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ABSTRACT 

 

This study examines the association between the extent of legal intensity in firms’ 

financial reports and their financial reporting quality. Firms’ financial reports contain 

embedded legal content arising from contracts and agreements underlying their 

operations. Accountants interpret the contract provisions and conditions to determine the 

timing and amounts recognized in financial reports. Legal content is technical and 

complex, creating a potential for misinterpretation and errors in accounting for 

transactions, thus adversely affecting financial reporting quality. Using legal tags in 

companies’ 10-K XBRL filings, I construct a measure of the legal intensity of financial 

reports. I document an inverse association between legal intensity of financial reports and 

financial reporting quality, proxied by accruals quality, analyst earnings forecast errors 

and dispersion, earnings informativeness, and accruals informativeness. The inverse 

association is driven by firm-specific legal content rather than common legal content. 

There is also some evidence that the inverse association is strengthened by high 

operational uncertainty and attenuated by accounting experts on the audit committee. 

Collectively, this study increases our understanding of challenges in translating legal 

content into financial reports and the benefit of audit committee accounting experts in 

this setting. 
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CHAPTER 1 

INTRODUCTION 

 

This study examines the association between the “legal intensity” of firms’ 

financial reports and financial reporting quality. Corporate financial transactions and the 

resultant financial reports contain underlying legal contracts and agreements. Typically, 

operational personnel enter into legal agreements (for example, relating to debt financing, 

sales, capital leases, or compensation) and accountants interpret and translate these 

agreements into journal entries and financial statements. Multiple complex terms in legal 

contracts are interpreted and incorporated in determining the timing and amounts 

recognized in financial reports. Further, considerable legal judgment is needed to 

determine the appropriate accounting treatment for legal content in some situations in 

order to properly record the transactions.1 I define the legal intensity of financial 

reporting as the extent of legal content that has been translated into financial reports. 

Recent developments in accounting standards, such as Revenue from Contracts with 

Customers (ASC 606) and Leases (ASC 842), suggest an increasing emphasis on legal 

content in financial reporting, thus affecting the overall legal intensity of firms’ financial 

reporting. 

I posit that there can be a “disconnect” between the legal content and the 

subsequent recording of transactions. First, the primary purpose of legal agreements is to 

 
1 For example, FAS 166, Accounting for Transfers of Financial Assets, specifies the need for legal 

judgment about whether a transfer is a true sale or a consolidation in order to classify the transfer as a sale 

or a loan. 
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serve the operational needs of the entity (DiMatteo 2010; Schulzke, Berger-Walliser, and 

Marchini 2013) rather than its financial reporting needs. Thus, the translation of legal 

terms to financial reporting could be challenging, particularly if the terms in legal 

agreements are complex and too technical (Grumet 2004; Schulzke et al. 2013). Second, 

accountants who prepare financial statements might not possess the legal expertise 

needed in complex situations. Arthur Levitt, the SEC chairman at the time, noted in his 

famous “Numbers Game” speech that some companies and their auditors recognized 

revenue “at a time when the customer still [had] options to terminate, void or delay the 

sale” (Levitt 1998). This suggests, as Prentice (2001) notes, that accountants or auditors 

may lack the knowledge of “what it takes to have a binding contract for revenue 

recognition.”2 Third, legal experts generally are not involved in setting accounting 

standards and are not held accountable for financial reporting. Therefore, their role in 

advising accountants might be limited. Due to these potential disconnects between legal 

and accounting in the financial reporting system, I predict that legal intensity is likely to 

be inversely associated with financial reporting quality. My first set of empirical tests 

focuses on this association. Next, I consider whether the potential disconnects in the 

translation process of legal content into financial reporting vary with the degree of firm-

specificity of contracts and agreements underlying legal intensity.3 I predict that the 

inverse association between legal intensity and financial reporting quality will be stronger 

 
2 Prentice (2001)’s discussion is focused on the firm’s auditors but it can be applied to the accountants as 

well since they are responsible for preparing the financial statements. 
3 Firm-specificity represents the degree of uniqueness of the terms in contracts and agreements to the firm. 

For example, the inclusion of collateral amounts in debt contracts is common across firms, while 

reclassification from long-term to short-term collateralized borrowing is more firm-specific.  
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for legal intensity arising from underlying contracts and agreements with greater firm-

specificity. Then I consider whether the inverse association between legal intensity and 

financial reporting quality is strengthened by a high operational uncertainty. Finally, I 

consider the moderating effect of corporate governance by examining whether the inverse 

association is attenuated by more effective monitoring of the audit committee.  

I use 10-K financial statements and notes of XBRL filings to generate a 

comprehensive measure of the legal intensity of financial reports.4 XBRL filings use tags 

to define both text and numeric information. I first identify legal tags in 10-K XBRL 

filings. Using three aspects of these tags – the number of numeric legal tags, the number 

of text legal tags, and the text length of narrative legal tags – I construct a summary 

measure (LGLINDEX) of the legal intensity of financial reports. I first validate my 

measure by documenting that LGLINDEX is positively associated with legal contracting 

activities reflected in financial statements (e.g., capital lease and mergers and 

acquisitions) or disclosed in 8-Ks. I find that the legal intensity measure LGLINDEX 

correlates with - but also differs from - other complexity measures (operational 

complexity, accounting reporting complexity, and linguistic complexity of financial 

reporting). I also find that LGLINDEX has the highest level in industries with more long-

term financial or construction contracts, such as Finance and Utilities industries.  

I use five proxies for financial reporting quality (FRQ) in my main analyses: 

accruals quality, analyst earnings forecast errors (the opposite value of analyst forecast 

 
4 XBRL (eXtensible Business Reporting Language) is the open international standard for digital business 

reporting, in which reported information is defined using tags based on taxonomy such as the US GAAP 

taxonomy provided by the Financial Accounting Standards Boards (FASB). The SEC started structuring 

data using XBRL in 2005 https://www.sec.gov/page/osdhistoryandrulemaking. 

https://www.sec.gov/page/osdhistoryandrulemaking
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accuracy) and dispersions, earnings informativeness, and accruals informativeness. I 

document an inverse association between legal intensity (LGLINDEX) and financial 

reporting quality, after controlling for complexity, underlying contracting activities, and 

other determinants of FRQ documented in previous studies. This inverse association is 

consistent with the premise that there are disconnects in translating legal content into 

financial reporting. The association between legal intensity and financial reporting 

quality varies as predicted in cross-sectional tests. First, the inverse association with FRQ 

only exists for LGLINDEX originating from firm-specific legal content but not for 

LGLINDEX originating from common legal content. In addition, there is some evidence 

that the inverse association is strengthened by high operational uncertainty and is 

attenuated by accounting experts on the audit committee. In additional analyses, I also 

find that legal intensity is inversely associated with internal control quality and financial 

reporting comparability but is not associated with financial fraud.  

This study makes the following contributions. First, I identify a hitherto 

overlooked property of financial reporting, legal intensity. Even though legal contracts 

and agreements are the bases of firms’ operations and need to be translated into financial 

reporting, no study has examined the overall legal intensity of financial reports and its 

association with financial reporting quality. This study is particularly timely because 

some recently introduced accounting standards, such as Revenue from Contracts with 

Customers (ASC 606) and Leases (ASC 842), are likely to trigger a significant rise of 

legal intensity in financial reporting. The inverse association between legal intensity and 

financial reporting quality documented in this study suggests that these new standards 
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might have an unintended consequence on financial reporting quality. I also identify that 

legal intensity originating from contracts and agreements with more firm-specific features 

is most likely to be inversely associated with financial reporting quality.  

Second, this study extends the literature of accounting experts on the audit 

committee and audit committee effectiveness. Previous studies have documented the 

critical role of accounting experts on the audit committee in financial reporting. 

Accounting experts on audit committees have been found to improve financial reporting 

quality through various channels such as improving internal control quality, reducing 

litigation concern, promoting better audit quality, restraining managerial manipulation, 

and mitigating the effect of accounting standard complexity (Krishnan 2005; Dhaliwal, 

Naiker, and Navissi 2010; Hoitash, Hoitash, and Bedard 2009; Krishnan and Lee 2009; 

Liu, Tiras, and Zhuang 2014; Chychyla, Leone, and Minutti-Meza 2019). I document that 

accounting experts on the audit committee can also help to mitigate the disconnects in the 

translation of legal content into financial reporting.  

Chapter 2 provides a literature review and background information. Chapter 3 

develops the hypotheses. Chapter 4 describes the construction of LGLINDEX based on 

XBRL 10-K filings. Chapter 5 provides validation for LGLINDEX. Chapter 6 describes 

the research design for financial reporting quality tests. Chapter 7 presents the empirical 

results for the financial reporting quality tests. Chapter 8 presents additional analyses. 

Chapter 9 concludes my dissertation. 
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CHAPTER 2 

LITERATURE REVIEW AND BACKGROUND INFORMATION 

 

2.1 Legal Intensity of Financial Reporting 

Legal intensity of financial reporting arises from underlying legal contracts and 

agreements. Complex clauses and provisions in legal agreements must be considered by 

accountants in determining the amounts and timing of journal entries. For example, the 

expected lifetime of a legal contract (e.g., a lease contract, franchise agreement, or 

subscription contract) can influence amortization or depreciation expenses. The credit 

terms, return policy, and delivery terms in sales contracts can influence the timing and 

amounts in revenue recognition. Terms relating to transferor’s and transferee’s rights in 

contracts relating to the transfer of financial assets can determine how the transferred 

assets will be recorded in the transferor's balance sheet. Various terms in derivative 

contracts, such as the type of the hedged asset or liability, are used to determine whether 

the derivative can be treated under hedge accounting and will consequently affect 

reported income and earnings (ASC 815, Derivatives and Hedging). The vesting 

conditions included in share-based compensation can affect the amount of compensation 

cost recognized and the timing of recognition. The more the legal content that must be 

translated into financial statements and notes, the higher the degree of the legal intensity.  

Legal intensity of financial reporting can also be influenced by accounting 

standards. For example, accounting standards recently issued by the FASB, e.g., ASC 

606 relating to revenue recognition and ASC 842 relating to leases, have significant legal 
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content that must be translated into financial reports and are thus likely to increase the 

legal intensity of financial reporting substantially. Under ASC 606, every separate and 

distinct performance obligation in the sales contract should be identified and considered 

in revenue recognition.5 ASC 842 requires the majority of leases to be capitalized, and a 

legal judgment is needed to identify all leases, including those embedded in an agreement 

that does not include the word “lease.”6,7  

 

2.2 Contracting and Financial Reporting Quality 

A large literature examines whether contracts are associated with the quality of 

financial reporting. This literature mainly focuses on debt and compensation contracts, 

which include accounting numbers as an input in the contract design (Nikolaev 2010, 

Beatty, Ramesh, and Weber 2002; Marquardt and Wiedman 2005; Beneish, Press, and 

Vargus 2012). For example, debt contracts frequently include accounting-based 

covenants (for example, leverage ratio and interest coverage ratio) that the debtor must 

satisfy, and compensation contracts frequently specify accounting-based thresholds (for 

example, earnings per share) for management compensation. Therefore, the research 

focuses on examining the contracts’ effect on financial reporting quality through 

accounting-based financial covenants and belong to two categories in general.  

 
5 According to ASC 606, “a good or service is distinct if both of the following criteria are met: 1. Capable 

of being distinct-The customer can benefit from the good or service either on its own or together with other 

resources that are readily available to the customer. 2. Distinct within the context of the contract-The 

promise to transfer the good or service is separately identifiable from other promises in the contract.” 
6 Leases with a term equal to or less than 12 months will be exempt from capitalization (Azih 2019).  
7 Betesh (2018) notes that “embedded leases may be found in service contracts or other agreements that 

target specific physical assets that are exclusive to the company. Examples include a corporate box at a 

sports stadium, racks at a data center facility, or vehicles used by a transportation service.” 
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First, financial covenants that are often included in contracts, particularly debt 

contracts, promote accounting conservatism and restrict accounting flexibility. Nikolaev 

(2010) finds empirical evidence that the reliance on financial covenants in public debt 

contracts is positively associated with the degree of timely loss recognition. That is 

because debt holders are likely to provide higher incentives for managers and auditors to 

recognize losses more timely to make sure these accounting-based covenants are more 

likely to be binding in distress and thus are more likely to limit opportunistic actions by 

the management. Debt contracts can also have covenants that restrict accounting 

flexibility by excluding mandatory or voluntary accounting changes in covenants to limit 

managerial opportunism in financial reporting using accounting changes (Beatty et al. 

2002). Zimmer (1986) finds that Australian real estate development firms are restricted 

by contracting practice from capitalizing interest except for cost-plus contracts that allow 

interest as a cost.  

Second, the accounting-based financial covenants and targets included in 

contracts may induce ex-post earnings management. DeFond and Jiambalvo (1994) and 

Beneish et al. (2012) document that managers engage in earnings-increasing accruals 

management to avoid debt contract violation. Marquardt and Wiedman (2005) show that 

EPS-based compensation contracts induce managers to manipulate EPS upwards by 

issuing convertible contingent bonds. Ibrahim and Lloyd (2011) documents that the short-

term incentive design in cash bonus contracts induces a higher level of accruals 

management. Bao, Fung and Su (2018) show that managers are more likely to conduct 

real earnings management when there are claw-back provisions in executive 
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compensation contracts. Hou, Jin, Yang, Yuan, and Zhang (2015) documents the 

existence of earnings management associated with a special type of contracts arising from 

China’s Split Share Reform, in which controlling shareholders pledge to meet specific 

earnings-based performance targets as part of the deal with minority shareholders in 

exchange for the right to make their shares publicly tradable.     

In contrast to vast literature relating to the effect of contracts that include 

accounting-based financial covenants on financial reporting quality, a smaller set of 

papers examine the effect of contracts with no link to accounting numbers on financial 

reporting quality. Bova (2013) shows that firms with union contracts are more likely to 

miss analyst forecasts opportunistically to gain a more favorable bargaining position 

when bargaining with their employees than firms without union contracts. Using a natural 

experiment, Chen, Zhang, and Zhou (2018) find that as the enforceability of non-compete 

clauses in compensation contract increases, firms display an increased likelihood of 

meeting short-term earnings benchmarks, especially when the CEO has a lower ability or 

shorter tenures. Heese and P´erez-cavazos (2019) show that firms are more likely to 

commit fraud in cost-plus construction contracts than fixed-price construction contracts 

because cost-plus construction contracts provide firms with the incentive to overcharge 

the other contracting party for construction costs, thus increase their earnings. Vanden 

(2005) documents that derivative contracts written on a firm’s stock price provide 

managers with the incentive to manipulate the firm’s stock price, which will influence the 

value of the firm’s derivative position.  
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Even though there is a vast literature on the association between specific contracts 

or contract provisions and financial reporting quality, there is no study that has examined 

the association between the overall legal intensity of financial reports and financial 

reporting quality to my knowledge.  

 

2.3 XBRL-based Measures of Financial Reporting 

In 2009, the SEC passed the final rule entitled Interactive Data to Improve 

Financial Reporting, requiring all public companies to provide financial statement 

information in the XBRL (eXtensible Business Reporting Language) format (SEC 

2009).8 The rule was implemented in a staggered manner. Large companies started filing 

the financial statements in XBRL format in 2009, and smaller companies followed 

thereafter.9  

XBRL is based on a set of taxonomies (e.g., US GAAP Taxonomy, IFRS 

Taxonomy), which is an electronic dictionary of business reporting that defines tags that 

should be used to represent accounting concepts (Hoitash and Hoitash 2018; Blankespoor 

2019). These XBRL taxonomies are provided by Financial Accounting Standards Board 

 
8 XBRL 10-K filings are reproductions of the audited 10-K filings. Even though the translation to XBRL 

filings is not audited currently, the XBRL filings are reviewed and questioned by the SEC 

https://www.rdgfilings.com/xbrl-limited-liability-faqs/.  
9 The SEC announced a three-year phase-in period from 2009 to 2011. Companies with public equity floats 

above $5 billion were required to file XBRL financial statements and notes on or after June 15, 2009, 

companies with public equity floats above $700 million were required to file XBRL financial statements 

and notes on or after June 15, 2010, and the remaining companies were required to file by June 15, 2011 

(SEC 2009; Dhole, Lobo, Mishra, and Pal 2015).  

https://www.rdgfilings.com/xbrl-limited-liability-faqs/
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(FASB) and updated annually.10 Thus, the XBRL financial statement and notes have tags 

to precisely label the text and numeric information in financial statements and their notes. 

After the adoption of XBRL filings, there is emerging accounting literature that 

constructs measures to capture various financial reporting properties based on XBRL tags 

and taxonomy. For example, Hoitash and Hoitash (2018) construct a measure of 

accounting reporting complexity based on monetary tags in XBRL 10-K filings and show 

that this measure has a greater explanatory power of various negative financial reporting 

outcomes such as misstatements, material weakness disclosures, longer audit delay, and 

higher audit fees than commonly used measures of operating and linguistic complexity. 

Chychyla et al. (2019) construct a measure of accounting standard complexity by linking 

financial statement items in XBRL 10-K filings with accounting standard codifications 

(ASC) through ASC references indicated for each XBRL tag in XBRL taxonomy. 

Chychyla et al. (2019) find that the accounting standard complexity is positively 

associated with the existence of accounting experts on the audit committee and board and 

accounting experts can mitigate the inverse association between accounting standard 

complexity and financial reporting quality. Hoitash, Hoitash, Kurt, and Verdi (2018) 

construct an input-based measure of financial reporting comparability based on XBRL 

monetary tags that quantifies the extent to which pair firms have similar economic events 

and accounting transactions reflected in financial statements. Blankespoor (2019) 

 
10 The first year’s US GAAP taxonomy (2009 US GAAP) was developed by XBRL|US. The first year’s 

and later years’ US GAAP taxonomy are all available at https://xbrl.us/home/filers/sec-

reporting/taxonomies/  

https://xbrl.us/home/filers/sec-reporting/taxonomies/
https://xbrl.us/home/filers/sec-reporting/taxonomies/


 

12 
 

measures the amount of quantitative disclosures in the financial statement footnotes by 

counting numbers tagged in footnotes of XBRL 10-K filings.  

