2019) for a decomposition of these 3,814 firms by changes in the number of
segments around the enactment of SFAS 131. We are grateful to Sudarshan Jayaraman and Joanna Wu for providing
us with the sample used in their study.
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focal peer that meets the above requirements. These requirements result in 25,921 firm-year
observations. We also eliminate 1,092 observations for firms that do not have financial information
in the year prior to SFAS 131 implementation. We further eliminate firm-year observations
belonging to the utilities and financial services industries, resulting in 24,829 firm-year
observations. Finally, we eliminate firm-year observations that do not have sufficient data to
calculate variables used in investment-g sensitivity tests or singletons (i.e., only one observation
for a firm in our sample). Our final sample consists of 23,657 firm-year observations, although
sample size varies in some of our analyses due to additional data requirements. Panel A of Table
1 summarizes our sample selection process.
3.2. Research design and summary statistics

We follow prior research and classify firms that disclosed more segments following the
enactment of SFAS 131 as “affected” (i.e., focal) (Jayaraman and Wu 2019). Unique to our study,
we identify peers of focal firms by splitting unaffected firms into two groups: peer firms and
control firms. We do this using the Hoberg and Phillips’ (2010) measure of firms’ product
similarity. Specifically, we define a firm as a peer if it meets both of the following conditions in
the fiscal year immediately before SFAS 131 implementation: (1) the firm is one of the five most
closely related non-focal peers of at least one focal firm and (2) the Hoberg and Phillips (2010)
product similarity score between the firm and its focal firm is above the threshold that Hoberg and
Phillips (2010) identify as being equivalent in coarseness to three-digit SIC codes. Firms that are
not classified as focal firms or peer firms are classified as control firms. Our sample of 3,218 firms
consists of 840 (26.1%) focal firms, 1,369 (42.5%) peer firms, and 1,009 (31.4%) control firms.

Panel B of Table 1 summarizes this classification process.
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Our first analysis examines informed trading around the passage of SFAS 131. Mandatory
segment reporting may affect peer firm managers’ ability to learn from their own stock prices
because focal firms’ segment disclosure can affect peer firms’ informed traders’ incentives to
acquire information and trade on it. To provide evidence on this mechanism, we estimate the
following generalized difference-in-differences regressions (with firm subscripts omitted):

PINt = a + y + p1FOCAL*POST + SoPEER*POST + [3SIZE + faPRC_INVi + & (1)
where PIN is the probability of informed trading, calculated by Brown et al. (2004) following the
approach of Easley et al. (1997). FOCAL is equal to one if the firm is classified as a focal firm,
and zero otherwise. PEER is equal to one if the firm is classified as a peer firm, and zero otherwise,
as detailed above. POST is equal to one (zero) in the five fiscal years following (preceding) SFAS
131 implementation. SIZE is firm size, measured as the log of the market value of equity, and
PRC_INV is the inverse of the firm’s stock price at the end of the fiscal year. To alleviate the
impact of outliers, all continuous variables are winsorized at the 1% and 99t percentiles. Firm and
year fixed effects are represented by a and vy, respectively, which absorb the main effects of both
FOCAL and PEER, as well as POST, respectively. We follow Jayaraman and Wu (2019) and
cluster standard errors by industry at the two-digit SIC industry level. The 1 and S. coefficients
capture the incremental effect of the enactment of SFAS 131 on informed trading of focal firms
and peer firms, respectively, compared to control firms.

Our primary hypothesis pertains to managerial learning from stock prices. Because
managerial learning is not directly observable, we follow prior studies (e.g., Chen et al. 2007; Bai
et al. 2016; Jayaraman and Wu 2019) and use investment-q sensitivity as a proxy for managerial
learning from prices. To identify the effect of SFAS 131 on investment-q sensitivity, we estimate

the following OLS regression (with firm subscripts omitted):
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INVi+1 = a + y + Sig + f2CFO¢ + BsFOCAL*POST + B4PEER*POST + Bsq*FOCAL +