This study extends this stream of literature by proposing an XBRL-based measure 

to capture the amount of legal content translated into financial reports and its association 

with financial reporting quality.   
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CHAPTER 3 

HYPOTHESES DEVELOPMENT 

 

3.1 Legal Intensity and Financial Reporting Quality 

The translation of legal content into financial reports often requires legal 

judgment based on law. For example, to classify a transfer of financial assets as a sale or 

a loan, FAS 166 (ASC 860), Accounting for Transfers of Financial Assets, requires legal 

judgment based on bankruptcy law about whether the transfer is a true sale or part of a 

consolidation.11 To recognize a tax benefit, FIN 48, Accounting for Uncertainty in Income 

Taxes-An Interpretation of FASB Statement No. 109, requires a legal judgment based on 

tax law about whether the tax benefit is more likely than not to be sustained. To present 

the derivative asset and liability as a net amount on the balance sheet, legal judgment 

based on various laws, including state laws and US bankruptcy code, are needed on 

whether the firm has enforceable rights to set off derivatives (ASC 815, Derivatives and 

Hedging).12 Further, determining the nature of liability related to employee’s 

compensation coverage for employees injured on the job requires legal judgment based 

on certain state laws (PwC 2018).13 

 
11 In the context of U.S. bankruptcy laws, a true sale opinion from an attorney is often required to support a 

conclusion that transferred financial assets are isolated from the transferor, any of its consolidated affiliates 

included in the financial statements being presented, and its creditors. In addition, a non-consolidation 

opinion is often required if the transfer is to an affiliated entity (FAS166, Paragraph 27A). 
12 For example, ASC 815-10-45-5 allows derivative balance sheet offsetting if there is a legally enforceable 

master netting arrangement. PricewaterhouseCoopers (PwC)’s Financial statement presentation guide states 

that legal analysis and judgment are required in determining whether a transaction is governed by a master 

netting arrangement or similar agreement and in determining the legal rights of the reporting 

entity/counterparty, as they may vary by contract and by jurisdiction. 
13 PwC’s financial statement presentation guide states that reporting entities should “seek assistance from 

legal counsel to understand whether the primary obligor designation has been transferred to the insurance 
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Even though there is a significant amount of legal content that needs to be 

translated into financial reports and the translation often relies on legal judgment, it is not 

common for accountants to possess legal expertise, making the translation potentially 

problematic.14 For example, Betesh (2018) notes that compliance with the new lease 

accounting standard, ASC 842, “is driven by accounting and SEC compliance teams 

with very little input from the legal department. In my view, this is worrying, to 

say the least.” Also, the legal profession is not heavily involved in developing 

accounting standards, which guide the translation of legal content into financial reports. 

For example, even though ASC 606 emphasizes the importance of relying on contracts in 

revenue recognition, none of the more than 1,300 comment letters submitted in response 

to the exposure draft of ASC 606 was written by a practicing attorney or a legal scholar 

(Schulzke et al. 2013). IASB members that were associated with the revenue recognition 

project, including Tom Linsmeier (a FASB member at the time), reported that they 

“could think of no comment letters from law firms and that the IASB had not actively 

reached out to attorneys” (Schulzke et al. 2013).  

  Additionally, lawyers who generate legal agreements and have the most legal 

expertise in making a legal judgment to determine the appropriate accounting treatment 

for legal terms are not held accountable for financial reporting failures (Coffee 2003; 

 
company, and whether the related liability has been extinguished by purchasing workers’ compensation 

insurance.” 
14 There is no publicly available data on the percentage of corporate accountants with legal expertise. 

Krishnan, Wen, and Zhao (2011) documents that only around 10% accounting experts on audit committees 

have legal expertise, indicating that joint expertise is not prevalent on corporate boards. Also, I find that 

only 2% of companies on BoardEx have CFOs with legal training or legal work experience. 
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Schwarcz 2006).15 Thus, it is unlikely that lawyers recognize financial reporting 

outcomes ex-ante when drafting legal agreements. Further, lawyers generally are not 

involved in generating or monitoring financial reports. Even when responding to inquiries 

from auditors in some situations, the amount of information they can disclose is limited 

since they are subject to the confidentiality rule of professional conduct and their role is 

more as clients’ advocates than as monitors (Reich and Wirtner 2002; Coffee 2003; 

Schwarcz 2006; Auditing Standards 2505).16  

Because of these disconnects between legal and accounting in the financial 

reporting system, the translation of legal content into financial reports could be 

challenging. Thus, I pose the following hypothesis regarding the association between 

financial reporting quality and the legal intensity of financial reporting that represents the 

amount of legal content translated into financial reports:  

H1: Legal intensity in financial reporting is inversely associated with financial reporting 

quality, other things equal. 

 

An alternative explanation for this inverse association is that legal intensity might 

be related to the complexity of the firm. It likely occurs when operations are complicated, 

thus contributing to accounting complexity and to the linguistic complexity in financial 

reporting. Previous research has shown negative associations between these measures of 

complexity and financial reporting quality (Doyle, Ge, and McVay 2007; Li 2008; 

 
15 Section 307 of SOX emphasizes “minimum standards of professional conduct” for corporate lawyers, 

requiring them to report “evidence of a material violation of securities law or breach of fiduciary duty or 

similar violation” to the CEO and Chief Counsel, and if the latter do not take action, to the audit committee, 

or the board (Krishnan et al. 2011). However, section 307 does not discuss lawyers’ role in financial 

reporting (Final Rule Section 307 SOX). 
16 American Bar Association (ABA) Model Rule 1.6 Confidential of Information states that “a lawyer 

should not reveal relating to the representation of a client unless the client gives informed consent” with a 

few exceptions (ABA Rule 1.6). 

https://www.sec.gov/rules/final/33-8185.htm
https://www.americanbar.org/groups/professional_responsibility/publications/model_rules_of_professional_conduct/rule_1_6_confidentiality_of_information/
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Hoitash and Hoitash 2018). Consequently, as I discuss later, I control for operational 

complexity, accounting complexity, and linguistic complexity in disclosure. Thus, my 

analysis isolates the net effect of legal intensity on financial reporting quality, based on 

the premise that there are disconnects in translating legal content into financial reports. 

Although I expect that the disconnects of translating legal content into financial 

reporting can hamper financial reporting quality, it is possible that a high legal intensity 

has a disciplinary effect on firm personnel. Transactions guided by explicit contract terms 

are enforceable (Aghion and Bolton 1992; Christensen, Nikolaev, and Wittenberg-

Moerman 2016) and can involve courts if contracting parties fail to fulfill contractual 

obligations. However, the primary purpose of legal contracts is to facilitate operations 

rather than to serve financial reporting (DiMatteo 2010; Schulzke et al. 2013). Therefore, 

the effect of disconnect likely dominates the disciplinary effect.  

 

3.2 Firm-Specific Legal Intensity vs. Common Legal Intensity 

Next, I consider whether the association between legal intensity and financial 

reporting quality differs in the degree of firm-specificity of legal intensity. Legal 

contracts and agreements can differ in the degree of firm-specific features they include. 

Research on financial reporting comparability shows that a higher level of comparability 

reduces the information acquisition and processing costs for financial reporting monitors 

such as analysts and auditors (De Franco, Kothari, and Verdi 2011; Zhang 2018), which 

confines managers’ incentive or ability to manipulate financial disclosures (Kim, Li, Lu, 

and Yu 2016).  
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Analogously, I predict that, compared to legal content that has more firm-specific 

features, legal content that is relatively generic and comparable across firms is associated 

with fewer disconnects in the financial reporting process. Accountants are likely to have 

better knowledge and experience in translating common and comparable legal content 

into financial reports than firm-specific legal content. Also, managers’ ability to 

manipulate such common legal content can be more limited than their ability to 

manipulate firm-specific legal content since investors, analysts, or auditors can compare 

the firm’s legal contracts or agreements with typical contracts in the industry. Thus, I 

pose that legal intensity arising from firm-specific legal content (firm-specific legal 

intensity) is more likely to have an inverse association with financial reporting quality 

than legal intensity arising from common legal content (common legal intensity). 

H2: Firm-specific legal intensity is more inversely associated with financial reporting 

quality than common legal intensity, other things equal. 

 

3.3 The Moderating Effect of Operational Uncertainty 

The degree of disconnect between legal content and financial reporting can vary 

with the level of uncertainty about future events that change firm or market conditions. 

Nikolaev (2018) notes that a high level of “exogenous uncertainty present ex-ante implies 

a large number of possible future states” that are too complex or costly to incorporate into 

the contract. Thus, when there is high uncertainty, contracts are unlikely to specify all 

consequences of every possible future state of the world, thus leaving gaps in contract 

terms. Contracts with gaps in terms can pose significant challenges on monitors such as 
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the auditor (Demirkan and Zhou 2016).17 Contracts with gaps in terms can also create 

scope for opportunistic behavior ex-post such as extracting rent from the other 

contracting party through renegotiations and can induce future disputes (Dou, Hope, and 

Thomas 2013; Christensen et al. 2016). Thus, when uncertainty is higher, there is more 

room for errors and managerial opportunism in translating legal content into accounting.  

H3: The inverse association between legal intensity and financial reporting quality is 

amplified by the level of uncertainty, other things equal. 

 

3.4 The Moderating Effect of Audit Committee Expertise 

Next, I consider whether the accounting expertise on the audit committee 

moderates the association between legal intensity and financial reporting quality. The 

audit committee has a key role in monitoring the financial reporting process (Abbott, 

Parker, and Peters 2004; DeFond, Hann, and Hu 2005). Previous literature has provided 

plenty of evidence that accounting experts on audit committees are especially important 

in safeguarding the audit committee’s effectiveness because they have substantial training 

(e.g., CPA certificate) or relevant work experience (e.g., auditor, tax practitioner, CFO) in 

financial reporting. Accounting expertise on audit committee has been shown to improve 

internal control quality (Krishnan 2005; Hoitash et al. 2009), help reduce litigation 

concern (Krishnan and Lee 2009), promote financial reporting quality (Dhaliwal et al. 

2010), promote financial reporting conservatism (Krishnan and Visvanathan 2008), 

restrain managerial manipulation (Liu et al. 2014), and mitigate the negative effect of 

 
17 Demirkan and Zhou (2016) states that strategic alliance agreements are typically open-ended and contain 

unspecified areas, which pose significant challenges on auditors. 
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accounting standard complexity (Chychyla et al. 2019). Thus, investors have been found 

to react positively to appointments of accounting experts on the audit committee (DeFond 

et al. 2005). However, firms also need to evaluate the costs and benefits in determining 

appointing one or multiple accounting experts on the audit committee (Bryan, Liu, Tiras, 

and Zhuang 2013). I hypothesize that for firms with high legal intensity, the accounting 

experts on audit committees are critical in attenuating the challenges in translating legal 

content into financial reports. Thus, I hypothesize:  

H4: The inverse association between legal intensity and financial reporting quality is 

attenuated by accounting experts on audit committees, other things equal. 
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CHAPTER 4 

 LEGAL INTENSITY MEASURE BASED ON XBRL FILINGS 

 

I construct the legal intensity measure using the XBRL financial statement and 

notes datasets provided by the SEC’s Division of Economic and Risk Analysis (DERA).18 

Since most public companies submitted XBRL financial statements and notes by 2012 

(Hoitash and Hoitash 2018; Blankespoor 2019) and the data for 2018 was incomplete at 

the time of data collection, my sample covers 10-K filings with fiscal year-ends from 

2012 to 2017.19 Table 1 below illustrates my sample section process.  

 

Table 1 

Sample Selection 
 

   # firm-years # text tags # numeric tags 

SEC XBRL 10-K filings between fiscal years 

2012 and 2017 39,249 4,109,146 39,069,165 

Retain filings within 150 days of the fiscal 

year-end that have more than 10 text tagsa 38,051 4,028,814 38,532,770 

Merge with Compustat on CIK and fiscal year 

end 29,500 3,479,592 34,416,560 

Retain US firm-years with assets greater than 

$10 million, positive sales, and non-missing 

common shares outstandinga 22,619 2,842,586 28,501,488 
 

a I follow the criteria in Hoitash and Hoitash (2018) to construct my sample.  

 

My starting sample comprises 39,249 XBRL 10-K filings with 4,109,146 text tags 

and 39,069,165 numeric tags. Following the sample restrictions adopted in Hoitash and 

 
18 The dataset is accessible at https://www.sec.gov/dera/data/financial-statement-and-notes-data-set.html 
19 The SEC updates the dataset each quarter. My data covers 2012 Q1 to 2018 Q3.  

https://www.sec.gov/dera/data/financial-statement-and-notes-data-set.html
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Hoitash (2018), I retain 10-Ks that are filed within 150 days of the fiscal year-end and 

that have more than 10 text tags. This reduces the sample to 38,051 firm-years. Next, I 

match this sample with the Compustat database (using CIK and fiscal year-end) and, 

following Hoitash and Hoitash (2018), retain US firms with assets greater than $10 

million, positive revenues, and non-missing data for the number of common shares 

outstanding. As shown in Table 1, the final sample comprises 22,619 firm-years with 

2,842,586 text tags and 28,501,488 numeric tags. 

To construct the legal intensity of financial statements and notes, I search for 35 

legal keywords in the tag title.20 These legal keywords include words that are common 

elements in legal contracts, for example, “contract,” “covenant,” “collateral,” “breach,” 

and “clause.”21 However, further scrutiny of the first set of tags resulting from this 

process revealed that these keywords were sometimes used in contexts (for example, 

“non-controlling interest” and “termstock”) that may not reflect the legal intensity that I 

am trying to capture. Therefore, I create a separate keyword list (a “deduct” list) to 

capture such cases. Further, some tags containing the legal keywords reflect litigation or 

contingency as opposed to legal intensity related to regular operations. Since my goal is 

to capture the legal intensity arising from financial transactions rather than litigation or 

contingency, I generate a list of litigation and contingency keywords, including words 

like “legalmatter,” “legalproceeding,” “lawsuit,” and “contingen.”22 Thus, I define a tag 

 
20 Hoitash and Hoitash (2018) note that previous “studies detect some inconsistencies in the monetary 

values of certain items, but also document an improving trend in that respect.” This is not likely to be a 

concern in my study since I focus on the tag titles rather than the disclosed monetary values.  
21 The sources of the legal keywords are discussed in details in Appendix A.  
22 See Appendix A for the complete list of legal keywords, “deduct” keywords, and litigation and 

contingency keywords. 



 

22 
 

as a legal tag if it includes any of the 35 legal keywords but not any of the keywords in 

the “deduct” list or the litigation and contingency keyword list.23 As discussed, these 

include both text and numeric legal tags. 

Based on my examination of the title and text content of the legal text tags, I 

classify them into two types: Term legal text tag and Narrative legal text tag. A Term 

legal text tag usually includes a date or a term length specified in a contract, while a 

Narrative legal text tag includes a narrative sentence or paragraph that provides details 

associated with a contract. I define a legal text tag as a narrative tag if the legal tag title 

includes either “textblock” or “description”, or if the length of the text that corresponds to 

the tag is longer than 10 characters.24  

Next, I construct a composite legal intensity measure, LGLINDEX, incorporating 

three dimensions of the legal tags in each XBRL 10-K filing: the total number of legal 

numeric tags (LGLNUM), the total number of legal text tags (LGLTXT), and the total text 

length of narrative legal text tags (LGLLEN).25 Appendix B presents examples of the 

three components of legal intensity. To construct LGLINDEX, I first rank each of the 

three legal components (LGLNUM, LGLTXT, and LGLLEN), allowing for ties. Thus, 

each of the three legal components has a rank from 1 to 22,619 (sample size). The three 

rankings are then summed and deflated by a factor of  3*22,619 (total possible ranks) to 

 
23 Further examination of the legal tags reveals that four legal keywords, “condition”, “control”, 

“provision”, and “waive”, require special treatment, which is discussed in the footnote of Appendix A.  
24 The term legal text tag usually includes a date such as 11/21/2011, or a coded length term such as 

P9Y7M13D (represents 9 years, 7 months, and 13 days). The text length for these tags is usually less than 

10 characters. 
25 LGLLEN does not include the text length of Term legal text tags.  
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provide the final LGLINDEX that ranges from 0 to 1.26,27 Lower LGLINDEX values 

denote firm-years with a lower legal intensity of financial reports, and higher values 

denote firm-years with a higher legal intensity of financial reports. Table 2 below 

presents the descriptive statistics of legal intensity and its three components. 

 

Table 2 

Descriptive Statistics – Legal Intensity 

 
  N Mean Std. Dev. Q1 Median Q3 

Legal Intensity Variable 

LGLINDEX 22,619 0.490 0.235 0.308 0.492 0.671 

Legal Intensity Components 

LGLNUM 22,619 60.422 77.524 22 39 67 

LGLTXT 22,619 13.744 11.230 7 11 18 

LGLLEN 22,619 2,584.640 4,433.412 340 1,216 2,934 

  
Variable definitions are provided in Appendix F. 

 

As shown in Table 2, the average number of legal numeric tags (LGLNUM) and 

legal text tags (LGLTXT) in the financial statements and notes of an XBRL 10-K filing 

are about 60 and 14, respectively. The average text length of narrative legal text tags 

(LGLLEN) in an XBRL 10-K filing is about 2,585 characters. The mean of LGLINDEX, 

the legal intensity, is 0.49.   

 
26 Anderson, Duru, and Reeb (2009) use a similar approach to construct a composite corporate opacity 

measure based on four components. However, while Anderson et al. (2009) use decile ranks, I rank each 

value of the three legal components to avoid noise introduced by grouping values into deciles.  
27 For simplicity, the construction of LGLINDEX gives equal weight to the three components.  
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CHAPTER 5 

 VALIDATION OF THE LEGAL INTENSITY MEASURE 

 

I first validate the measure of the legal intensity of financial reports (LGLINDEX) 

from three perspectives: underlying contracting activities, complexity, and industries.  

 

5.1 Legal Intensity and Underlying Contracting Activities 

I use two ways to capture underlying contracting activities and examine the 

association between legal intensity and underlying contracting activities. First, I rely on 

variables from financial statements that are likely to be related to contracting transactions 

or activities, which is discussed in detail in section 5.1.1 below. Second, I use material 

contracts disclosed in Form 8-K filings, which are discussed in section 5.1.2 below. Table 

3 Panel A below shows the descriptive statistics of variables used to examine the 

association between legal intensity and underlying contracting activities. Panel B presents 

the empirical results for the association between legal intensity and underlying 

contracting activities captured by financial statement variables. Panel C presents the 

association between legal intensity and underlying contracting activities disclosed in 8-K 

filings. 
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Table 3 

Legal Intensity and Underlying Contracting Activities 

 

Panel A: Descriptive Statistics  

 
  N Mean Std. Dev. Q1 Median Q3 

Underlying Contracting Variables Captured by Financial Statement Variables 

MA 22,619 0.354 0.478 0 0 1 

CAPLEASE 22,619 0.254 0.435 0 0 1 

SPE 21,983 0.417 0.493 0 0 1 

SALEATS 22,619 0.565 0.496 0 1 1 

DIVP 22,619 0.114 0.317 0 0 0 

ISSUESHARE 22,619 0.731 0.443 0 1 1 

ISSUEDEBT 22,619 0.577 0.494 0 1 1 

HEDGEDEV 22,619 0.452 0.498 0 0 1 

NEWMA 16,717 0.236 0.424 0 0 0 

NEWCAPLEASE 16,717 0.114 0.317 0 0 0 

NEWSPE 16,717 0.106 0.308 0 0 0 

NEWSALEATS 16,717 0.321 0.467 0 0 1 

NEWDIVP 16,717 0.391 0.488 0 0 1 

NEWSHARE 16,717 0.381 0.486 0 0 1 

NEWDEBT 16,717 0.368 0.482 0 0 1 

NEWHEDGEDEV 16,717 0.183 0.387 0 0 0 

Increase in Legal Intensity 

INCR_LGLINDEX 16,717 0.474 0.499 0 0 1 

Underlying Contracting Activities Disclosed in 8-K Filings 

MATCONT8K 22,619 0.620 0.485 0 1 1 

 
Variable definitions are provided in Appendix F. 
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Panel B: The Association between Legal Intensity and Underlying Contracting Activities 

Captured by Financial Statement Variables 

 DEPENDENT VARIABLES 

  (1) (2) 

 LGLINDEX INCR_LGLINDEX 

MA 0.025***  

 (5.49)  

CAPLEASE 0.039***  

 (6.29)  

SPE 0.039***  

 (7.18)  

SALEATS 0.045***  

 (8.50)  

DIVP 0.075***  

 (8.58)  

ISSUESHARE 0.050***  

 (8.93)  

ISSUEDEBT 0.049***  

 (10.50)  

HEDGEDEV 0.056***  

 (10.76)  

NEWMA  0.278*** 

  (7.19) 

NEWCAPLEASE  0.114** 

  (2.26) 

NEWSPE  0.204*** 

  (3.98) 

NEWSALEATS  0.024 

  (0.73) 

NEWDIVP  0.018 

  (0.53) 

NEWSHARE  0.074** 

  (2.31) 

NEWDEBT  0.294*** 

  (8.72) 

NEWHEDGEDEV  0.110*** 

  (2.59) 

Constant 0.233*** -0.101 

 (16.42) (-1.27) 

N 21,983 16,717 

Adj./Pseudo R-sq 0.233 0.013 

Year Fixed Effects Yes Yes 

Industry Fixed Effects Yes Yes 

 
Industry fixed effects are classified using Fama-French 12 industries. Standard errors are 

clustered by firm.  
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Panel C: The Association between Legal Intensity and Underlying Contracting Activities 

Disclosed in 8-K Filings 

 
 MATCONT8K=0 MATCONT8K=1 Difference in Means 

LGLINDEX 0.472 0.501 0.029*** 

INCR_LGLINDEX 0.437 0.496 0.059*** 

 
***, **, and * indicate significance at 1%, 5%, and 10% levels, respectively (two-tailed tests). 

 

 

5.1.1 Contracting Activities Captured by Financial Statement Variables 

I identify variables from financial statements that are likely to be related to 

contracting transactions or activities and test whether these variables are positively 

associated with the legal intensity measure. Based on Krishnan et al. (2011) and Hoitash 

and Hoitash (2018), I expect the following eight transactions and activities to have 

underlying legal agreements or contracts: mergers or acquisitions (MA), the use of capital 

leases (CAPLEASE), the presence of special purpose entity(ies) (SPE), the sale of assets 

(SALEATS), the presence of preferred dividends (DIVP), the issuance of shares 

(ISSUESHARE), the issuance of debt (ISSUEDEBT), and the presence of hedging and 

derivatives (HEDGEDEV). I construct eight dummy variables to capture these activities 

using financial statement variables from Compustat or phrases disclosed in the text of the 

10-K filings. Appendix F presents detailed definitions of these variables.  

As shown in Table 3 Panel A, about 35.4% firm-years have mergers or 

acquisitions (MA), 25.4% have capital leases (CAPLEASE), 41.7% have special purpose 

entity(ies) (SPE), 56.5% have the sale of assets (SALEATS), 11.4% have preferred 
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dividends (DIVP), 73.1% have the issuance of shares (ISSUESHARE), 57.7% have the 

issuance of debt (ISSUEDEBT), and 45.2% have hedging and derivatives (HEDGEDEV). 

In column (1) of Table 3 Panel B, I present results for LGLINDEX regressed on 

the eight variables representing legal contracting transactions and activities, and include 

year and industry fixed effects and clustered standard errors by the firm. All eight 

variables are positively associated with LGLINDEX. In column (2) of this panel, I 

examine whether increases in the accounts identified above as likely legal contracting 

transactions are positively associated with the increase in LGLINDEX. Increases in six 

legal contracting variables (i.e., all except for NEWSALEATS and NEWDIVP) are 

positively associated with the increase in legal intensity (INCR_LGLINDEX). In sum, 

these results suggest that LGLINDEX reflects the amounts and changes of underlying 

contracting activities reflected in financial statements. 

 

5.1.2 Material Contracts Disclosed in Form 8-K Filings 

Starting in 2004, the SEC’s Rule, Additional Form 8-K Disclosure Requirements 

and Acceleration of Filing Date, requires firms to provide at least summary information 

about “material definitive agreements” not made in the ordinary course of business that 

the firm has entered into, or any amendments to such agreements that is material to the 

firm.28 This information is required to be provided in Item 1.01 of a Form 8-K filing 

made within four business days of the firm’s entering into the contract. Regulation S-K 

 
28 Item 601(b)(10)(ii) of Regulation S-K states that if a contract ordinarily accompanies the kind of 

business conducted by the registrant and its subsidiaries, it is deemed to have been made in the ordinary 

course of business. https://www.law.cornell.edu/cfr/text/17/229.601  

https://www.law.cornell.edu/cfr/text/17/229.601


 

29 
 

defines material contracts as significant binding agreements that are not made in the 

ordinary course of business and that convey enforceable rights and obligations to firms 

(Li 2013). Examples of material contracts disclosed in Item 1.01 of Form 8-K are 

provided in Appendix C. The new material contracts disclosed in Item 1.01 could 

increase the legal content translated into financial statements of the year-end. The 

amendments of existing contracts disclosed in Item 1.01 are likely to be positively 

associated with the overall legal intensity of financial statements or, if the amendments 

are extensive, may also be associated with an increase in legal intensity. Therefore, I 

validate my legal intensity measure by examining if legal intensity and the increase in 

legal intensity are significantly higher for firm-years having at least one 8-K with Item 

1.01 (MATCONT8K=1) than for firm-years with no Item 1.01 entries in 8-Ks 

(MATCONT8K=0). As shown in Table 3 Panel A, about 62% of firm-years in the final 

sample have at least one 8-K with Item 1.01 (MATCONT8K=1).  

Table 3 Panel C presents the empirical results for 8-K validation. The results 

show that the mean of LGLINDEX and the mean of the increase in legal intensity are both 

significantly higher in firm-years having at least one 8-K disclosing new material 

contracts or amendments on material contracts (MATCONT8K=1) than the other firm-

years (MATCONT8K=0). Thus, this validation provides evidence that LGLINDEX 

captures firms’ underlying contracting activities disclosed in 8-Ks. 

 

5.2 Legal Intensity and Complexity 
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In Table 4, I compare the legal intensity measure, LGLINDEX, with three 

complexity measures: accounting reporting complexity (ARC), linguistic complexity 

(10KLEN), and operating complexity (BUSSEG). I follow Hoitash and Hoitash (2018) to 

compute ARC, which is the natural logarithm of the total monetary tags in an XBRL 10-K 

filing. The linguistic complexity measure, 10KLEN, is the natural logarithm of the total 

number of words in the text of 10-K. Operating complexity (BUSSEG) is computed as the 

natural logarithm of the number of the firm’s business segments. The descriptive 

statistics of the three complexity measures are presented in Table 4 Panel A. In Table 4 

Panel B, I identify firm-years as belonging to the “high” or “low” complexity groups 

based on the median value for each complexity variable.  

 

Table 4 

Legal Intensity and Complexity 

 

Panel A: Descriptive Statistics of Complexity Variables 

 
  N Mean Std. Dev. Q1 Median Q3 

ARC 22,570 5.797 0.395 5.521 5.808 6.082 

10KLEN 22,551 10.813 0.473 10.520 10.794 11.092 

BUSSEG 22,619 1.470 0.671 0.693 1.386 1.946 

 
Variable definitions are provided in Appendix F. 

 

 

Panel B: Comparison of Legal Intensity and Complexities 

 
 Low LGLINDEX High LGLINDEX 

 

Low ARC 33.57% 16.46% 

High ARC 16.43% 33.54% 

 

Low 10KLEN 30.96% 19.04% 

High 10KLEN 19.02% 30.98% 
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Panel B Continued 

 
 Low LGLINDEX High LGLINDEX 

Low BUSSEG 16.38% 21.50% 

High BUSSEG 33.63% 28.49% 

 
This panel shows cross-classifications of high and low LGLINDEX firm-years and firm-years 

with high- and low- accounting reporting complexity (ARC), linguistic complexity (10KLEN), 

and operating complexity (BUSSEG). Observations in the “high” and “low” categories for each 

measure are defined as firm-years that are above and below the sample median respectively. 

 

In Table 4 Panel B, I observe that 67.11% (33.57%+33.54%) observations have 

accounting reporting complexity (ARC) and legal intensity (LGLINDEX) in the same 

group while 32.89% (16.46%+16.43%) have the two in the opposite group. Also, 61.94% 

(30.96%+30.98%) observations have linguistic complexity (10KLEN) and legal intensity 

(LGLINDEX) in the same group, while 38.06% (19.04%+19.02%) have the two in the 

opposite group. Finally, 44.87% (16.38%+28.49%) observations have operating 

complexity (BUSSEG) and legal intensity (LGLINDEX) in the same group, while 55.13% 

(21.50%+33.63%) have the two in the opposite group. For all three complexities 

measures, there is a significant overlap between the classification of legal intensity and 

the complexity measure but also a significant proportion with legal intensity and the 

complexity measure falling into the opposite classification. Overall, the results in this 

panel show that LGLINDEX varies with the firm’s complexity but captures information in 

addition to traditional complexity measures. 

 

5.3 Legal Intensity and Industries 

Next, I examine the variation in LGLINDEX across industries. Figure 1 below 

shows the mean of LGLINDEX in the 12 Fama-French industries.  
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Figure 1 Industry Distribution of Legal Intensity 

 

 

This figure presents the mean of LGLINDEX among Fama-French 12 industries. 

 

The three industries with the highest LGLINDEX are Finance, Utilities, and 

Television Transmission (Telecom), possibly reflecting the reality that these industries 

are more likely to have long-term financial or construction contracts. The two industries 

with the lowest LGLINDEX are Wholesale and Retail (Shops) and Consumer 

Nondurables (Nodur). Overall, Figure 1 shows a significant variation in the legal 

intensity of financial reports across industries.  

In sum, my validation tests indicate that the legal intensity measure, LGLINDEX, 

reflects the degree of legal content translated into financial reporting.  
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CHAPTER 6 

RESEARCH DESIGN 

 

6.1 The Average Association between Legal Intensity and Financial Reporting 

Quality 
 

I examine the association between legal intensity and five financial reporting 

quality (FRQ) proxies. The first financial reporting quality measure, accruals quality 

(AQ), captures the informativeness of earnings with respect to cash flows (Krishnan et al. 

2011). I compute AQ using Dechow and Dichev (2002) model as modified by Francis, 

LaFond, Olsson, and Schipper (2005). The construction details of AQ are provided in 

Appendix E. By construction, a higher value of AQ represents a lower FRQ. The second 

measure, analyst earnings forecast error (AFERROR), and the third measure, analyst 

earnings forecast dispersion (AFDISP), capture FRQ from the analysts’ perspective 

(Behn, Choi, and Kang 2008; Lehavy, Li, and Merkley 2011). Both a higher AFERROR 

and a higher AFDISP reflect a lower financial reporting quality. The fourth measure, 

earnings informativeness, and the fifth measure, accruals informativeness, capture FRQ 

from the investors’ perspective. I measure earnings informativeness as the association 

between annual market-adjusted cumulative abnormal return (CAR) and annual earnings 

(EARN) and the change in earnings (CHEARN) (Chen, Krishnan, Sami, and Zhou 2013), 

where a higher association indicates a higher earnings informativeness and a higher FRQ. 

To measure accruals informativeness, I  divide earnings (EARN) into accruals (ACCR) 

and cash flows (CFO) and focus on the association between annual market-adjusted 

cumulative abnormal return (CAR) and annual accruals (ACCR) and the change in 
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accruals (CHA) because accruals directly reflect the assumptions and estimates 

accountants make in the financial reporting (translation) process (Dechow and Dichev 

2002). A higher association indicates higher accruals informativeness and a higher FRQ. 

Appendix F presents the detailed definitions of these variables.  

I use the following models (1a)-(1c) to test the association between legal intensity 

and FRQ on average, as discussed in H1.  

For FRQ measured by AQ, AFERROR, and AFDISP, I use model (1a):  

𝐹𝑅𝑄 = 𝛼0 + 𝛼1𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼2𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡𝑠 +
𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡𝑠 + 𝑣   (1a)  

  

A positive 𝛼1would indicate that LGLINDEX is positively associated with AQ, 

AFERROR, or AFDISP, controlling for other factors, which means lower financial 

reporting quality on average, while a negative 𝛼1would indicate that LGLINDEX is 

associated with higher financial reporting quality on average. According to H1, 𝛼1 is 

expected to be positive.  

Model (1b) applies for FRQ measured by earnings informativeness, following 

Chen et al. (2013). 

𝐶𝐴𝑅 = 𝛼0 + 𝛼1𝐸𝐴𝑅𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼2𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼3𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 +
𝛼4𝐸𝐴𝑅𝑁 + 𝛼5𝐶𝐻𝐸𝐴𝑅𝑁 +  𝛼6𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛼7𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛼8𝐶𝐻𝐸𝐴𝑅𝑁 ×
𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (1b)  

   

A positive (𝛼1 + 𝛼2) would indicate that LGLINDEX is positively associated with 

earnings informativeness, which means higher financial reporting quality on average, 

while a negative (𝛼1 + 𝛼2) would indicate that LGLINDEX is associated with lower 
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financial reporting quality on average. According to H1, (𝛼1 + 𝛼2)  is expected to be 

negative. 

Model (1c) is used for FRQ measured by accruals informativeness, following the 

logic in Tucker and Zarowin (2006) and Folsom, Hribar, Mergenthaler, and Peterson 

(2017) to decompose earnings in Model (1b) to accruals and cash flows. 

𝐶𝐴𝑅 = 𝛼0 + 𝛼1𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼2𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼3𝐶𝐹𝑂 ×
𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼4𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼5𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼6𝐴𝐶𝐶𝑅 + 𝛼7𝐶𝐻𝐴𝐶𝐶𝑅 +
𝛼8𝐶𝐹𝑂 + 𝛼9𝐶𝐻𝐶𝐹𝑂 +  𝛼10𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛼11𝐴𝐶𝐶𝑅 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛼12𝐶𝐻𝐴𝐶𝐶𝑅 ×
𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛼13𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛼14𝐶𝐻𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (1c)    

 

A positive (𝛼1 + 𝛼2) would indicate that LGLINDEX is positively associated with 

accruals informativeness, suggesting higher financial reporting quality on average, while 

a negative (𝛼1 + 𝛼2) would suggest that LGLINDEX is associated with lower financial 

reporting quality on average. According to H1, (𝛼1 + 𝛼2)  is expected to be negative. 

As I discussed above, legal intensity can be associated with the firm’s complexity. 

Multiple previous studies have documented an inverse association between financial 

reporting quality and complexity (Doyle et al. 2007; Li 2008; Hoitash and Hoitash 2018). 

Thus, I include the three complexity measures discussed in the previous section: accounting 

reporting complexity (ARC), linguistic complexity (10KLEN), and operating complexity 

(BUSSEG). I also include dummies for the eight contracting activities from Table 3 Panel 

B column (1). By including them in equation (1a)-(1c), I control for the possibility that 

these activities could affect financial reporting quality independent of their association with 

legal intensity. In addition, other general controls in these models are included as well. 
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Year fixed effects and Industry fixed effects are included for all models. Standard errors 

are clustered by firm.  

 

6.2 Firm-Specific and Common Legal Intensity and Financial Reporting Quality 

H2 hypothesizes that firm-specific legal intensity and common legal intensity 

could have different effects on financial reporting quality. Because the nature of the legal 

agreements is unobservable, I use a feature of the XBRL filings to proxy for the two 

types of legal intensity. As discussed earlier, XBRL relies on a set of taxonomies that 

defines tags to label financial information (Hoitash and Hoitash 2018; Blankespoor 

2019). The Financial Accounting Standards Board (FASB) has provided annual updates 

of the standard taxonomies (“Standard Tags”) for XBRL since 2011. The use of these 

standard tags to describe similar concepts enables the comparison of accounting 

information across companies (Dhole et al. 2015; Hoitash and Hoitash 2018). Therefore, 

standard legal tags can be expected to include legal contracts that are more common 

among firms, have a more regular and well-accepted accounting translation process, and 

are easier to monitor. However, to allow for firm-specific situations, the SEC allows 

companies to extend the taxonomy by creating customized tags for firm-specific needs 

(“Custom Tags”).29 Custom tags are less comparable among firms than standard tags 

(Debreceny, Farewell, Piechocki, Felden, Graning, and d’Eri 2011; Dhole et al. 2015), 

which can increase the information processing costs for financial reporting monitors such 

 
29There were some concerns about accuracy of customized tags in the initial years of XBRL adoption, but 

these problems are largely mitigated in later years (Debreceny et al. 2011; Felo, Kim, and Lim 2018). This 

is less of a concern to this study because my sample period is after the initial adoption period (2009-2011).  
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as analysts (Felo et al. 2018), and can provide more room for earnings management 

(Kim, Kim, and Lim 2019). Thus, I conjecture that custom legal tags include legal 

contracts that are more firm-specific, less comparable, thus, more difficult for 

accountants to translate into financial statements, and more costly for monitors to 

monitor. Therefore, to test H2, I compute index separately for common legal intensity 

(LGLINDEXCOM) based on standard legal tags and firm-specific legal intensity 

(LGLINDEXFIRM) based on custom legal tags.  

I use models (2a)-(2c) below to test H2. For FRQ measured as AQ, AFERROR, 

and AFDISP, I use (2a):  

𝐹𝑅𝑄 = 𝛽0 + 𝛽1𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 + 𝛽2𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 + 𝛽3𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (2a)    

 

According to H2, 𝛽2 is expected to be positive, which means that firm-specific 

legal intensity is likely to be inversely associated with financial reporting quality proxied 

by AQ, AFERROR, and AFDISP. I do not have a hypothesized sign for 𝛽1. 

I use model (2b) for FRQ measured by earnings informativeness. 