Bsq*PEER + B:q*POST + Bsq*FOCAL*POST + Boq*PEER*POST + 10CFO*FOCAL

+ (11CFO*PEER + f12CFO*POST + f13CFO*FOCAL*POST+

S1aCFO*PEER*POST + 15SIZE + & (2)
where INV1 represents capital expenditures in year t+1 scaled by property, plant, and equipment
as of year t; q is Tobin’s @, a price-based measure of investment opportunities, defined as the
market-value of total assets scaled by the book-value of total assets; CFO, defined as cash flow
from operations scaled by beginning-of-year total assets, proxies for non-price-based investment
opportunities; and all other variables are as defined above. Following Jayaraman and Wu (2019),
we standardize g and CFO to increase the interpretability of the results. As in equation (1), we
include firm and year fixed effects and cluster standard errors at the industry level. The g and f9
coefficients capture the differential change in investment-q sensitivity of focal and peer firms
respectively, compared to control firms around the enactment of SFAS 131.

We present full sample summary statistics in Table 2. The mean value of investment, INV,
is 37.9% of lagged net property, plant, and equipment. The mean Tobin’s q is 2.224. Panel B of
Table 2 provides pre-SFAS 131 differences across focal, peer, and control observations. The mean
values of INV are 0.426 for focal firms, 0.474 for peer firms, and 0.444 for control firms.
Differences in INV are significant between focal and peer groups and between peer and control
groups but insignificant between focal and control firms. The mean values of Tobin’s g show the
same increasing patterns, being highest for peer firms (2.383) and lowest for focal firms (2.115).
Including firm fixed effects in our generalized difference-in-differences design mitigates the

concern that uncontrolled firm-heterogeneity confounds the identification of the treatment effect.

We assess the parallel trends assumption to further mitigate this concern.

4. Results
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4.1. Informed trading

We present the results of estimating equation (1) in Table 3. We display two specifications.
Model (1) replicates the result of Jayaraman and Wu (2019) by treating all non-focal firms as
“unaffected” firms. In Model (2), we separate unaffected firms into peers of focal firms and control
firms. As shown in Column (1), we successfully confirm the results of Jayaraman and Wu (2019).
The coefficient on FOCAL*POST is negative and significant at p-value<.01, suggesting a decrease
in informed trading among disclosing firms following the implementation of SFAS 131 compared
to non-disclosing firms.

Importantly, the results in Model (2) provide evidence of a spillover effect of mandatory
segment reporting on informed trading about peer firms. Specifically, the coefficient on
PEER*POST is negative and significant at p-value<.01, indicating that peers of disclosing firms
experience a significant decrease in informed trading compared to control firms. The coefficient
on FOCAL*POST remains negative and significant at p-value<.01. In terms of relative economic
significance, the effect of SFAS 131 on peer firms’ informed trading is about 60% of that on focal
firms (-0.009/-0.015). This novel finding suggests that mandatory segment reporting decreases
informed trading in peer firms’ stocks by reducing the information advantage held by informed
traders about peer firms.

4.2. Investment-q sensitivity

Table 4 presents results of estimating equation (2), which tests our primary hypothesis
concerning the effect of mandatory segment reporting on peer firms’ ability to learn information
from their stock prices. Similar to Table 3, we present two specifications. Model (1) shows a
baseline specification without peer firms, while Model (2) includes focal, peer, and control groups.

The results in Model (1) confirm the findings of Jayaraman and Wu (2019), as the coefficient on
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g*FOCAL*POST is negative and significant at p-value<.05, consistent with an incremental
decrease in investment-q sensitivity among focal firms, compared to all non-disclosing firms.

With respect to our hypothesis, the results in Model (2) show that peers of disclosing firms
also experience a significant decrease in investment-q sensitivity. Specifically, the coefficient of
-0.035 on g*PEER*POST (p-value<.01) indicates that peer firms experienced a 18.9% decrease in
investment-g sensitivity following the enactment of SFAS 131, relative to their pre-period
sensitivity . The coefficient on g*FOCAL*POST remains negative and significant. The magnitude
of the spillover effect of mandatory segment reporting on peer firms’ investment-q sensitivity is
about 73.5% of the disclosing firm effect. Further, the coefficient estimate on CFO*PEER*POST
is insignificant, suggesting that managers’ reliance on cash flows does not change following the
adoption of SFAS 131. Prior research has argued that cash flows capture non-price-based
investment opportunities (Jayaraman and Wu 2019). Thus, this result mitigates time-varying
investment opportunities as a confounding factor. The findings in Table 4 provide evidence
consistent with peer firms suffering a loss in their ability to learn from their own stock prices as a
result of focal firms’ mandatory disclosure, an important and previously undiscovered real
spillover cost of mandatory disclosure.
4.3. Parallel trends

Underlying the identification of the spillover effects of mandatory disclosure in a
difference-in-differences design is the parallel trends assumption. In our setting, this assumption
implies that, absent the enactment of SFAS 131, PIN and investment-q sensitivity would have

behaved in a similar manner between peer firms and control firms. Following the advice of Roberts

8 A one standard deviation increase in Tobin’s  is associated with an increase in investment by 0.185 in the pre-SFAS
131 period for peer firms (coefficient on q [0.163] + coefficient on g*PEER [0.022]). The coefficient of -0.035 on
g*PEER*POST suggests a 18.9% decrease in pre-SFAS 131 period investment-q sensitivity (-0.035/0.185).
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and Whited (2013) we explore trends in PIN and investment-q sensitivity in the years prior to the
enactment of SFAS 131. To do this, we create multiple indicator variables denoting each year
during our sample period and then interact these yearly indicators with PEER. We omit
observations in the first three years to serve as the baseline. Thus, the coefficient estimate on each
year indicator interacted with PEER captures the yearly differences in PIN and investment-q
sensitivity between peer and control groups compared to differences in the baseline years.

Figures 1 and 2 plot the yearly coefficient estimates for PIN and investment-q sensitivity,
along with 95% confidence intervals. In Figure 1, differences in PIN between peer firms and
control firms appear trivial in the years prior to the enactment of SFAS 131, and gradually increase
in the four years following its enactment, becoming statistically significant in year t+3. In Figure
2, similar to Figure 1, differences in investment-q sensitivity decrease in the first three years of the
post-SFAS 131 period before converting to the baseline differences, and no clear pre-trend is
observed. However, we recognize that the difference in investment-q sensitivity in the year just
prior to SFAS 131 implementation is somewhat high, although statistically insignificant. A battery
of within-peer firm heterogeneity tests discussed in the following sections helps alleviate
endogeneity concerns arising from this.
4.4. Cross-sectional tests: Financial constraints

Although the decrease in peer firms’ investment-q sensitivity documented in Table 4
provides evidence consistent with adverse spillover effects of mandatory segment reporting on
peer firms’ ability to learn from stock prices, it is possible that this decrease could be due to
uncontrolled, time-varying factors concurrent with the enactment of SFAS 131. To mitigate this
concern, we examine whether peer firms exhibit predictable cross-sectional heterogeneity in the

treatment effect documented in Table 4.
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First, we differentiate between financially constrained and unconstrained peer firms. If a
decrease in learning from stock prices is indeed responsible for the decrease in investment-q
sensitivity, the decrease should be concentrated among financially unconstrained firms (Jayaraman
and Wu (2019). The intuition underlying this prediction is that firms are better able to adjust their
investment levels in response to changes in price signals when they are more financially flexible
(Bakke and Whited 2010). We test this prediction using measures developed by Whited and Wu
(2006) (WW index) and Hadlock and Pierce (2010) (HP index) as proxies for financial
constraints.? We classify peer firms as constrained (unconstrained) if their financial constraint
values are above (equal to or below) the median peer firm’s financial constraint value in the last
full year before SFAS 131. For these tests, we modify equation (2) by replacing PEER with
PEER_CONS and PEER_UNCONS, denoting financially constrained and unconstrained peer
firms, respectively.

The results of these cross-sectional tests are presented in Panel A of Table 5. We present
only the relevant coefficients for brevity. Model 1 (2) presents the results using the HP index (WW
index). The results support our prediction that the decrease in investment-q sensitivity is
concentrated among financially unconstrained peer firms. Specifically, both coefficients on
g*PEER_UNCONS*POST are negative and significant at the 5% level or better. In contrast, the
coefficients on g*PEER_CONS*POST are insignificant in both models, and the difference in the
coefficients is statistically significant in both models. These results are consistent with financially
unconstrained firms being most impacted by reduced learning from stock prices.