𝐶𝐴𝑅 = 𝛽0 + 𝛽1𝐸𝐴𝑅𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 + 𝛽2𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 +
𝛽3𝐸𝐴𝑅𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 + 𝛽4𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 + 𝛽5𝐸𝐴𝑅𝑁 +
𝛽6𝐶𝐻𝐸𝐴𝑅𝑁 +  𝛽7𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛽8𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛽9𝐶𝐻𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (2b)   

 

According to H2, (𝛽3 + 𝛽4) is expected to be negative, which means that firm-

specific legal intensity is likely to be inversely associated with financial reporting quality 

proxied by earnings informativeness. I do not have such expectation for common legal 

intensity (𝛽1 + 𝛽2). 
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For accruals informativeness, I use model (2c):  

𝐶𝐴𝑅 = 𝛽0 + 𝛽1𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 + 𝛽2𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 +
𝛽3𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 + 𝛽4𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 + 𝛽5𝐶𝐹𝑂 ×
𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 + 𝛽6𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 + 𝛽7𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 +
𝛽8𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 + 𝛽9𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 + 𝛽10𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 +
𝛽11𝐴𝐶𝐶𝑅 + 𝛽12𝐶𝐻𝐴𝐶𝐶𝑅 + 𝛽13𝐶𝐹𝑂 + 𝛽14𝐶𝐻𝐶𝐹𝑂 +  𝛽15𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛽16𝐴𝐶𝐶𝑅 ×
𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛽17𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛽18𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛽19𝐶𝐻𝐶𝐹𝑂 ×
𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (2c)  

   

According to H2, (𝛽3 + 𝛽4) is expected to be negative, which means that firm-

specific legal intensity is likely to be inversely associated with financial reporting quality 

proxied by accruals informativeness.  

 

6.3 Operational Uncertainty, Legal Intensity, and Financial Reporting Quality 

H3 hypothesizes that the association between legal content and financial reporting 

quality depends on the level of uncertainty about the firm’s operation.   

The following models (3a)-(3c) test the effect of operational uncertainty on the 

association between legal intensity and financial reporting quality. 

Model (3a) applies for FRQ measured by AQ, AFERROR, or AFDISP:  

𝐹𝑅𝑄 = 𝜃0 + 𝜃1𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃2𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐻𝑈𝑁𝐶𝐸𝑅𝑇 + 𝜃3𝐻𝑈𝑁𝐶𝐸𝑅𝑇 +
𝜃4𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (3a)    

 

HUNCERT is a dummy variable denoting a high level of uncertainty. Following 

Nikolaev (2018), I use stock price volatility (PRICEVOL) and the cash flow volatility 

(STDCFO) as measures for the level of uncertainty. HUNCERT is coded 1 if at least one 

of the two uncertainty variables are above the sample median, and 0 otherwise. The 

detailed definitions of these uncertainty variables are in Appendix F. 
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According to H3, 𝜃2 is expected to be positive, which indicates that a high level 

of uncertainty strengthens the inverse association between legal intensity and financial 

reporting quality. 

For FRQ measured by earnings informativeness, I use the model (3b) to test H3. 

𝐶𝐴𝑅 = 𝜃0 + 𝜃1𝐸𝐴𝑅𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃2𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃3𝐸𝐴𝑅𝑁 ×
𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐻𝑈𝑁𝐶𝐸𝑅𝑇 + 𝜃4𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐻𝑈𝑁𝐶𝐸𝑅𝑇 +
𝜃5𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐻𝑈𝑁𝐶𝐸𝑅𝑇 + 𝜃6𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃7𝐻𝑈𝑁𝐶𝐸𝑅𝑇 + 𝜃8𝐸𝐴𝑅𝑁 +
𝜃9𝐶𝐻𝐸𝐴𝑅𝑁 +  𝜃10𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝜃11𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝜃12𝐶𝐻𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (3b)   

 

According to H3, (𝜃3 + 𝜃4) is expected to be negative, which would indicate that 

a high uncertainty strengthens the inverse association between legal intensity and 

financial reporting quality measured by earnings informativeness.  

I use model (3c) to test H3 for accruals informativeness:  

𝐶𝐴𝑅 = 𝜃0 + 𝜃1𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃2𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃3𝐴𝐶𝐶𝑅 ×
𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝜃4𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 +
𝜃5𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃6𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃7𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 ×
𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝜃8𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝜃9𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 ×
𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝜃10𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃11𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝜃12𝐴𝐶𝐶𝑅 + 𝜃13𝐶𝐻𝐴𝐶𝐶𝑅 +
𝜃14𝐶𝐹𝑂 + 𝜃15𝐶𝐻𝐶𝐹𝑂 +  𝜃16𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝜃17𝐴𝐶𝐶𝑅 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝜃18𝐶𝐻𝐴𝐶𝐶𝑅 ×
𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝜃19𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝜃20𝐶𝐻𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (3c) 

  

A negative (𝜃3 + 𝜃4) would indicate the strengthening effect of high uncertainty 

on the inverse association between legal intensity and financial reporting quality 

measured by accruals informativeness. 
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6.4 Accounting Experts on Audit Committee, Legal Intensity, and Financial 

Reporting Quality 
 

H4 hypothesizes that the association between legal intensity and financial 

reporting quality depends on the monitoring strength of the financial reporting process. 

As discussed in H4, accounting experts on audit committees have the most ability, 

responsibility, and incentive to monitor the financial reporting process effectively. Hence, 

they are expected to monitor the translation of legal contracts and agreements into 

financial reports as well.  

The following models (4a)-(4c) test the influence of accounting experts on audit 

committees on the association between legal intensity and financial reporting quality. 

Model (4a) applies for FRQ measured by AQ, AFERROR, or AFDISP:  

𝐹𝑅𝑄 = 𝛾0 + 𝛾1𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾2𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾3𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 +
𝛾4𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (4a)    

 

ACACCTEXP is a dummy variable indicating a high ratio of accounting experts 

on audit committees. ACACCTEXP is coded 1 if the percentage of accounting experts on 

the audit committee is in the top decile of the final sample, and 0 otherwise. Following 

Chychyla et al. (2019), I define an accounting expert as an individual with one of the 

following qualifications: has a CPA (or similar certification), or has been employed either 

as an auditor, tax expert, financial controller, treasurer, or chief financial officer (CFO). I 

use BoardEx to obtain the audit committee members’ qualifications and positions. The 

keywords used to identify accounting experts by qualifications and positions are included 

in Appendix D.  



 

41 
 

According to H4, 𝛾2 is expected to be negative, which would indicate that a high 

ratio of accounting experts on the audit committee attenuates the inverse association 

between legal intensity and FRQ. 

For FRQ measured by earnings informativeness, I use the model (4b) to test H4. 

𝐶𝐴𝑅 = 𝛾0 + 𝛾1𝐸𝐴𝑅𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾2𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾3𝐸𝐴𝑅𝑁 ×
𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾4𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 +
𝛾5𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾6𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾7𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾8𝐸𝐴𝑅𝑁 +
𝛾9𝐶𝐻𝐸𝐴𝑅𝑁 +  𝛾10𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛾11𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛾12𝐶𝐻𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (4b)  

  

According to H4, (𝛾3 + 𝛾4) is expected to be positive, which would indicate the 

attenuation effect of a high ratio of accounting experts on the audit committee on the 

inverse association between legal intensity and financial reporting quality measured by 

earnings informativeness.  

I use model (4c) to test H4 for accruals informativeness:  

𝐶𝐴𝑅 = 𝛾0 + 𝛾1𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾2𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾3𝐴𝐶𝐶𝑅 ×
𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾4𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 +
𝛾5𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾6𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾7𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 ×
𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾8𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾9𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 ×
𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾10𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾11𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾12𝐴𝐶𝐶𝑅 + 𝛾13𝐶𝐻𝐴𝐶𝐶𝑅 +
𝛾14𝐶𝐹𝑂 + 𝛾15𝐶𝐻𝐶𝐹𝑂 +  𝛾16𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛾17𝐴𝐶𝐶𝑅 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛾18𝐶𝐻𝐴𝐶𝐶𝑅 ×
𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛾19𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛾20𝐶𝐻𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (4c) 

  

A positive (𝛾3 + 𝛾4) would indicate the attenuation effect of a high ratio of 

accounting experts on the audit committee on the inverse association between legal 

intensity and financial reporting quality measured by accruals informativeness. 
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CHAPTER 7 

 EMPIRICAL RESULTS 

 

Table 5 below presents the descriptive statistics for the variables used in the 

financial reporting quality analyses.  

Table 5 

Descriptive Statistics – Financial Reporting Quality Analyses 

 

  N Mean Std. Dev. Q1 Median Q3 

Dependent Variables in Financial Reporting Quality Analyses 

AQ 15,709 0.060 0.058 0.025 0.041 0.071 

AFERROR 15,459 1.050 2.759 0.067 0.212 0.710 

AFDISP 13,826 0.004 0.009 0.000 0.001 0.003 

CAR 19,348 0.024 0.376 -0.161 0.027 0.213 

Common Legal Intensity and Firm-specific Legal Intensity 

LGLINDEXCOM 22,619 0.482 0.229 0.311 0.492 0.659 

LGLINDEXFIRM 22,619 0.443 0.267 0.214 0.434 0.662 

Independent Variables in Financial Reporting Quality Analyses 

EARN 22,613 -0.034 0.212 -0.026 0.016 0.057 

CHEARN 22,408 -0.004 0.151 -0.022 0.001 0.023 

ACCR 21,128 -0.067 0.111 -0.100 -0.049 -0.009 

CHACCR 20,845 0.004 0.147 -0.035 0 0.034 

CFO 22,427 0.033 0.200 0.012 0.064 0.120 

CHCFO 22,075 0.003 0.150 -0.031 -0.001 0.027 

HLIT 22,619 0.260 0.438 0 0 1 

SIZE 22,619 6.744 2.130 5.249 6.803 8.204 

LEV 22,525 0.256 0.250 0.042 0.199 0.397 

MB 22,021 3.139 6.545 1.122 1.931 3.664 

BIG4 22,619 0.663 0.473 0 1 1 

LOSS 22,619 0.394 0.489 0 0 1 

EARNVOL 21,132 0.097 0.203 0.012 0.031 0.089 

RETVOL 18,940 0.326 0.254 0.153 0.254 0.429 

HORIZON 16,142 2.747 0.930 2.079 2.708 3.258 

AFNUM 16,142 1.915 0.792 1.386 1.946 2.565 

GC 22,398 0.037 0.189 0 0 0 

PRBANK 17,737 0.172 0.293 0.001 0.020 0.180 

EXGRTH 22,248 0.187 0.390 0 0 0 

STDCFO 21,138 0.059 0.072 0.017 0.036 0.070 

STDSALE 21,138 0.165 0.197 0.037 0.103 0.215 

RECINV 22,246 0.270 0.233 0.074 0.206 0.404 

RESTRUCT 22,619 0.282 0.450 0 0 1 
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Table 5 Continued 

 
  N Mean Std. Dev. Q1 Median Q3 

SPITEM 22,619 0.693 0.461 0 1 1 

FIRMAGE 20,429 2.454 0.906 1.946 2.833 3.178 

MW 22,134 0.089 0.284 0 0 0 

PRICEVOL 18,731 0.845 0.797 0.344 0.531 0.942 

HUNCERT 22,619 0.613 0.487 0 1 1 

ACACCTEXPRATIO 19,698 0.412 0.243 0.250 0.333 0.600 

ACACCTEXP 19,698 0.050 0.218 0 0 0 

 
Variable definitions are provided in Appendix F. 

 

The mean of accruals quality (AQ) is 0.06, which is consistent with the value 

reported in previous literature (Krishnan et al. 2011). The mean analyst forecast error 

(AFERROR) is 1.05 in the sample, suggesting that the mean difference between the 

median of analysts’ forecasts and corresponding actual earnings is about 1.05 percent of 

the lagged stock price. The mean analyst forecast dispersion (AFDISP) of 0.004 suggests 

that the average forecast dispersion is about 0.4 percent of the lagged stock price. The 

mean of the annual cumulative abnormal return (CAR), the dependent variable in market-

based financial reporting quality analyses, is 0.024. 

 

7.1 The Average Association between Legal Intensity and Financial Reporting 

Quality 
 

Table 6 presents the empirical results for the models to test H1.  
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Table 6 

The Association between Legal Intensity and Financial Reporting Quality 

 

Panel A: FRQ measured by AQ, AFERROR, AFDISP  

 

 
 DEPENDENT VARIABLES 

  (1) (2) (3) 

 AQ AFERROR AFDISP 

LGLINDEX 0.015*** 0.292* 0.001** 

 (4.53) (1.89) (2.12) 

ARC 0.002 -0.150 0.000 

 (0.52) (-1.06) (0.08) 

10KLEN -0.001 0.158** 0.001*** 

 (-0.79) (2.34) (5.44) 

BUSSEG -0.000 -0.082** -0*** 

 (-0.31) (-2.10) (-2.60) 

HLIT -0.002 -0.065 0.000 

 (-0.92) (-0.81) (1.19) 

MA -0.001 0.029 -0*** 

 (-1.31) (0.65) (-3.12) 

CAPLEASE 0.000 -0.006 0.000 

 (0.25) (-0.11) (1.46) 

SPE 0.001 -0.070 -0.001*** 

 (0.76) (-1.51) (-3.76) 

SALEATS -0.001 0.028 0.000 

 (-0.87) (0.56) (1.64) 

DIVP 0.003 0.299*** 0.001*** 

 (1.40) (2.78) (3.78) 

ISSUESHARE -0.002* -0.394*** -0.001*** 

 (-1.87) (-5.95) (-5.56) 

ISSUEDEBT -0.000 -0.116** -0.000* 

 (-0.06) (-2.19) (-1.74) 

HEDGEDER 0.001 0.028 -0.000 

 (1.09) (0.56) (-0.24) 

SIZE -0.004*** 0.120*** 0.000 

 (-8.27) (3.34) (1.17) 

LEV -0.006 0.939*** 0.004*** 

 (-1.38) (5.51) (8.29) 

MB  -0.015*** -0.000*** 

  (-4.55) (-4.56) 

BIG4 -0.005*** -0.152** -0.000 

 (-3.08) (-2.15) (-1.05) 

LOSS 0.003*** 1.004*** 0.003*** 

 (2.75) (13.71) (13.54) 

EARNVOL  1.983*** 0.011*** 

  (4.62) (8.12) 
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Panel A Continued 

 
 DEPENDENT VARIABLES 

  (1) (2) (3) 

 AQ AFERROR AFDISP 

RETVOL  0.833*** 0.005*** 

  (5.97) (9.27) 

HORIZON  0.044 0.000*** 

  (1.42) (3.13) 

AFNUM  -0.761*** -0.002*** 

  (-12.54) (-10.60) 

GC 0.017***   

 (3.53)   

PRBANK 0.016***   

 (4.51)   

EXGRTH -0.001   

 (-1.20)   

STDCFO 0.299***   

 (17.35)   

STDSALE 0.030***   

 (6.80)   

RECINV 0.010**   

 (2.06)   

RESTRUCT 0.002   

 (1.47)   

SPITEM -0.000   

 (-0.09)   

FIRMAGE -0.000   

 (-0.14)   

MW 0.007***   

 (3.57)   

Constant 0.058*** 0.503 -0.009*** 

 (3.05) (0.51) (-3.36) 

N 13,710 14,142 12,669 

Adj. R-sq 0.423 0.181 0.261 

Year Fixed Effects  Yes Yes Yes 

Industry Fixed Effects  Yes Yes Yes 

 
This panel reports OLS regression results for the following model: 

𝐹𝑅𝑄 = 𝛼0 + 𝛼1𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼2𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡𝑠 +
𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡𝑠 + 𝑣   (1a)  

Where FRQ is proxied by AQ in column (1), AFERROR in column (2), and AFDISP in column 

(3).  
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Panel B: FRQ measured by Earnings Informativeness and Accruals Informativeness  

 
 DEPENDENT VARIABLES 

  (1) (2) 

 CAR CAR 

EARN×LGLINDEX 0.183  

 (1.56)  

CHEARN×LGLINDEX -0.453**  

 (-2.37)  

ACCR×LGLINDEX  -0.235 

  (-1.03) 

CHACCR×LGLINDEX  -0.251 

  (-1.39) 

CFO×LGLINDEX  0.219* 

  (1.73) 

CHCFO×LGLINDEX  -0.188 

  (-0.93) 

EARN -0.697  

 (-0.88)  

CHEARN 2.856**  

 (2.30)  

ACCR  -2.088 

  (-1.51) 

CHACCR  2.667** 

  (2.01) 

CFO  -0.356 

  (-0.43) 

CHCFO  0.608 

  (0.44) 

LGLINDEX 0.040*** 0.003 

 (2.96) (0.13) 

ARC 0.002 0.016 

 (0.20) (1.03) 

10KLEN -0.016** -0.015 

 (-2.25) (-1.40) 

BUSSEG 0.003 -0.003 

 (0.80) (-0.46) 

HLIT 0.004 0.018 

 (0.47) (1.58) 

MA -0.002 -0.005 

 (-0.30) (-0.62) 

CAPLEASE -0.000 -0.007 

 (-0.00) (-0.71) 

SPE 0.000 0.005 

 (0.08) (0.62) 

SALEATS 0.003 0.009 

 (0.59) (1.07) 
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Panel B Continued 

 
 DEPENDENT VARIABLES 

  (1) (2) 

 CAR CAR 

DIVP -0.007 0.019* 

 (-0.88) (1.91) 

ISSUESHARE 0.012* 0.007 

 (1.96) (0.79) 

ISSUEDEBT 0.006 0.006 

 (0.94) (0.69) 

HEDGEDER -0.006 -0.025*** 

 (-1.22) (-3.22) 

SIZE -0.004* -0.000 

 (-1.72) (-0.09) 

LEV -0.088*** -0.062*** 

 (-6.39) (-3.19) 

MB 0.007*** 0.006*** 

 (12.13) (7.90) 

BIG4 -0.012* -0.023** 

 (-1.77) (-2.46) 

LOSS -0.024*** -0.023** 

 (-2.93) (-2.19) 

EARNVOL -0.012 -0.051 

 (-0.30) (-1.11) 

RETVOL 0.098*** 0.080*** 

 (5.82) (3.65) 

Constant 0.205** 0.103 

 (2.51) (0.89) 

N 18,177 17,209 

Adj. R-sq 0.130 0.130 

Year Fixed Effects Yes Yes 

Industry Fixed Effects Yes Yes 

Sum of Coefficients 

(EARN+CHEARN)×LGLINDEX -0.269  

(ACCR+CHACCR)×LGLINDEX  -0.486** 

 
Column (1) in this panel reports OLS regression results for the following model: 

𝐶𝐴𝑅 = 𝛼0 + 𝛼1𝐸𝐴𝑅𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼2𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼3𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 +
𝛼4𝐸𝐴𝑅𝑁 + 𝛼5𝐶𝐻𝐸𝐴𝑅𝑁 +  𝛼6𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛼7𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛼8𝐶𝐻𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (1b)    

Where FRQ is proxied by market reaction to earnings and changes in earnings. The interactions 

between each of EARN and CHEARN and controls are not reported in the table for simplicity. 