Next, we explore whether the more marked decrease in investment-q sensitivity by

financially unconstrained peer firms is concentrated in those with higher levels of informed

9 The WW index = 0.65 — 0.091*Cash flow — 0.062*Dividend dummy + 0.021*Long-term debt — 0.044*Size +
0.102*Industry sales growth — 0.035*Sales growth, while the HP index = —0.737*Size + 0.043* Size? — 0.040*Age.
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trading. The intuition behind this test is that peer firms that previously relied more on signals in
prices in the pre-SFAS 131 period (i.e., firms with higher levels of informed trading) will suffer
more severely from the negative effects of mandatory segment reporting on informed trading. We
test this prediction by dividing the sample based on the level of informed trading in the pre-SFAS
131 period. Firms are sorted into the HIGH PIN (LOW PIN) subsample if PIN in the last full year
before SFAS 131 implementation is above (equal to or below) the median PIN value. We then
repeat our cross-sectional tests based on financial constraints within each PIN subsample.

Results are presented in Panel B of Table 5. Models (1) and (2) present results for the HIGH
PIN subsample, while Models (3) and (4) present results for the LOW PIN subsample. In Models
(1) and (2), the HIGH PIN subsample, the coefficients on g*PEER_UNCONS*POST are negative
and significant, whereas in Models (3) and (4), the LOW PIN subsample, they are insignificant. In
contrast, the coefficients on g*PEER_CONS*POST are insignificant across all models. These
results show that financially unconstrained peer firms suffer a significant decrease in investment-
g sensitivity only if they had high levels of informed trading prior to SFAS 131. These results are
consistent with price-based learning, but difficult to reconcile with alternative explanations. More
specifically, any non-learning alternative explanation for these findings would need to explain why
the decrease in peer firms’ investment-q sensitivity is only significant for financially unconstrained
peer firms with high levels of informed trading prior to SFAS 131.
4.5. Cross-sectional tests: Economic links between focal and peer firms

A central premise underlying the spillover from focal firms’ disclosure to peer firms’
investment decisions is that focal and peer firms are economically linked. As such, focal firms’
segment disclosure assists peer firms’ uninformed investors in reducing their information gap

relative to informed traders. In addition, the complementary relation between private information
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about focal firms and that of peer firms should be stronger when their fundamentals are more
closely connected. We thus expect the decrease in investment-q sensitivity to be more pronounced
for peer firms that are most closely economically linked to focal firms.

To test this prediction, we measure the extent to which peer firms are economically
connected to focal firms using the average of the Hoberg and Phillips (2010) product similarity
score(s) between the peer firm and its focal firm(s) (Product Similarity). As two firms’ product
spaces overlaps more, the focal firms’ segment disclosure should be more useful to peer firms’
investors. We complement the similarity measure by counting the number of focal firms that each
peer firm is connected to (#Linked Focal Firms). The intuition for this proxy is that each focal
firm’s segment disclosure is a relatively noisy signal of peer firm performance. However, when a
peer firm is linked to more focal firms, peer firm investors observe more of these (noisy) signals.
To the extent that noise in focal firms’ disclosures is canceled out, investors obtain more precise
information about peer firms when those firms are linked to more focal firms. For these tests, we
partition peer firms into close peers and relatively distant peers by creating two indicators denoting
peer firms with above-median (PEER_CLOSE) and below-median (PEER_DIST) pre-period
values of Product Similarity and #Linked Focal Firms. Similar to our prior cross-sectional tests,
we modify equation (2) by replacing PEER with PEER_CLOSE and PEER_DIST, denoting close
and distant peers, respectively.

We present the results in Panel A of Table 6. Model 1 (2) presents the results using Product
Similarity (#Linked Focal Firms) as a proxy for the strength of the economic links between focal
and peer firms. The results are consistent with our expectations. Specifically, the coefficients on
g*PEER_CLOSE*POST are negative and significant at the 5% level or better in both models,

suggesting a decline in investment-q sensitivity among peers most closely linked to focal firms. In
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contrast, the coefficients on g*PEER_DIST*POST are insignificant in both models, indicating no
discernable change in investment-q sensitivity among relatively more distant peers. These results
suggest that peer firms with close economic relations to focal firms are most affected by the
reduction in learning from stock prices.