 

Column (2) in this panel reports OLS regression results for the following model: 
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𝐶𝐴𝑅 = 𝛼0 + 𝛼1𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼2𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼3𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 +
𝛼4𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼5𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛼6𝐴𝐶𝐶𝑅 + 𝛼7𝐶𝐻𝐴𝐶𝐶𝑅 + 𝛼8𝐶𝐹𝑂 + 𝛼9𝐶𝐻𝐶𝐹𝑂 +
 𝛼10𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛼11𝐴𝐶𝐶𝑅 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛼12𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛼13𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝛼14𝐶𝐻𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 

(1c)    

Where FRQ is proxied by market reaction to accruals and changes in accruals. The interactions 

between each of ACCR, CHACCR, CFO, CHCFO and controls are not reported in the table for 

simplicity. 

 

Industry fixed effects are classified using Fama-French 12 industries. Standard errors are 

clustered by firm. ***, **, and * indicate significance at 1%, 5%, and 10% levels, respectively 

(two-tailed tests).  

 

In Table 6 Panel A, the FRQ proxies are AQ, AFERROR, and AFDISP in columns 

(1)-(3), respectively. LGLINDEX has a positive and significant coefficient in columns 

(1)-(3), indicating that LGLINDEX is inversely associated with financial reporting quality 

measured by AQ, AFERROR, and AFDISP on average after controlling for complexity, 

underlying contracting activities, and other factors, which is consistent with H1. The 

coefficient on LGLINDEX in column (1) indicates that, relative to firms with LGLINDEX 

in the first quarter, firm with LGLINDEX in the third quarter have 13 percent higher AQ 

relative to the median of the magnitude of AQ ((0.671-0.308)×(0.015/0.041)). The 

coefficient on LGLINDEX in column (2) indicates that, relative to firms with LGLINDEX 

in the first quarter, firm with LGLINDEX in the third quarter have 50 percent higher 

AFERROR relative to the median of the magnitude of AFERROR ((0.671-

0.308)×(0.292/0.212)). The coefficient on LGLINDEX in column (3) indicates that, 

relative to firms with LGLINDEX in the first quarter, firms with LGLINDEX in the third 

quarter have 36 percent higher AFDISP relative to the median of the magnitude of 

AFDISP ((0.671-0.308)×(0.001/0.001)). In Table 6 Panel B, FRQ is proxied by earnings 

informativeness (column (1)) and accruals informativeness (column (2)). F-tests for the 
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sum of the coefficients on EARN×LGLINDEX and CHEARN×LGLINDEX in column (1) 

is not significantly different from zero, suggesting that LGLINDEX does not affect the 

overall earnings informativeness. However, when I divide earnings into total accruals and 

cash flows in column (2), the sum of the coefficients on ACCR×LGLINDEX and 

CHACCR×LGLINDEX is negative and significant, which suggests that LGLINDEX is 

inversely associated with FRQ measured by accruals informativeness. Also, the sum of 

the coefficients on ACCR×LGLINDEX and CHACCR×LGLINDEX indicates that, relative 

to firms with LGLINDEX in the first quarter, firms with LGLINDEX in the third quarter 

have 52 percent lower accruals informativeness relative to the median of the magnitude 

of accruals informativeness ((0.671-0.308)×(-0.486)/((2.667-2.088)-(0.486×0.492))).In 

sum, the results in Table 6 are consistent with H1, that there is an inverse association 

between legal intensity and financial reporting quality on average for four out of the five 

FRQ measures, and the inverse association is economically significant.  

 

7.2 Firm-Specific and Common Legal Intensity and Financial Reporting Quality 

Table 7 presents the empirical results for the models to test the association 

between firm-specific legal intensity and financial reporting quality and common legal 

intensity and financial reporting quality (hypothesis H3).  
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Table 7 

The Association between Firm-Specific and Common Legal Intensity  

and Financial Reporting Quality 

 

Panel A: FRQ measured by AQ, AFERROR, AFDISP 

 
 DEPENDENT VARIABLES 

  (1) (2) (3) 

 AQ AFERROR AFDISP 

LGLINDEXCOM 0.005 0.139 0.000 

 (1.59) (0.95) (0.84) 

LGLINDEXFIRM 0.009*** 0.229** 0.001** 

 (3.25) (2.03) (2.25) 

Constant 0.053*** 0.592 -0.008*** 

 (2.78) (0.61) (-3.30) 

N 13,710 14,142 12,669 

Adj. R-sq 0.422 0.181 0.261 

Year Fixed Effects  Yes Yes Yes 

Industry Fixed Effects  Yes Yes Yes 

Controls Included  Yes Yes Yes 

 
This panel reports OLS regression results for the following model: 

𝐹𝑅𝑄 = 𝛽0 + 𝛽1𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 + 𝛽2𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 + 𝛽3𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (2a)    

Where FRQ is proxied by AQ in column (1), AFERROR in column (2), and AFDISP in column 

(3).  
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Panel B: FRQ measured by Earnings Informativeness and Accruals Informativeness 

 
 DEPENDENT VARIABLES 

  (1) (2) 

 CAR CAR 

EARN×LGLINDEXCOM 0.188  

 (1.51)  

CHEARN×LGLINDEXCOM -0.083  

 (-0.40)  

EARN×LGLINDEXFIRM 0.058  

 (0.56)  

CHEARN×LGLINDEXFIRM -0.454***  

 (-2.74)  

ACCR×LGLINDEXCOM  -0.021 

  (-0.09) 

CHACCR×LGLINDEXCOM  0.140 

  (0.69) 

ACCR×LGLINDEXFIRM  -0.248 

  (-1.34) 

CHACCR×LGLINDEXFIRM  -0.315* 

  (-1.95) 

Constant 0.215*** 0.109 

 (2.62) (0.95) 

N 18,177 17,209 

Adj. R-sq 0.131 0.130 

Year Fixed Effects Yes Yes 

Industry Fixed Effects Yes Yes 

Controls Included Yes Yes 

Sum of Coefficients 

(EARN+CHEARN) 

×LGLINDEXCOM 0.104  

(EARN+CHEARN) 

×LGLINDEXFIRM -0.396**  

(ACCR+CHACCR) 

×LGLINDEXCOM  0.118 

(ACCR+CHACCR) 

×LGLINDEXFIRM  -0.563*** 

 
Column (1) in this panel reports OLS regression results for the following model: 

𝐶𝐴𝑅 = 𝛽0 + 𝛽1𝐸𝐴𝑅𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 + 𝛽2𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 +
𝛽3𝐸𝐴𝑅𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 + 𝛽4𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 + 𝛽5𝐸𝐴𝑅𝑁 + 𝛽6𝐶𝐻𝐸𝐴𝑅𝑁 +
 𝛽7𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛽8𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛽9𝐶𝐻𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (2b) 

Where FRQ is proxied by market reaction to earnings and changes in earnings.  

 

Column (2) in this panel reports OLS regression results for the following model: 
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𝐶𝐴𝑅 = 𝛽0 + 𝛽1𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 + 𝛽2𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 +

𝛽3𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 + 𝛽4𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 + 𝛽5𝐶𝐹𝑂 ×

𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 + 𝛽6𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 + 𝛽7𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 +

𝛽8𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 + 𝛽9𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐶𝑂𝑀 + 𝛽10𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋𝐹𝐼𝑅𝑀 + 𝛽11𝐴𝐶𝐶𝑅 +

𝛽12𝐶𝐻𝐴𝐶𝐶𝑅 + 𝛽13𝐶𝐹𝑂 + 𝛽14𝐶𝐻𝐶𝐹𝑂 +  𝛽15𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛽16𝐴𝐶𝐶𝑅 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +

𝛽17𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛽18𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛽19𝐶𝐻𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +

𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (2c)   

Where FRQ is proxied by market reaction to accruals and changes in accruals.  

  

Only variables of interests are reported. Industry fixed effects are classified using Fama-French 

12 industries. Standard errors are clustered by firm. ***, **, and * indicate significance at 1%, 

5%, and 10% levels, respectively (two-tailed tests).  

 

Table 7 Panel A presents the empirical results for the models to test H2 when 

FRQ is measured by AQ, AFERROR, and AFDISP. The coefficient on LGLINDEXCOM 

is not significantly different from zero, while the coefficient on LGLINDEXFIRM is 

positive and significant in all three columns (1)-(3), suggesting that firm-specific legal 

intensity is inversely associated with financial reporting quality, but common legal 

intensity is not. Table 7 Panel B presents the empirical results for models to test H2 when 

FRQ is measured by earnings informativeness and accruals informativeness. F-tests in 

column (1) show that the sum of the coefficients on EARN×LGLINDEXFIRM and 

CHEARN×LGLINDEXFIRM is negative and significant. However, the sum of the 

coefficients on EARN×LGLINDEXCOM and CHEARN×LGLINDEXCOM is not 

significantly different from zero. Thus, firm-specific legal intensity but not common legal 

intensity is inversely associated with financial reporting quality measured by earnings 

informativeness, supporting H2. Similarly, in column (2), the sum of the coefficients on 

ACCR×LGLINDEXFIRM and CHACCR×LGLINDEXFIRM is negative and significant, 

while the sum of the coefficients on ACCR×LGLINDEXCOM and 
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CHACCR×LGLINDEXCOM is not significantly different from zero. Thus, firm-specific 

legal intensity but not common legal intensity is inversely associated with accruals 

informativeness, supporting H2. Overall, Table 7 provides support for H2 by showing 

that only firm-specific legal intensity but not common legal intensity is inversely 

associated with financial reporting quality for all five FRQ measures.  

 

7.3 Operational Uncertainty, Legal Intensity, and Financial Reporting Quality 

Table 8 presents the empirical results of the effect of operational uncertainty on 

the association between legal intensity and financial reporting quality (hypothesis H3). 

 

Table 8 

The Moderating Effect of Operational Uncertainty on the Association  

between Legal Intensity and Financial Reporting Quality 

 

Panel A: FRQ measured by AQ, AFERROR, AFDISP 

 
 DEPENDENT VARIABLES 

  (1) (2) (3) 

 AQ AFERROR AFDISP 

LGLINDEX 0.010*** -0.030 0.000 

 (3.30) (-0.19) (0.33) 

LGLINDEX× HUNCERT 0.007* 0.546*** 0.001** 

 (1.82) (2.62) (2.45) 

Constant 0.057*** 0.142 -0.009*** 

 (2.99) (0.15) (-3.76) 

N 13,710 14,142 12,669 

Adj. R-sq 0.423 0.184 0.262 

Year Fixed Effects  Yes Yes Yes 

Industry Fixed Effects  Yes Yes Yes 

Controls Included  Yes Yes Yes 

 
This panel reports OLS regression results for the following model: 

𝐹𝑅𝑄 = 𝜃0 + 𝜃1𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃2𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐻𝑈𝑁𝐶𝐸𝑅𝑇 + 𝜃3𝐻𝑈𝑁𝐶𝐸𝑅𝑇 + 𝜃4𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (3a)    
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Where FRQ is proxied by AQ in column (1), AFERROR in column (2), and AFDISP in column 

(3).  

 

Panel B: FRQ measured by Earnings Informativeness and Accruals Informativeness 

 
 DEPENDENT VARIABLES 

  (1) (2) 

 CAR CAR 

EARN×LGLINDEX 0.417  

 (1.31)  

CHEARN×LGLINDEX -1.330***  

 (-3.18)  

EARN×LGLINDEX×HUNCERT -0.220  

 (-0.66)  

CHEARN×LGLINDEX×HUNCERT 0.908**  

 (2.00)  

ACCR×LGLINDEX  0.027 

  (0.06) 

CHACCR×LGLINDEX  -1.281** 

  (-2.35) 

ACCR×LGLINDEX×HUNCERT  -0.232 

  (-0.47) 

CHACCR×LGLINDEX×HUNCERT  1.059* 

  (1.86) 

Constant 0.179** 0.080 

 (2.20) (0.70) 

N 18,177 17,209 

Adj. R-sq 0.133 0.133 

Year Fixed Effects Yes Yes 

Industry Fixed Effects Yes Yes 

Controls Included Yes Yes 

Sum of Coefficients 

(EARN+CHEARN)×LGLINDEX -0.913**  

(EARN+CHEARN)×LGLINDEX×HUNCERT 0.688  

(ACCR+CHACCR)×LGLINDEX  -1.254** 

(ACCR+CHACCR)×LGLINDEX×HUNCERT  0.827 

 
Column (1) in this panel reports OLS regression results for the following model: 

𝐶𝐴𝑅 = 𝜃0 + 𝜃1𝐸𝐴𝑅𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃2𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃3𝐸𝐴𝑅𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 ×
𝐻𝑈𝑁𝐶𝐸𝑅𝑇 + 𝜃4𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐻𝑈𝑁𝐶𝐸𝑅𝑇 + 𝜃5𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐻𝑈𝑁𝐶𝐸𝑅𝑇 +
𝜃6𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃7𝐻𝑈𝑁𝐶𝐸𝑅𝑇 + 𝜃8𝐸𝐴𝑅𝑁 + 𝜃9𝐶𝐻𝐸𝐴𝑅𝑁 +  𝜃10𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝜃11𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝜃12𝐶𝐻𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 +
𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (3b)   

Where FRQ is proxied by market reaction to earnings and changes in earnings.  

 

Column (2) in this panel reports OLS regression results for the following model: 
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𝐶𝐴𝑅 = 𝜃0 + 𝜃1𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃2𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃3𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 ×
𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝜃4𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝜃5𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 +
𝜃6𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃7𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝜃8𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 ×
𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝜃9𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝜃10𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝜃11𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 +
𝜃12𝐴𝐶𝐶𝑅 + 𝜃13𝐶𝐻𝐴𝐶𝐶𝑅 + 𝜃14𝐶𝐹𝑂 + 𝜃15𝐶𝐻𝐶𝐹𝑂 +  𝜃16𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝜃17𝐴𝐶𝐶𝑅 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝜃18𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝜃19𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝜃20𝐶𝐻𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (3c) 

Where FRQ is proxied by market reaction to accruals and changes in accruals.   

 

Only variables of interest are reported. HUNCERT is coded 1 if the cash flow volatility 

(STDCFO) or the stock price volatility (PRICEVOL) is above their sample median, and 0 

otherwise. Industry fixed effects are classified using Fama-French 12 industries. Standard errors 

are clustered by firm. ***, **, and * indicate significance at 1%, 5%, and 10% levels, 

respectively (two-tailed tests). 

 

 In Table 8 Panel A, FRQ is measured as AQ, AFERROR, and AFDISP (columns 

(1)-(3)). The coefficient on the interaction term LGLINDEX×HUNCERT is positive and 

significant in all the three columns of Table 8 Panel A, which suggests that a high 

operational uncertainty strengthens the inverse association between legal intensity and 

FRQ measured by AQ, AFERROR, and AFDISP.  

In Table 8 Panel B, FRQ is proxied by earnings informativeness (column (1)) and 

accruals informativeness (column (2)). In column (1), the sum of the coefficients on 

EARN×LGLINDEX and CHEARN×LGLINDEX is negative and significant, but the sum of 

the coefficients on EARN×LGLINDEX×HUNCERT and CHEARN×LGLINDEX× 

HUNCERT  is not significantly different from zero. Thus, a high operational uncertainty 

does not strengthen the inverse association between LGLINDEX and earnings 

informativeness. Similarly, in column (2), the sum of the coefficients on 

ACCR×LGLINDEX and CHACCR×LGLINDEX is negative and significant but the sum of 

the coefficients on ACCR×LGLINDEX×HUNCERT and CHACCR×LGLINDEX× 

HUNCERT is not significantly different from zero. Thus, a high operational uncertainty 
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does not have an incremental effect on the inverse association between LGLINDEX and 

accruals informativeness.  

In sum, the results in Table 8 provide support for H3 when FRQ is proxied by 

three out of the five FRQ measures: AQ, AFERROR, and AFDISP. 

 

7.4 Accounting Experts on Audit Committee, Legal Intensity, and Financial 

Reporting Quality 

 

Table 9 presents the empirical results for testing the attenuating effect of audit 

committee accounting expertise on the association between legal intensity and financial 

reporting quality (hypothesis H4).  

 

Table 9 

The Moderating Effect of Accounting Expertise on the Association between Legal 

Intensity and Financial Reporting Quality 

 

Panel A: FRQ measured by AQ, AFERROR, AFDISP 

 
 DEPENDENT VARIABLES 

  (1) (2) (3) 

 AQ AFERROR AFDISP 

LGLINDEX 0.018*** 0.257 0.001* 

 (5.14) (1.64) (1.80) 

LGLINDEX×ACACCTEXP -0.021** -0.961** 0.000 

 (-2.47) (-2.11) (0.23) 

Constant 0.057*** -0.152 -0.009*** 

 (2.91) (-0.15) (-3.57) 

N 12,600 13,166 11,823 

Adj. R-sq 0.423 0.183 0.260 

Year Fixed Effects  Yes Yes Yes 

Industry Fixed Effects  Yes Yes Yes 

Controls Included  Yes Yes Yes 

 
This panel reports OLS regression results for the following model: 

𝐹𝑅𝑄 = 𝛾0 + 𝛾1𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾2𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾3𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 +
𝛾4𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (4a)    
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Where FRQ is proxied by AQ in column (1), AFERROR in column (2), and AFDISP in column 

(3).  

 

 

Panel B: FRQ measured by Earnings Informativeness and Accruals Informativeness 

 
 DEPENDENT VARIABLES 

  (1) (2) 

 CAR CAR 

EARN×LGLINDEX 0.233**  

 (1.98)  

CHEARN×LGLINDEX -0.585***  

 (-2.86)  

EARN×LGLINDEX×ACACCTEXP -0.972  

 (-1.43)  

CHEARN×LGLINDEX×ACACCTEXP 0.112  

 (0.13)  

ACCR×LGLINDEX  -0.088 

  (-0.35) 

CHACCR×LGLINDEX  -0.462** 

  (-2.33) 

ACCR×LGLINDEX×ACACCTEXP  -1.293** 

  (-2.17) 

CHACCR×LGLINDEX×ACACCTEXP  0.283 

  (0.45) 

Constant 0.204** 0.111 

 (2.41) (0.92) 

N 16,812 15,880 

Adj. R-sq 0.131 0.132 

Year Fixed Effects Yes Yes 

Industry Fixed Effects Yes Yes 

Controls Included Yes Yes 

Sum of Coefficients 

(EARN+CHEARN)×LGLINDEX -0.353*  

(EARN+CHEARN)×LGLINDEX×ACACCTEXP -0.859  

(ACCR+CHACCR)×LGLINDEX  -0.550** 

(ACCR+CHACCR)×LGLINDEX×ACACCTEXP  -1.010 

 
Column (1) in this panel reports OLS regression results for the following model: 

𝐶𝐴𝑅 = 𝛾0 + 𝛾1𝐸𝐴𝑅𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾2𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾3𝐸𝐴𝑅𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 ×
𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾4𝐶𝐻𝐸𝐴𝐸𝑁 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾5𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 ×
𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾6𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾7𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾8𝐸𝐴𝑅𝑁 + 𝛾9𝐶𝐻𝐸𝐴𝑅𝑁 +
 𝛾10𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛾11𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛾12𝐶𝐻𝐸𝐴𝑅𝑁 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (4b)   

Where FRQ is proxied by market reaction to earnings and changes in earnings.  
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Column (2) in this panel reports OLS regression results for the following model: 

𝐶𝐴𝑅 = 𝛾0 + 𝛾1𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾2𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾3𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 ×
𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾4𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾5𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 +
𝛾6𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾7𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾8𝐶𝐻𝐶𝐹𝑂 × 𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 ×
𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾9𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 × 𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 + 𝛾10𝐿𝐺𝐿𝐼𝑁𝐷𝐸𝑋 + 𝛾11𝐴𝐶𝐴𝐶𝐶𝑇𝐸𝑋𝑃 +
𝛾12𝐴𝐶𝐶𝑅 + 𝛾13𝐶𝐻𝐴𝐶𝐶𝑅 + 𝛾14𝐶𝐹𝑂 + 𝛾15𝐶𝐻𝐶𝐹𝑂 +  𝛾16𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛾17𝐴𝐶𝐶𝑅 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝛾18𝐶𝐻𝐴𝐶𝐶𝑅 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛾19𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 + 𝛾20𝐶𝐻𝐶𝐹𝑂 × 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠 +
𝑌𝑒𝑎𝑟 𝑜𝑟 𝑄𝑢𝑎𝑟𝑡𝑒𝑟 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐹𝑖𝑥𝑒𝑑 𝐸𝑓𝑓𝑒𝑐𝑡 + 𝑣 (4c)  

Where FRQ is proxied by market reaction to accruals and changes in accruals.   