Next, we examine whether the decrease in investment-g sensitivity by close peers is
concentrated in those that are also financially unconstrained. We test this prediction by further
splitting close peers based on financial constraints. For the purpose of comparison, we also split
distant peers based on financial constraints. Thus, we create four indicator variables denoting close
peers with high financial constraints (PEER_CLOSE_CONS), close peers with low constraints
(PEER_CLOSE_UNCONS), distant peers with high constraints (PEER_DIST_CONS), and distant
peers with low constraints (PEER_DIST_UNCONS).

We present the results in Panel B of Table 6. Across the four models, the coefficients on
g*PEER_CLOSE_UNCONS are all negative and significant at p-value<.01, whereas the
coefficients on g*PEER_CLOSE_CONS are all insignificant. These results indicate that close
peers experience a decline in investment-q sensitivity only when they are also financially
unconstrained. In contrast, economically distant peers do not experience a significant decrease in
investment-g sensitivity regardless of their level of financial constraints. Taken together, these
results provide consistent support for the notion that the decrease in investment-q sensitivity
experienced by peer firms is attributable to the spillover effects of mandatory segment reporting.
4.6. Profitability

To provide further insights into the spillover effects of mandatory disclosure, we examine
the impact of mandatory segment reporting on peer firms’ profitability. Mandatory segment

reporting can affect peer firms’ profitability through two countervailing mechanisms. On one hand,
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when peer firms experience a decrease in their ability to learn information from their stock prices
in making investment decisions, their investments should be suboptimal; this should lead to
decreases in profitability. However, mandatory segment disclosure could provide offsetting
benefits. Specifically, segment disclosure by focal firms could mitigate information asymmetry
with capital providers (e.g., Foster 1981; Olsen and Dietrich 1985; Baginski 1987; Clinch and
Sinclair 1987; Han et al. 1989; Han and Wild 1990). A decrease in information asymmetry with
capital providers leads to greater access to external capital and thus peer firms’ profitability may
increase. Overall, the net effects of mandatory segment disclosure on peer firms’ profitability are
unclear.

We test these opposing predictions by estimating the following OLS regression (with firm
subscripts omitted);

ROA( = a+ y + fIFOCAL*POST; + S,PEER *POST; + B3SIZEt + fsPRC_INVi + & (3)
where ROA is measured as income before extraordinary items in year t scaled by total assets in
year t — 1. All other variables are defined as previously. We again include firm (o) and year (y)
fixed effects and cluster standard errors by industry. The f1 and f» coefficients capture the
incremental effect of the enactment of SFAS 131 on the profitability of focal firms and peer firms,
respectively, compared to control firms.

We present the results of estimating equation (3) in Model (1) of Table 7. We find a
significantly negative coefficient on PEER*POST (coefficient = -0.016; p-value<0.10), indicating
a decline in profitability for peer firms. Disclosing firms appear to experience a decline in ROA
(coefficient on FOCAL*POST = -0.017), but the decrease is not statistically significant at
conventional levels (t-statistics=1.563). This lack of significance for focal firms is consistent with

the results documented in Jayaraman and Wu (2019). Because our previous cross-sectional tests
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found that financially unconstrained peer firms suffer the most severe decline in learning from
stock prices, we again split peer firms into financially constrained and unconstrained using our
two measures of financial constraints and report the results in Models (2) and (3). In both models,
we find that only financially unconstrained peer firms experience significant decreases in ROA.
These results imply that mandatory disclosure by focal firms reduces peer firms’ profitability,
consistent with peer firms experiencing a decrease in their ability to learn information from their
stock prices.

4.7. Robustness tests

We conclude our analysis with two untabulated robustness tests. First, we use an alternative
definition of investment. We replace our main dependent variable, INV, with INV_RD, which is
comprised of both capital expenditures and R&D expenses. Using the specification of Table 5,
Panel A, we find that financially unconstrained peer firms continue to experience a significant
decrease in investment-q sensitivity following SFAS 131 when investment is measured as capital
expenditures plus R&D expenses. Conversely, financially constrained peer firms still do not
experience a significant change in investment-q sensitivity. The coefficients for financially
constrained peer firms and financially unconstrained peer firms are again statistically different
from each other.