 

Only variables of interest are reported. ACACCTEXP is coded 1 if the firm’s ratio of accounting 

experts on the audit committee (ACACCTEXPRATIO) is in the top decile of the sample, and 0 

otherwise. Industry fixed effects are classified using Fama-French 12 industries. Standard errors 

are clustered by firm. ***, **, and * indicate significance at 1%, 5%, and 10% levels, 

respectively (two-tailed tests). 

 

In Table 9 Panel A, FRQ is measured as AQ, AFERROR, and AFDISP (columns 

(1)-(3)). The results suggest that audit committee accounting expertise attenuates the 

negative effect of LGLINDEX in two out of the three columns. In columns (1) and (2), the 

coefficient on the interaction term LGLINDEX×ACACCTEXP is negative and significant, 

suggesting that a high ratio of accounting experts on the audit committee attenuates the 

inverse association between legal intensity and FRQ measured by AQ and AFERROR. 

However, in column (3), LGLINDEX has a positive and significant coefficient, but the 

coefficient on LGLINDEX×ACACCTEXP is not significantly different from zero. Thus, a 

high ratio of audit committee accounting expertise does not incrementally affect the 

association between LGLINDEX and AFDISP.  

In Table 9 Panel B, FRQ is proxied by earnings informativeness (column (1)) and 

accruals informativeness (column (2)). In column (1), the sum of the coefficients on 

EARN×LGLINDEX and CHEARN×LGLINDEX is negative and significant, but the sum of 

the coefficients on EARN×LGLINDEX×ACACCTEXP and 
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CHEARN×LGLINDEX×ACACCTEXP is not significantly different from zero. Thus, audit 

committee accounting expertise does not attenuate the inverse association between 

LGLINDEX and earnings informativeness. Similarly, in column (2), the sum of the 

coefficients on ACCR×LGLINDEX and CHACCR×LGLINDEX is negative and 

significant, but the sum of the coefficients on ACCR×LGLINDEX×ACACCTEXP and 

CHACCR×LGLINDEX×ACACCTEXP is not significantly different from zero. Thus, 

audit committee accounting expertise does not attenuate the inverse association between 

LGLINDEX and accruals informativeness.  

In sum, the results in Table 9 provide support for H4 when FRQ is proxied by AQ 

and AFERROR. 
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CHAPTER 8 

ADDITIONAL ANALYSES 

 

8.1 Legal Experts on Audit Committee, Legal Intensity, and Financial Reporting 

Quality 
 

In addition to accounting experts on the audit committee, I also examine whether 

legal experts on the audit committee can moderate the inverse association between legal 

intensity and financial reporting quality. Krishnan et al. (2011) have documented that 

legal experts on the audit committee are positively associated with financial reporting 

quality proxied by accruals quality and performance-matched discretionary accruals. 

Thus, I examine further whether the existing legal experts on the audit committee 

improve financial reporting quality through mitigating the disconnects in translating legal 

content into financial reporting. Following Ham and Koharki (2016), Hopkins, Maydew, 

and Venkatachalam (2015), Kwak, Ro, and Suk (2012), and Krishnan et al. (2011), I 

define an individual as a legal expert if he or she has a legal degree (e.g., LLM, JD) or 

has related legal work experience (e.g., general counsel, attorney). Appendix D has the 

complete keywords to identify legal qualifications and legal positions for members on the 

audit committee. Table 10 below presents the descriptive statistics (Panel A) and 

regression results (Panel B and Panel C) for the tests examining whether having a legal 

expert on the audit committee mitigates the inverse association between legal intensity 

and financial reporting quality. 
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Table 10 

The Moderating Effect of Legal Expertise on the Association between Legal Intensity 

and Financial Reporting Quality 

 

Panel A: Descriptive Statistics of Legal Expertise on Audit Committee 

 

 N Mean Std. Dev. Q1 Median Q3 

ACLGLEXP 19,672 0.381 0.486 0.000 0.000 1.000 

 
ACLGLEXP is coded 1 if the firm’s the audit committee has at least one legal expert, and 0 

otherwise. 

 

Panel B: FRQ measured by AQ, AFERROR, AFDISP 

 
 DEPENDENT VARIABLES 

  (1) (2) (3) 

 AQ AFERROR AFDISP 

LGLINDEX 0.014*** 0.090 0.001 

 (3.51) (0.51) (1.59) 

LGLINDEX×ACLGLEXP 0.006 0.278 0.000 

 (1.03) (1.28) (0.06) 

Constant 0.056*** -0.370 -0.010*** 

 (2.88) (-0.36) (-3.82) 

N 12,577 13,150 11,807 

Adj. R-sq 0.423 0.181 0.259 

Year Fixed Effects  Yes Yes Yes 

Industry Fixed Effects  Yes Yes Yes 

Controls Included  Yes Yes Yes 

 
This panel reports OLS regression results for model (4a) when ACACCTEXP is replaced by 

ACLGLEXP.  

 

Where FRQ is proxied by AQ in column (1), AFERROR in column (2), and AFDISP in column 

(3).  

 

Panel C: FRQ measured by Earnings Informativeness and Accruals Informativeness 

 
 DEPENDENT VARIABLES 

  (1) (2) 

 CAR CAR 

EARN×LGLINDEX 0.189  

 (1.38)  

CHEARN×LGLINDEX -0.539**  

 (-2.17)  

EARN×LGLINDEX×ACLGLEXP 0.045  
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Panel C Continued 

 
 DEPENDENT VARIABLES 

  (1) (2) 

 CAR CAR 

 (0.21)  

CHEARN×LGLINDEX×ACLGLEXP -0.075  

 (-0.21)  

ACCR×LGLINDEX  -0.087 

  (-0.30) 

CHACCR×LGLINDEX  -0.474** 

  (-1.99) 

ACCR×LGLINDEX×ACLGLEXP  -0.204 

  (-0.49) 

CHACCR×LGLINDEX×ACLGLEXP  0.060 

  (0.18) 

Constant 0.182** 0.090 

 (2.16) (0.75) 

N 16,794 15,862 

Adj. R-sq 0.132 0.132 

Year Fixed Effects Yes Yes 

Industry Fixed Effects Yes Yes 

Controls Included Yes Yes 

Sum of Coefficients 

(EARN+CHEARN)×LGLINDEX -0.350  

(EARN+CHEARN)×LGLINDEX×ACLGLEXP -0.030  

(ACCR+CHACCR)×LGLINDEX  -0.561* 

(ACCR+CHACCR)×LGLINDEX×ACLGLEXP  -0.144 

 
Column (1) in this panel reports OLS regression results for model (4b) when ACACCTEXP is 

replaced by ACLGLEXP.  

FRQ is proxied by market reaction to earnings and changes in earnings.  

 

Column (2) in this panel reports OLS regression results for model (4c) when ACACCTEXP is 

replaced by ACLGLEXP. 

FRQ is proxied by market reaction to accruals and changes in accruals.   

 

Industry fixed effects are classified using Fama-French 12 industries. Standard errors are 

clustered by firm. ***, **, and * indicate significance at 1%, 5%, and 10% levels, respectively 

(two-tailed tests). 

 

As shown in Table 10 Panel A, the mean of ACLGLEXP is 0.381, which suggests 

that about 38% of firms have at least one legal expert on the audit committee covered in 

BoardEx during 2012 and 2017. In Table 10 Panel B, the coefficient on the interaction 



 

63 
 

term LGLINDEX×ACLGLEXP is insignificant in all three columns, which suggests that 

having a legal expert on the audit committee does not mitigate the inverse association 

between legal intensity and financial reporting quality proxied by AQ, AFERROR, and 

AFDISP. In Table 10 Panel C column (1), the sum of the coefficients on 

EARN×LGLINDEX×ACLGLEXP and CHEARN×LGLINDEX×ACLGLEXP is not 

significantly different from zero, which suggests that having a legal expert on the audit 

committee does not mitigate the inverse association between legal intensity and financial 

reporting quality proxied by earnings informativeness. In Table 10 Panel C column (2), 

the sum of the coefficients on ACCR×LGLINDEX×ACLGLEXP and 

CHACCR×LGLINDEX×ACLGLEXP is not significantly different from zero, which 

suggests that having a legal expert on the audit committee does not mitigate the inverse 

association between legal intensity and financial reporting quality proxied by accruals 

informativeness. 

In addition, I replace ACLGLEXP with variants of this measure (untabulated): (1) 

the audit committee chair is a legal expert; (2) the audit committee has a joint expert 

(both accounting and legal expert); or (3) the audit committee has at least one accounting 

and one legal expert. I find no evidence that legal audit committee chair, legal and 

accounting joint expert, or having at least one accounting and one legal expert on audit 

committee mitigate the disconnects in the translation of legal content into financial 

reporting.  

In sum, I don’t find evidence that legal experts on audit committees improve 

financial reporting by helping with the translation of legal contents into financial reports.  
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8.2 Legal Intensity and Internal Control Quality, Financial Reporting 

Comparability, and Financial Fraud 
 

In addition to the five financial reporting quality measures examined in the main 

analyses, I also check the association between legal intensity and other two financial 

reporting properties: internal control quality and financial reporting comparability, and 

financial fraud. 

 

8.2.1 Legal Intensity and Internal Control Quality 

Following Schroeder and Shepardson (2016), I employ two measures of internal 

control quality. The first measure, UAQDA, is unaudited discretionary working capital 

accruals, which is calculated as the residuals from a quarterly cross-sectional modified 

Jones model. The second measure, UAQNOISE, is the unaudited accrual estimation error. 

UAQNOISE is calculated by first estimating a regression of current period working 

capital accruals on prior, current, and future cash flows. UAQNOISE is then calculated as 

the standard deviation of the residuals over the prior eight quarters. The first three 

quarters’ financial information is not subject to the audit report. Thus the two measures 

constructed using the first three quarters’ financial information are expected to reflect 

more of internal control quality rather than audit quality. For both measures, a higher 

value represents a lower internal control quality. The construction of the two internal 

control quality measures is discussed in detail in Appendix E. Table 11 below presents 

the descriptive statistics (Panel A) and empirical results (Panel B and Panel C) for this set 

of tests.  
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Table 11 

Legal Intensity and Internal Control Quality 

 

 Panel A: Descriptive Statistics of Internal Control Quality Measures and Additional 

Controls in Internal Control Quality Analyses 

 

 N Mean Std. Dev. Q1 Median Q3 

UAQDA 29,925 2.009 2.742 0.453 1.099 2.362 

UAQNOISE 29,775 3.021 3.082 1.154 1.984 3.654 

FOREIGN 29,925 0.215 0.411 0.000 0.000 0.000 

GROWTH 29,925 0.089 0.311 -0.041 0.035 0.126 

ARINV 29,925 0.276 0.185 0.126 0.249 0.388 

RESTHREE 29,925 0.508 0.500 0.000 1.000 1.000 

STDCFOQ 29,925 0.026 0.028 0.010 0.017 0.032 

STDSALEQ 29,925 0.046 0.052 0.016 0.030 0.056 

LGOPCYCLE 29,925 6.180 0.796 5.753 6.217 6.627 

INTINTENSITY 29,925 0.099 0.351 0.000 0.000 0.064 

NOINT 29,925 0.591 0.492 0.000 1.000 1.000 

CAPINTENSITY 29,925 0.259 0.234 0.080 0.175 0.372 

PERCENTLOSS 29,925 0.295 0.337 0.000 0.167 0.500 

MBR 29,925 3.024 5.223 1.198 2.026 3.548 

LGAUDIT 28,778 13.970 1.345 13.043 14.068 14.890 

 

The sample size for the quarterly models in the internal control quality analyses is lower due to 

the loss of a significant number of observations while constructing UAQDA, UAQNOISE, and 

control variables used in the quarterly models. The sample size for the quarterly models is 

comparable to the number of observations reported in Table 1 of Schroeder and Shepardson 

(2016). The fourth quarter is excluded from the analyses. Variable definitions are provided in 

Appendix F. 

 

Panel B: The Average Association between Legal Intensity and Internal Control Quality 

 

 DEPENDENT VARIABLES 

  (1) (2) 

 UAQDA UAQNOISE 

LGLINDEX 0.526*** 0.617*** 

 (3.88) (3.02) 

ARC -0.026 0.681*** 

 (-0.22) (3.83) 

10KLEN 0.079 0.142 

 (1.37) (1.62) 

BUSSEG -0.047 -0.083 
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Panel B Continued 

 

 DEPENDENT VARIABLES 

  (1) (2) 

 UAQDA UAQNOISE 

 (-1.23) (-1.58) 

HLIT 0.085 -0.099 

 (1.34) (-1.00) 

MA -0.016 -0.113* 

 (-0.40) (-1.88) 

CAPLEASE -0.122** -0.087 

 (-2.57) (-1.21) 

SPE -0.086* -0.152** 

 (-1.79) (-2.10) 

SALEATS -0.013 -0.049 

 (-0.33) (-0.80) 

DIVP 0.261** 0.317* 

 (2.12) (1.87) 

ISSUESHARE -0.030 -0.065 

 (-0.57) (-0.89) 

ISSUEDEBT -0.130*** -0.228*** 

 (-2.68) (-3.30) 

HEDGEDER 0.083* 0.146* 

 (1.75) (1.92) 

SIZE -0.206*** -0.291*** 

 (-6.56) (-6.13) 

BIG4 -0.141* -0.318*** 

 (-1.87) (-2.80) 

PRBANK 1.337*** 1.571*** 

 (9.37) (7.41) 

MW -0.044 0.120 

 (-0.55) (1.01) 

FOREIGN -0.046 -0.175** 

 (-0.83) (-2.22) 

GROWTH 0.132 0.598*** 

 (1.48) (4.65) 

ARINV 0.493** -0.316 

 (2.26) (-1.12) 

RESTHREE 0.098** 0.070 

 (2.04) (0.95) 

STDCFOQ 18.227*** 28.477*** 

 (11.58) (13.04) 

STDSALEQ 1.728*** 4.657*** 

 (2.87) (5.14) 

LGOPCYCLE 0.044 0.035 

 (0.96) (0.55) 
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Panel B Continued 

 

 DEPENDENT VARIABLES 

  (1) (2) 

 UAQDA UAQNOISE 

INTINTENSITY 0.355** 0.632*** 

 (2.48) (2.79) 

NOINT -0.085 0.083 

 (-1.27) (0.83) 

CAPINTENSITY 0.164 -0.596*** 

 (1.03) (-2.63) 

PERCENTLOSS 0.799*** 1.493*** 

 (7.56) (9.28) 

MBR 0.006 -0.001 

 (1.31) (-0.15) 

LGAUDIT 0.139*** 0.015 

 (3.09) (0.22) 

Constant -0.728 -2.134 

 (-0.85) (-1.60) 

N 27,249 27,118 

Adj. R-sq 0.223 0.414 

Year Fixed Effects Yes Yes 

Quarter Fixed Effects Yes Yes 

Industry Fixed Effects Yes Yes 

Controls Included Yes Yes 

 
In this panel, Column (1) (Column (2)) reports the OLS regression results using model (1a) 

when FRQ is replaced by the internal control quality proxy UAQDA (UAQNOISE).  
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Panel C: The Effect of Moderating Factors on the Association between Legal Intensity 

and Internal Control Quality 

 

 

DEPENDENT VARIABLES 

(1) (2) (3) (4) (5) (6) 

UAQDA UAQDA UAQDA UAQNOISE UAQNOISE UAQNOISE 

LGLINDEX  0.215 0.516***  0.311 0.666*** 

  (1.49) (3.56)  (1.57) (3.19) 

LGLINDEXCOM 0.072   -0.008   

 (0.57)   (-0.04)   

LGLINDEXFIRM 0.507***   0.627***   

 (4.58)   (3.64)   

LGLINDEX  0.467***   0.469*  

×HUNCERT  (2.64)   (1.82)  

LGLINDEX   -0.578   -1.373 

×ACACCTEXP   (-0.83)   (-1.36) 

Constant -0.667 -0.642 -0.442 -2.125 -2.083 -2.290* 

 (-0.77) (-0.75) (-0.50) (-1.59) (-1.57) (-1.66) 

N 27,249 27,249 24,456 27,118 27,118 24,350 

Adj. R-sq 0.223 0.223 0.217 0.414 0.415 0.408 

Year Fixed Effects Yes Yes Yes Yes Yes Yes 

Quarter Fixed 

Effects Yes Yes Yes Yes Yes Yes 

Industry Fixed 

Effects Yes Yes Yes Yes Yes Yes 

Controls Included Yes Yes Yes Yes Yes Yes 

 

In this panel, Column (1) (Column (4)) reports the OLS regression results using model (2a) when 

FRQ is replaced by the internal control quality proxy UAQDA (UAQNOISE). Column (2) 

(Column (5)) reports the OLS regression results using model (3a) when FRQ is replaced by the 

internal control quality proxy UAQDA (UAQNOISE). Column (3) (Column (6)) reports the OLS 

regression results using model (4a) when FRQ is replaced by the internal control quality proxy 

UAQDA (UAQNOISE). 

Industry fixed effects are classified using Fama-French 12 industries. Standard errors are 

clustered by firm. ***, **, and * indicate significance at 1%, 5%, and 10% levels, respectively 

(two-tailed tests). 
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The descriptive statistics for the two internal control quality measures and the 

quarterly control variables are presented in Table 11 Panel A. Quarter fixed effects are 

included in addition to year and industry fixed effects. 