Second, we control for changes in peer firms’ voluntary disclosure. Prior studies show that
firms can adjust voluntary disclosure by reassessing its net benefits in response to mandatory
disclosure regulation (Noh et al. 2019; Fox et al. 2022). Thus, one may be concerned that the
decrease in investment-q sensitivity we documented around the implementation of SFAS 131
could be confounded by changes in voluntary disclosure. To mitigate this concern, we include an

indicator variable for whether a firm issued earnings guidance in a particular year as an additional
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control variable in the specification used in Panel A of Table 5. We continue to find that financially
unconstrained peer firms experience a significant decrease in investment-q sensitivity, while
constrained peer firms do not. These results alleviate the concern that changes in voluntary
guidance may be an alternative explanation for the decrease in peer firm investment-q sensitivity

associated with SFAS 131 implementation.

5. Conclusion

Using mandatory segment reporting under SFAS 131, we document both statistically and
economically significant decreases in informed trading and investment-q sensitivity for the peers
of firms that are mandated to disclose more segments. Further, we show that the decrease in
investment-g sensitivity is concentrated in financially unconstrained peer firms and those with
stronger economic links to disclosing firms. Lastly, we find a decline in profitability among
financially unconstrained peer firms. Overall, our findings suggest that mandatory disclosure by
focal firms reduces peer firm managers’ ability to learn from stock prices, resulting in investment
inefficiency.

A nascent line of research finds that mandatory disclose results in inefficient investment
by impeding the ability of managers of disclosing firms to learn from their own stock prices
(Jayaraman and Wu 2019; McClure et al. 2020; Goldstein et al. 2021). We extend this line of
research by providing evidence that these real costs of mandatory disclosure via reduced
managerial learning from stock prices spill over to the peers of disclosing firms. Our evidence on
the real spillover costs of mandatory disclosure also contributes to research suggesting
informational spillover benefits to investors of peers of disclosing firms (Admati and Pfleiderer

2000; Bushee and Leuz 2005; Kim and Ljungqvist 2021). Overall, our findings paint a more
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nuanced picture of the overall costs and benefits of mandatory disclosure, thus broadening the

scope of our understanding of the economic consequences of mandatory disclosure.

25



References

Admati, Anat R., and Paul Pfleiderer. "Forcing firms to talk: Financial disclosure regulation and
externalities." Review of Financial Studies 13, no. 3 (2000): 479-519.

Baginski, Stephen P. "Intraindustry information transfers associated with management forecasts
of earnings.” Journal of Accounting Research (1987): 196-216.

Bai, Jennie, Thomas Philippon, and Alexi Savov. "Have financial markets become more
informative?" Journal of Financial Economics 122, no. 3 (2016): 625-654.

Bakke, Tor-Erik, and Toni M. Whited. "Which firms follow the market? An analysis of corporate
investment decisions.” The Review of Financial Studies 23, no. 5 (2010): 1941-1980.

Berger, Philip G., and Rebecca Hann. "The impact of SFAS No. 131 on information and
monitoring." Journal of accounting research 41, no. 2 (2003): 163-223.

Beyer, Anne, Daniel A. Cohen, Thomas Z. Lys, and Beverly R. Walther. "The financial reporting
environment: Review of the recent literature.” Journal of Accounting and Economics 50,
no. 2-3 (2010): 296-343.

Bird, Andrew, Stephen A. Karolyi, Thomas G. Ruchti, and Phong Truong. "More is less:
Publicizing information and market feedback.” Review of Finance 25, no. 3 (2021): 745-
775.

Brown, Stephen, Stephen A. Hillegeist, and Kin Lo. "Conference calls and information
asymmetry." Journal of Accounting and Economics 37, no. 3 (2004): 343-366.

Bushee, Brian J., and Christian Leuz. “Economic consequences of SEC disclosure regulation:
evidence from the OTC bulletin board.” Journal of Accounting and Economics 39, no. 2
(2005): 233-264.

Chen, QIi, Itay Goldstein, and Wei Jiang. "Price informativeness and investment sensitivity to stock
price."” The Review of Financial Studies 20, no. 3 (2007): 619-650.