As shown in Table 11 Panel B, the coefficient on LGLINDEX is positive and 

significant in both columns (1) and (2), which suggests that legal intensity is, on average, 

inversely associated with internal control quality proxied by both measures. 

 The coefficient on LGLINDEXFIRM is positive and significant while the 

coefficient on LGLINDEXCOM is insignificant in both column (1) and column (4) of 

Table 11 Panel C, which suggests that only firm-specific legal intensity but not common 

legal intensity is inversely associated with internal control quality. The coefficient on the 

interaction term LGLINDEX×HUNCERT is positive and significant in columns (2) and 

(5) of Table 11 Panel C, which suggests that high operational uncertainty strengthens the 

inverse association between legal intensity and internal control quality. In column (3) and 

column (6) of this panel, the sign of the coefficient on LGLINDEX×ACACCTEXP is 

negative but not statistically significant, suggesting that a high ratio of accounting experts 

on the audit committee does not attenuate the inverse association between legal intensity 

and internal control quality.  

 

8.2.2 Legal Intensity and Financial Reporting Comparability 

Following De Franco et al. (2011), I define financial reporting comparability as 

the closeness between two firm’s accounting functions. A firm’s accounting function is 

captured by the coefficients estimated from regressions of earnings on stock returns over 
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the previous 16 consecutive quarters. The closeness of two firms’ accounting functions 

(financial reporting comparability) is calculated as minus one times the absolute 

difference between two expected earnings when the two firm’s accounting functions are 

applied to the same level of stock return. By multiplying by negative one, I am able to 

interpret a higher value of this metric as reflecting higher financial reporting 

comparabilty. 

I compute two financial reporting comparability measures. The first financial 

reporting comparability measure, FRC4, incorporates four peers with the highest 

financial reporting comparability in the same two-digit SIC industry category. The 

second financial reporting comparability measure, FRCIND, is the median of financial 

reporting comparability of all peers in the same two-digit SIC industry category. FRC4 

reflects the comparability to peer firms, while FRCIND reflects the comparability to the 

industry, respectively. The construction of FRC4 and FRCIND is discussed in detail in 

Appendix E. For both the financial reporting comparability measures, a higher value 

indicates a higher financial reporting comparability. Table 12 below presents the 

descriptive statistics (Panel A) and empirical results (Panel B and Panel C) for the tests of 

the association between legal intensity and financial reporting comparability. 

 

Table 12 

Legal Intensity and Financial Reporting Comparability 

 

  Panel A: Descriptive Statistics of Financial Reporting Comparability Measures 

 

 N Mean Std. Dev. Q1 Median Q3 

FRC4 12,099 -0.584 1.030 -0.550 -0.210 -0.090 

FRCIND 12,099 -2.319 2.392 -2.820 -1.390 -0.880 
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Variable definitions are provided in Appendix F. 

 

 

Panel B: The Average Association between Legal Intensity and Financial Reporting 

Comparability 

 

 DEPENDENT VARIABLES 

  (1) (2) 

 FRC4 FRCIND 

LGLINDEX -0.137* -0.874*** 

 (-1.85) (-5.03) 

ARC -0.185*** -0.190 

 (-2.89) (-1.40) 

10KLEN -0.093*** -0.367*** 

 (-2.75) (-5.11) 

BUSSEG -0.012 0.035 

 (-0.54) (0.78) 

HLIT 0.156*** -0.280*** 

 (3.63) (-2.72) 

MA 0.080*** 0.248*** 

 (3.52) (5.50) 

CAPLEASE -0.015 0.004 

 (-0.44) (0.05) 

SPE -0.064** -0.072 

 (-2.17) (-1.15) 

SALEATS 0.012 0.010 

 (0.40) (0.16) 

DIVP -0.053 -0.347*** 

 (-1.41) (-3.93) 

ISSUESHARE 0.251*** 0.473*** 

 (7.72) (7.29) 

ISSUEDEBT 0.019 0.056 

 (0.74) (1.08) 

HEDGEDER 0.004 -0.033 

 (0.14) (-0.57) 

SIZE 0.091*** 0.304*** 

 (8.28) (12.45) 

LEV -0.584*** -1.300*** 

 (-6.60) (-7.92) 

MB 0.010*** 0.017*** 

 (5.46) (4.12) 

BIG4 0.033 0.066 

 (0.87) (0.82) 

RETVOL -1.358*** -3.374*** 

 (-16.71) (-20.36) 
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Panel B Continued 

 

 DEPENDENT VARIABLES 

  (1) (2) 

 FRC4 FRCIND 

Constant 1.242*** 2.001** 

 (3.02) (2.27) 

N 11,422 11,422 

Adj. R-sq 0.219 0.363 

Year Fixed Effects Yes Yes 

Industry Fixed Effects Yes Yes 

Controls Included Yes Yes 

 
In this panel, Column (1) (Column (2)) reports the OLS regression results using model (1a) 

when FRQ is replaced by the financial reporting comparability proxy FRC4 (FRCIND).  

 

Panel C: The Effect of Moderating Factors on the Association between Legal Intensity 

and Financial Reporting Comparability 

 

 

DEPENDENT VARIABLES 

(1) (2) (3) (4) (5) (6) 

FRC4 FRC4 FRC4 FRCIND FRCIND FRCIND 

LGLINDEX  -0.065 -0.079  -0.445*** -0.769*** 

  (-0.83) (-1.01)  (-2.76) (-4.30) 

LGLINDEXCOM -0.049   -0.312*   

 (-0.66)   (-1.88)   

LGLINDEXFIRM -0.124**   -0.680***   

 (-2.02)   (-4.90)   

LGLINDEX  -0.171   -1.145***  

×HUNCERT  (-1.16)   (-3.48)  

LGLINDEX   0.072   0.286 

×ACACCTEXP   (0.46)   (0.92) 

Constant 1.191*** 1.295*** 1.428*** 1.891** 2.174** 2.474*** 

 (2.93) (3.16) (3.34) (2.17) (2.50) (2.73) 

N 11,422 11,422 10,549 11,422 11,422 10,549 

Adj. R-sq 0.219 0.222 0.213 0.364 0.374 0.362 

Year Fixed Effects Yes Yes Yes Yes Yes Yes 

Industry Fixed Effects Yes Yes Yes Yes Yes Yes 

Controls Included Yes Yes Yes Yes Yes Yes 

 

In this panel, Column (1) (Column (4)) reports the OLS regression results using model (2a) when 

FRQ is replaced by the financial reporting comparability proxy FRC4 (FRCIND). Column (2) 
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(Column (5)) reports the OLS regression results using model (3a) when FRQ is replaced by the 

financial reporting comparability proxy FRC4 (FRCIND). Column (3) (Column (6)) reports the 

OLS regression results using model (4a) when FRQ is replaced by the financial reporting 

comparability proxy FRC4 (FRCIND). 

Industry fixed effects are classified using Fama-French 12 industries. Standard errors are 

clustered by firm. ***, **, and * indicate significance at 1%, 5%, and 10% levels, respectively 

(two-tailed tests). 

 

As shown in Table 12 Panel A, FRC4 and FRCIND are always negative by 

construction. The mean of FRC4 is higher than FRCIND because FRC4 incorporates only 

the four industry peers with the highest financial reporting comparability to the firm.  

Table 12 Panel B shows that the coefficient on LGLINDEX is significantly 

negative in both columns (1) and (2), which suggests that legal intensity is inversely 

associated with financial reporting comparability proxied by both measures on average.  

 The coefficient on LGLINDEXFIRM is negative and significant while the 

coefficient on LGLINDEXCOM is insignificant in column (1) of Table 12 Panel C, which 

suggests that only firm-specific legal intensity but not common legal intensity is inversely 

associated with financial reporting comparability proxied by FRC4. In column (4) of 

Table 12 Panel C, the coefficient on LGLINDEXFIRM and the coefficient on 

LGLINDEXCOM are both negative and significant, suggesting that both firm-specific 

legal intensity and common legal intensity are inversely associated with financial 

reporting comparability proxied by FRCIND.  

In column (2) of Table 12 Panel C, the coefficient on the interaction term 

LGLINDEX×HUNCERT is not significantly different from zero while in column (5) the 

coefficient on LGLINDEX×HUNCERT is negative and significant. Thus, high operational 

uncertainty strengthens the inverse association between legal intensity and financial 
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reporting comparability when comparability is proxied by FRCIND (column (5)) but not 

by FRC4 (column (2)). In both column (3) and column (6) of this panel, the coefficient 

on LGLINDEX×ACACCTEXP is not statistically significant, which suggests that a high 

ratio of accounting experts on the audit committee does not attenuate the inverse 

association between legal intensity and financial reporting comparability. 

 

8.2.3 Legal Intensity and Financial Fraud 

The potential disconnects in translating legal content into financial reporting can 

increase the unintentional errors in financial reporting and provide opportunities for 

intentional manipulations (financial fraud) as well. The five financial reporting quality 

measures reported in the main analyses can capture both unintentional errors and 

financial fraud.  

In this section, I further examine the association between legal intensity and 

financial fraud, using two measures that are more likely to reflect financial fraud rather 

than unintentional errors. The first measure is FSCORE, which proxies for the likelihood 

of material misstatement, is computed based on the estimated coefficients of model (1) 

specified in Table 7 Panel A in Dechow, Ge, Larson, and Sloan (2011). The computation 

details of FSCORE are discussed in Appendix E. The second measure is MEET, which is 

coded 1 if earnings meet or beat the latest analysts’ earnings forecast by one cent per 

share or less, and 0 otherwise (Cunningham, Li, Stein, and Wright 2019). 

Table 13 presents the descriptive statistics (Panel A) and regression results (Panel 

B) for the tests of the association between legal intensity and financial fraud.  



 

75 
 

Table 13 

Legal Intensity and Financial Fraud 

 

Panel A: Descriptive Statistics of Financial Fraud Variables 

 

 N Mean Std. Dev. Q1 Median Q3 

FSCORE 15,867 0.950 0.597 0.486 0.828 1.292 

MEET 16,858 0.104 0.306 0 0 0 

 
Variable definitions are provided in Appendix F. 

 
Panel B: The Association between Legal Intensity and Financial Fraud 

 

 

DEPENDENT VARIABLES 

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

FSCORE FSCORE MEET MEET 

LGLINDEX 0.020  -0.026  

 (0.62)  (-0.14)  

LGLINDEXCOM  -0.001  0.155 

  (-0.02)  (0.84) 

LGLINDEXFIRM  0.030  -0.059 

  (1.10)  (-0.39) 

Constant -0.203 -0.189 4.269*** 4.433*** 

 (-1.01) (-0.94) (3.39) (3.52) 

N 13,555 13,555 12,272 12,272 

Adj. or Pseudo R-sq 0.427 0.427 0.024 0.025 

Year Fixed Effects Yes Yes Yes Yes 

Industry Fixed Effects Yes Yes Yes Yes 

Controls Included Yes Yes Yes Yes 

 
Column (1) (Column (2)) reports the OLS regression results using model (1a) (model (2a)) 

when FRQ is replaced by the financial fraud proxy FSCORE.  

 

Column (3) (Column (4)) reports the Logit regression results using model (1a) (model (2a)) 

when FRQ is replaced by the financial fraud proxy MEET.  

 

Control variables used in the analyses when AQ is the FRQ measure are included in this 

panel (controls presented in Table 6 Column (1)). Industry fixed effects are classified using 

Fama-French 12 industries. Standard errors are clustered by firm. ***, **, and * indicate 

significance at 1%, 5%, and 10% levels, respectively (two-tailed tests).  
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As shown in Table 13 Panel A, the mean of FSCORE is 0.95, suggesting that the 

mean probability of misstatement in my sample is 0.95 of the unconditional expectation 

of the misstatement probability. The mean of MEET is 0.104, which suggests that 10.4% 

firm-years’ earnings meet or beat the latest analysts’ earnings forecast by one cent per 

share or less.  

Table 13 Panel B presents the empirical results of the association between legal 

intensity and financial fraud. The coefficients on LGLINDEX, LGLINDEXCOM, and 

LGLINDEXFIRM (columns (1), (2), (3) and (4)) are all insignificant, regardless of the 

fraud measure that is used. This suggests that legal intensity is not inversely associated 

with financial fraud, the intentional financial reporting manipulations. 

 

8.3 Taxonomies with a High Percentage of Legal Tags 

The current legal intensity measure is a comprehensive measure, which 

incorporates various kinds of legal content translated into financial reporting. I then look 

at the percentage of legal tags within each XBRL US GAAP taxonomy to locate financial 

reporting areas that are most likely to have legal tags. All standard tags in XBRL filings 

are based on the taxonomy. I then classify customized tags into the taxonomy whose 

standard tags are most similar to the customized tags. Appendix G presents the list of 

taxonomy groups that have appeared in my sample, ordered alphabetically. 

Figure 2 below presents ten taxonomies with the highest percentage of legal tags.  
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Figure 2 Taxonomies with Top 10 Legal Tag Percentage 

 

 

This figure presents the mean legal tag percentage for the top 10 taxonomies  

 

As shown in Figure 2, the taxonomy “Guarantees or Guarantors” has 47% legal 

tags, which is the highest percentage of legal tags among all taxonomies. The two 

following taxonomies are “Commitment and Contingencies” and “Transfers and 

Servicing,” which have 29% and 26% legal tags, respectively. Since legal intensity varies 

significantly across different taxonomies, a promising extension of the project would be 

examining the effect of taxonomy-wise legal intensity rather than the comprehensive 

legal intensity measure in this project.  
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8.4 Accounting Standard Changes and Legal Intensity 

As discussed in previous chapters, recent accounting standard changes in ASC 

606 and ASC 842 are likely to increase legal intensity in the revenue recognition and 

lease accounting components of financial reports substantially. Thus, by extending my 

sample period to 2019, I am able to examine the trend of legal intensity in the two areas 

around the adoption of the two accounting standard changes. ASC 606 Revenue from 

Contracts with Customers (ASU 2014-09) became effective for annual report periods 

beginning after December 15, 2017, for public firms. ASC 842 Lease Accounting (ASU 

2016-02) became effective for annual report periods beginning after December 15, 2018, 

for public firms.30 Figure 3 below shows the trend of the legal intensity of the revenue 

recognition taxonomy (the orange line) and the trend of the legal intensity of the lease 

taxonomy (the blue line) from 2012 to 2019.  

As shown in Figure 3, the legal intensity of the revenue recognition taxonomy 

increases substantially in 2018. Similarly, the legal intensity of the lease taxonomy 

increases substantially in 2019. These trends are consistent with my expectation and 

indicate that accounting standard changes can influence legal intensity reflected in 

financial reports substantially without the changes in firms’ fundamental operations.  

 

  

 
30 The effective dates of these accounting standard changes can be found here: 

https://www.fasb.org/jsp/FASB/Page/SectionPage&cid=1218220137102 

https://www.fasb.org/jsp/FASB/Page/SectionPage&cid=1218220137102


 

79 
 

Figure 3 Legal Intensity in Revenue Recognition & Lease Financial Reporting 

 

 
 

LGLINDEX_REVENUE is legal intensity computed using legal tags within the XBRL taxonomy 

“Revenue from Contract with Customer.” 

 

LGLINDEX_LEASE is legal intensity computed using legal tags within the XBRL taxonomy 

“Lease.” 

ASC 606 (ASU 2014-09) “Revenue from Contracts with Customers” became effective in the year 

2018. 

 

ASC 842 (ASU 2016-02) “Leases” became effective in the year 2019. 
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CHAPTER 9 

CONCLUSIONS  

 

Legal contracts and agreements underlie financial transactions and financial 

reporting. The terms and provisions included in these contracts are translated into journal 

entries and financial reports, determining the timing and amounts recognized in financial 

statements. However, legal experts are not generally involved in developing accounting 

standards that guide the translation of legal content into financial reports, creating 

concerns about the appropriateness of the corresponding accounting treatments for such 

legal content. Also, legal content is generally technical and complex. Consequently, 

without sufficient legal expertise, it can be difficult for accountants to properly translate 

legal content into financial reporting. Corporate lawyers, who have the most expertise in 

generating and interpreting the legal content, do not actively participate in financial 

reporting. These factors suggest that there could be potential disconnects between the 

underlying legal factors in contracts and the resulting financial statements. I hypothesize 

a negative association between legal content and financial reporting quality. 

I construct a legal intensity measure based on 10-K XBRL filings to capture the 

amount of legal content that is translated into financial reports. To my knowledge, no 

prior study has utilized the recently available XBRL data to capture the legal intensity. I 

document an inverse association between legal intensity and financial reporting quality, 

which is consistent with the premise that there are disconnects between legal and 

accounting in the financial reporting system. As predicted, the inverse association holds 
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only for the legal intensity that originates from legal content with more firm-specific 

features, and the inverse association is strengthened by high operational uncertainty and 

is attenuated by accounting experts on audit committees. This study is particularly timely 

by bringing attention to the potential unintended consequence on financial reporting 

quality of introducing new standards with heavy legal content, which is likely to 

significantly increase the legal intensity of financial reports. Also, I identify another 

channel through which audit committee accounting expertise can influence financial 

reporting quality. There is some evidence that accounting experts on audit committees 

can effectively mitigate the disconnects in translating legal content into financial reports. 

Additional analyses show that legal experts on the audit committee are not 

associated with the translation of legal content into financial reports. Additionally, the 

legal intensity is inversely associated with internal control quality, financial reporting 

comparability, but not with financial fraud. Also, the degree of legal intensity varies 

across financial reporting areas and consequently, accounting standard changes can 

increase legal intensity in certain financial reporting areas substantially. Thus, future 

research can focus on legal intensity within certain financial reporting areas rather than 

the comprehensive legal intensity studied in this project. It is also promising to examine 

the influence of accounting standard changes on legal intensity in specific areas (e.g., 

revenue recognition and lease) and the implications for financial reporting quality.  
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APPENDIX A 

LEGAL KEYWORDS^ 

(1) 24 Legal keywords are selected from the glossary or index1 in the two legal books, 

Contract in a Nutshell and The Law of Corporations in a Nutshell: 

Agreement, beneficia, breach, clause, condition*, consideration, contract, control*, 

default, formation, indemnif, indenture, licen, matur, modification, provision+, redeem, 

redemption, revoca, revoke, tender, terms, waive*, warrant 

(2) Three more legal keywords2 are from the glossary list of United States Courts 

Website, available at https://www.uscourts.gov/glossary 

collateral, settlement, statute 

(3) Other eight legal keywords3 that frequently appear in financial contracting literature 

are added as well: 

cancellable, cessation, commitment, covenant, curtail, recourse, restriction, violat 

DEDUCT KEYWORDS 

Unconditional, information, termstock#, heldtomaturi#, controlling, term stock#, held to 

maturi# 

LITIGATION & CONTINGENCY KEYWORDS 

Legalmatter#, legalproceeding#, legalaction#, legal matter#, legal proceeding#, legal 

action#, lawsuit, litigation, defendant, bankrupt, contingen 

1 I start with a list of 150 legal keywords and phrases from the glossary or index in the two books and kept 

the 24 that appear at least once in the tag title. 