Chen, Jing, Yiwei Dou, and Youli Zou. "Information externalities of SFAS 161: Evidence from
supply chains.” The Accounting Review 96, no. 4 (2021): 179-202.

Chen, Y., J. Ng, and X. Yang. 2021. Talk less, learn more: strategic disclosure in response to
managerial learning from the options market. Journal of Accounting Research 59 (5):
1609-49.

Clinch, GregJ., and Norman A. Sinclair. "Intra-industry information releases: A recursive systems
approach.” Journal of Accounting and Economics 9, no. 1 (1987): 89-106.

Diamond, Douglas W. "Optimal release of information by firms.” The journal of finance 40, no. 4
(1985): 1071-1094.

Easley, David, Nicholas M. Kiefer, and Maureen O'Hara. "One day in the life of a very common
stock.” Review of Financial Studies 10, no. 3 (1997): 805-835.

Ettredge, Michael L., Soo Young Kwon, David B. Smith, and Paul A. Zarowin. "The impact of
SFAS No. 131 business segment data on the market's ability to anticipate future
earnings." The Accounting Review 80, no. 3 (2005): 773-804.

Fields, Thomas D., Thomas Z. Lys, and Linda Vincent. "Empirical research on accounting choice."
Journal of accounting and economics 31, no. 1-3 (2001): 255-307.

Fox, Zack, Jaewoo Kim, Hunter Pearson, and Kyle Peterson. 2021. Are Mandatory Proprietary
Disclosure and Voluntary Non-Proprietary Disclosure Complements or Substitutes?
Evidence from SFAS No. 131. Working Paper.

26



Foster, George. "Intra-industry information transfers associated with earnings releases." Journal
of Accounting and Economics 3, no. 3 (1981): 201-232.

Gao, Pingyang, and Pierre Jinghong Liang. "Informational feedback, adverse selection, and
optimal disclosure policy.” Journal of Accounting Research 51, no. 5 (2013): 1133-1158.

Goldstein, Itay, and Liyan Yang. "Information diversity and complementarities in trading and
information acquisition.” Journal of Finance 70, no. 4 (2015): 1723-1765.

Goldstein, Itay, and Liyan Yang. "Good disclosure, bad disclosure.” Journal of Financial
Economics 131, no. 1 (2019): 118-138.

Goldstein, Itay, Shijie Yang, and Luo Zuo. “The real effects of modern information technologies.”
No. w27529. National Bureau of Economic Research (2021).

Grossman, Sanford J., and Oliver D. Hart. "Disclosure laws and takeover bids." Journal of Finance
35, no. 2 (1980): 323-334.

Grossman, Sanford J. "The informational role of warranties and private disclosure about product
quality.” Journal of Law and Economics 24, no. 3 (1981): 461-483.

Hadlock, Charles J., and Joshua R. Pierce. "New evidence on measuring financial constraints:
Moving beyond the KZ index." Review of Financial Studies 23, no. 5 (2010): 1909-1940.

Han, Jerry CY, John J. Wild, and K. Ramesh. "Managers' earnings forecasts and intra-industry
information transfers." Journal of Accounting and Economics 11, no. 1 (1989): 3-33.

Han, Jerry CY, and John J. Wild. "Unexpected earnings and intraindustry information transfers:
Further evidence." Journal of Accounting Research (1990): 211-2109.

Hayek, Friedrich August. "The use of knowledge in society."” The American Economic Review 35,
no. 4 (1945): 519-530.

Hoberg, Gerard, and Gordon Phillips. "Product market synergies and competition in mergers and
acquisitions: A text-based analysis." Review of Financial Studies 23, no. 10 (2010): 3773-
3811.

Jayaraman, Sudarshan, and Joanna Shuang Wu. "Is silence golden? Real effects of mandatory
disclosure." Review of Financial Studies 32, no. 6 (2019): 2225-2259.

Kim, Jae Hyoung, and Alexander Ljungqvist. "Information Externalities among Listed
Firms." Available at SSRN 3804235 (2021).

Leuz, Christian, and Peter D. Wysocki. "The economics of disclosure and financial reporting
regulation: Evidence and suggestions for future research.” Journal of accounting research
54, no. 2 (2016): 525-622.

McClure, Charl