2 These three legal keywords also appear at least once in the tag title. 

3 I manually looked at a list of standard tags and identified the additional eight legal keywords that appear 

in tag title as well. 

^ A legal keyword must appear at least once in the all the tag titles to be added to the list. 

* A text tag that includes this legal keyword in the tag title is coded as non-legal if neither the tag title nor 

the text of the tag has any other legal keywords. A numeric tag that includes this legal keyword in the tag 

title is coded as non-legal if the tag title does not have any other legal keywords. 

+ A tag that includes “provision” in the tag title is coded as non-legal if it is about income tax provision and 

there are no other legal keywords in the tag title.  

# Since most legal tag title does not have space in the name, I keep phrases both with and without spaces in 

the word list. 

 

https://www.uscourts.gov/glossary
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APPENDIX B 

EXAMPLES OF LEGAL TAGS IN TESLA 2017 XBRL 10-K FILINGS 

1. Examples of Text Legal Tags 

TAG Title Text Content Text 

length 

Term or 

Narrative 

DerivativeMaturityDates 09/04/2019 10 Term 

DebtInstrumentMaturityDate 03/31/2019 10 Term 

DeferredCompensationArrangementWith 

IndividualMaximumContractualTerm1 

P10Y1 4 Term 

ScheduleOfFuture 

MinimumCommitments 

ForCapitalAndOperating 

LeasesTableTextBlock 

Future minimum 

commitments for 

leases as of...* 

511 Narrative 

StandardProduct 

WarrantyDescription 

we also provide a 

warranty on the 

installation...# 

143 Narrative 

1P10Y represents 10 years.  
*
Future minimum commitments for leases as of December 31, 2017 were as follows (in thousands): 

Operating Capital Leases 2018 $ 224,630 $ 127,180 2019 204,335 137,313 2020 175,612 167,281 2021 

156,552 138,042 2022 130,802 133,772 Thereafter 425,295 81,627 Total minimum lease payments 

$ 1,317,226 785,215 Less: Amounts representing interest not yet incurred 99,181 Present value of capital 

lease obligations 686,034 Less: Current portion 96,700 Long-term portion of capital lease obligations 

$ 589,334 
#
We also provide a warranty on the installation and components of the solar energy systems we sell for 

periods typically between 10 to 30 years. 

 

2. Examples of Numeric Legal Tags 

TAG Title Numeric Content 

DebtInstrumentCollateralAmount 84,300,000 

ProceedsFromIssuanceOfWarrants 5,288,3000 

LongTermPurchaseCommitmentAmount 27,4700,000 

DebtInstrumentRedemptionPricePercentage 0.98 
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APPENDIX C 

EXAMPLES OF MATERIAL CONTRACTS DISCLOSED IN 8-K ITEM 1.01 

Tesla 2017  

1. New Contract 

On August 11, 2017, Tesla, Inc. (the “Company”) entered into a purchase 

agreement with Goldman Sachs & Co. LLC and Morgan Stanley & Co. LLC, as 

representatives of the several initial purchasers named therein, to issue and sell $1.80 

billion aggregate principal amount of 5.30% Senior Notes due 2025 (the “Notes”) in the 

United States to qualified institutional buyers pursuant to Rule 144A under the Securities 

Act of 1933, as amended (the “Securities Act”), and outside the United States to non-U.S. 

persons pursuant to Regulation S under the Securities Act.  

2. Contract Amendments 

On October 18, 2017, certain subsidiaries of Tesla, Inc. (“Tesla”) that are 

respectively parties to (i) an Amended and Restated Loan and Security Agreement (the 

“A&R 2016 Warehouse Agreement”) and (ii) a Loan and Security Agreement (the “2017 

Warehouse Agreement,” and together with the A&R 2016 Warehouse Agreement, the 

“Warehouse Agreements”), each dated August 17, 2017 with Deutsche Bank AG, New 

York Branch as administrative agent and the other parties named therein, entered into an 

amendment to each of the Warehouse Agreements (together, the “Amendments”).  
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APPENDIX D 

KEYWORDS TO IDENTIFY ACCOUNTING AND LEGAL EXPERT ON AUDIT 

COMMITTEE 

 

Accounting Qualification Keywords 

Accounting, Accountant, CPA 

 

Accounting Positions Keywords 

CFO, Auditor, Tax, Financial Controller, Treasurer 

 

 

Legal Qualification Keywords 

 

LLM, LLB, LLD, LLL, JD, Legal, General Counsel, Forensic, Jurisprudence, Litigation, 

Law, Attorney 

 

Legal Positions Keywords 

Legal, General Counsel, Forensic, Jurisprudence, Litigation, Law, Attorney 
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APPENDIX E 

COMPUTATION OF AQ, UAQDA, UAQNOISE, FRC4, FRCIND AND FSCORE 

1. AQ (Accruals Quality) 

Following the Dechow and Dichev (2002) model as modified by Francis et al. (2005), I 

start with the following regression model to construct AQ (Accruals Quality):  

 

TCAit = α0 + α1CFOit-1 + α2CFOit + α3CFOit+1 + α4ΔREVit + α5PPEit + εit   (A1)   

Where:  

—TCA is total current accruals, computed as the change in current assets (ACT) minus 

the change in current liabilities (LCT), minus the change in cash and short-term 

investments (CHE), and then add the change in debt in current liabilities (DLC), scaled 

by lagged total assets (AT).  

—CFO is cash flow from operations (OANCF) scaled by lagged total assets (AT).  

—ΔREV is the change in revenue (REVT) scaled by lagged total assets (AT).  

—PPE is net property, plant, and equipment (PPENT) scaled by lagged total assets (AT). 

All continuous variables are winsorized at the 1 and 99 percent levels. I estimate equation 

(A1) for each of the two-digit SIC industry groups for each year. I require at least 20 firm-year 

observations for each two-digit SIC industry in a year. Accruals quality (AQ) is the variability in 

the residuals from the annual cross-sectional regressions of equation (A1), computed as the 

standard deviation of the residuals over the years t- 4 through t for each of my sample firms. 

 

2. UAQDA (Unaudited Discretionary Working Capital Accruals) 

Following Schroeder and Shepardson (2016), the unaudited discretionary working capital 

accrual (UAQDA) is calculated as the absolute value of residual from the quarterly cross-sectional 

model below: 

 

WCAit = α0 + α1(1/ASSETSit) + α2(ΔREVit - ΔARit) + α3WCAit-4 + α4ROAit-4 + α5SGROWTHit + 

α6CFOit + α7DCFOit + α8DCFO* CFOit + fiscal quarter fixed effect + εit (A2)   

Where: 

—WCA is working capital accruals, calculated as net income before extraordinary items 

(ICBY) plus depreciation expense (DPCY) less operating cash flows (OANCFY) scaled 

by assets (ATQ). Variables adjusted to reflect three-month period. 

—ΔREV is calculated as the change in revenue (REVTQ) from quarter t-1 to quarter t 

scaled by assets. 

—ΔAR is calculated as the change in accounts receivable (RECTQ) from quarter t-1 to 

quarter t scaled by assets. 

 

—ROA is Earnings before extraordinary items (IBCY) scaled by assets. Variable adjusted 

to reflect three-month period. 

—SGROWTH is calculated as the change in revenue from quarter t-4 to quarter t scaled 

by revenue in quarter t-4. 
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—CFO is Cash flow from operations (OANCFY) scaled by assets. Variable adjusted to 

reflect three-month period. 

—DCFO Indicator variable equal to 1 if cash flow from operations is less than 0, and 0 

otherwise. 

 I control for fiscal quarter in order to control for seasonality. The model includes first three 

quarters (Q1-Q3) of each fiscal year, which are unaudited and capture more of managerial 

discretions. The model is estimated cross-sectionally for each two-digit SIC code, calendar 

quarter combination that has at least 20 observations.  

   

3. UAQNOISE (Unaudited Accrual Estimation Error) 

Following Schroeder and Shepardson (2016), the unaudited accrual estimation error 

(UAQNOISE) is the standard deviation of residuals obtained from equation (A3) over the prior 

eight quarters: 

WCAit = α0 + α1CFOit + α2CFOit-1 + α3CFOit+1+ α4DCFOit + α5DCFO* CFOit + α6ΔREVit + 

fiscal quarter fixed effect + εit   (A3)  

The variables used in equation (A3) are defined in the same way as equation (A2). The model 

includes first three quarters (Q1-Q3) of each fiscal year. I also control for each fiscal quarter and 

the model is estimated cross-sectionally for each two-digit SIC code, calendar quarter 

combination that has at least 20 observations. 

 

4. FRC4, FRCIND (Financial Reporting Comparability) 

Following De Franco et al. (2011), I compute the empirical measure of financial 

reporting comparability through the following steps: 

(1) For each firm-year, I first estimate the following equation using the consecutive 16 previous 

quarters of data (requiring the availably of at least 14 quarters): 

EARNit = αi + βiRETit + εit  (A4.1) 

Where: 

—EARN is the ratio of quarterly net income before extraordinary items (IBQ) to the 

beginning-of-period market value of equity.  

—EARN is the stock price return during the quarter.  

The estimated �̂�i and �̂�i proxy for the accounting function for firm i.  

(2) Then I compute expected earnings using the following two equations: 

E(EARN)iit = �̂�i + �̂�i RETit (A4.2.1) 

E(EARN)ijt = �̂�j + �̂�j RETit (A4.2.2) 

E(EARN)iit is the predicted earnings of firm i given firm i’s function and firm i’s return in period 

t; and, E(EARN)ijt is the predicted earnings of firm j given firm j’s function and firm i’s return in 

period t. 

(3) The accounting comparability between a pair of firms (firm i and firm j) within the same two-

digit SIC industry groups in period t is calculated as: 
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CompAcctijt = -1/16 ×∑ |𝐸(𝐸𝐴𝑅𝑁)iit − 𝐸(𝐸𝐴𝑅𝑁)ijt|𝑡
𝑡−15   (A4.3) 

(4) I then rank all J values of CompAcctijt for each firm i from the highest to lowest. The firm-year 

measure of financial reporting comparability FRC4 is the average CompAcctijt of the four firms j 

with the highest comparability to firm i during period t and FRCIND is the median CompAcctijt 

for all firms j in the same industry as firm I during period t. FRC4 reflects the comparability to 

peer firms while FRCIND reflects the comparability to the industry, respectively.  

 

5. FSCORE (The Likelihood of Material Misstatement Measure) 

FSCORE is computed by using the model 1 specified in Table 7 Panel A in  Dechow et 

al. (2011): 

Yit = -7.893 + 0.790RSSTit+ 2.518ΔRECit + 1.191ΔINVit +1.979*SOFT_ASSETSit + 

0.171ΔCASHSALESit -0.932ΔROAit + 1.029ACTISSUANCEit  (A5)   

Where:  

—RSST = (ΔWC+ ΔNCO + ΔFIN)/Average Total Assets, where WC = [Current Assets-

Cash and Short-Term Investments]-[Current Liabilities-Debt in Current Liabilities]; NCO 

= [Total Assets-Current Assets-Investments and Advances-[Total Liabilities-Current 

Liabilities - Long-Term Debt]; and FIN = [Short-Term Investments + Long-Term 

Investments] - [Long-Term Debt + Debt in Current Liabilities + Preferred Stock]; 

—ΔREC = ΔAccounts Receivables/Average Total Assets;  

—ΔINV = ΔInventory/Average Total Assets;  

—SOFT_ASSETS = (Total Assets-Property, Plant and Equipment-Cash and Short-Term 

Investments)/Total Assets;  

—ΔCASHSALES = percentage change in cash sales [Sales- ΔAccounts Receivables];  

—ΔROA = [Earningst/Average Total Assetst]-[Earningst-1/Average Total Assetst-1];  

—ACTISSUANCE = indicator variable coded 1 if the firm issued securities during year t. 

Then the conditional material misstatement probability is calculated (MISPROB) as 

exp(Yit)/(1+exp(Yit)).  

FSCOREit = MISPROBit/0.0037; where 0.0037 is the unconditional misstatement 

probability as reported on page 61 of Dechow et al (2011). 
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APPENDIX F 

VARIABLE DEFINITIONS 

Legal Intensity Variables 

LGLINDEX 

The legal intensity measure, which is a composite index of 

three components: (1) the total number of legal numeric 

tags (LGLNUM), (2) the total number of legal text tags 

(LGLTXT), and (3) the total text length of narrative legal 

text tags (LGLLEN) for each XBRL 10-K filing. The 

computation of LGLINDEX is discussed in details in 

section III.  

LGLINDEXCOM 

LGLINDEX computed using standard legal tags only, proxy 

for common legal intensity.  

LGLINDEXFIRM 

LGLINDEX computed using custom legal tags only, proxy 

for firm-specific legal intensity.  

INCR_LGLINDEX 1 if LGLINDEX increases from t-1 to t, and 0 otherwise. 

Complexity Variables 

ARC 

The natural log of the count of all monetary tags of one 

XBRL 10-K filing, following Hoitash and Hoitash (2018).  

10KLEN The natural log of the number of words in 10-K filings.  

BUSSEG 
The natural log of the total reported business segments as 

available from the Compustat Segment file. 

Underlying Contracting Variables 

MA 
1 if the firm-year has nonzero acquisitions (AQC), and 0 

otherwise. 

CAPLEASE 

1 if the firm-year has nonzero capital lease obligations 

(DCLO), and 0 otherwise. 

SPE 

1 if any SPE related phases (“special purpose vehicle”, 

“special purpose vehicles”, “special purpose entity”, 

“special purpose entities”, “variable interest entity”, and 

“variable interest entities”) are disclosed in 10-K filings, 

and 0 otherwise. 

SALEATS 

1 if the firm-year has the sale of property or investments 

(SPPE or SIV), and 0 otherwise. 

DIVP 
1 for firm-years with preferred dividends (DVP), and 0 

otherwise. 

ISSUESHARE 

1 for firm-years with the sale of common and preferred 

stock (SSTK), and 0 otherwise. 

ISSUEDEBT 

1 for firm-years that issue long-term debt (DLTIS), and 0 

otherwise. 

HEDGEDEV 

1 for firm-years with hedging or derivatives (DERHEDGL, 

HEDGEGL, DERAC, DERALT, DERLC, DERLLT), and 0 

otherwise. 

NEWMA 
1 if acquisition (AQC) increases from t-1 to t, and 0 

otherwise.  

NEWCAPLEASE 

1 if capital lease commitment (DCLO) increases from t-1 to 

t, and 0 otherwise.  

NEWSPE 
1 if the number of SPE related items disclosed in 10-K 

filings increases from t-1 to t, and 0 otherwise.  
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NEWSALEATS 
1 if the sale of assets (SPPE or SIV) increases from t-1 to t, 

and 0 otherwise. 

NEWDIVP 

1 if preferred dividends (DVP) increase from t-1 to t, and 0 

otherwise. 

NEWSHARE 
1 if the sale of common and preferred stock (SSTK) 

increases from t-1 to t, and 0 otherwise. 

NEWDEBT 

1 if the issuance of long-term debt (DLTIS) increases from 

t-1 to t, and 0 otherwise. 

NEWHEDGEDEV 

1 if the hedging and derivative related assets or liabilities 

(DERAC, DERALT, DERLC, DERLLT) increases from t-1 

to t, and 0 otherwise. 

Dependent Variables in Financial Reporting Quality Analyses 

AQ 

Accruals quality using the model in Dechow and Dichev 

(2002) as modified by Francis et al. (2005).  

CAR 

Cumulative market-adjusted return from day six after 10-K 

filing date of previous year to five days after the current 

year’s 10-K filing date. 

AFERROR 

The absolute value of the difference between the annual 

actual earnings per share and the median analyst forecast of 

the annual earnings per share, deflated by price, then 

multiplied by 100.   

AFDISP 

The standard deviation of analyst forecast of the annual 

earnings per share, deflated by price. 

Independent Variables in Financial Reporting Quality Analyses 

EARN 

Income before extraordinary items (IB), deflated by total 

assets (AT) at the beginning of the year. 

CHEARN The change in EARN from t-1 to t. 

ACCR 

Total accruals, measured as income before extraordinary 

items minus cash from operations (IB-OANCF), deflated 

by total assets (AT) at the beginning of the year. 

CHACCR The change in ACCR from t-1 to t. 

CFO 

Cash from operations (OANCF), deflated by total assets 

(AT) at the beginning of the year. 

CHCFO The change in CFO from t-1 to t. 

HLIT 

1 if the firm is in a high litigation risk industry (SICs 2833-

2836, 3570-3577, 7370-7374, 3600-3674, 5200-5961), and 

0 otherwise (Francis et al. 1994). 

SIZE The natural log of total assets (AT) at year-end. 

LEV Leverage at year-end ((DLC+DLTT)/AT).  

MB 

Market to book ratio at year-end (AT+(PRCC_F*CSHO)-

CEQ)/AT. 

BIG4 1 if the firm's auditor is a Big 4 auditor, and 0 otherwise. 

LOSS  

1 if the company reported a net loss in the current or prior 

year, and 0 otherwise (NI).  

EARNVOL 

The standard deviation of income before extraordinary 

items (IB) deflated by lagged total assets (AT) over the 

preceding five-year window, requiring at least three 

observations. 
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RETVOL 

The standard deviation of the annual cumulative market-

adjusted return over the preceding five-year window, 

requiring at least three observations. 

HORIZON 
The natural log of the difference between analyst earnings 

forecast date and the earnings announcement date. 

AFNUM 

The natural log of the number of analyst forecasts of the 

annual earnings per share. 

GC 
1 if the company received a going-concern modified audit 

opinion, and 0 otherwise.  

PRBANK 

Probability of bankruptcy computed using in the model in 

Zmijewski (1984).  

EXGRTH 

1 if the year-over-year industry adjusted sales growth rate 

falls in the top quintile, and 0 otherwise.  

STDCFO 

The standard deviation of cash flow from operations 

(OANCF) deflated by lagged total assets (AT) over the 

preceding five-year window, requiring at least three 

observations. 

STDSALE 

The standard deviation of sales (SALE) deflated by lagged 

total assets (AT) over the preceding five-year window, 

requiring at least three observations. 

RECINV 

The sum of a firm’s receivables (RECT) and inventory 

(INVT) divided by its total assets.  

RESTRUCT 
1 if any of the following data items are nonzero: RCP, 

RCA, RCEPS, or RCD, and 0 otherwise.  

SPITEM 

1 if the firm reports special items in the current fiscal year 

(SPI), and 0 otherwise.  

FIRMAGE 
The natural log of the number of years the firm has CRSP 

data. 

MW 

1 for companies that have either mw404b or mw302 in that 

fiscal year, and 0 otherwise. 

ACACCTEXPRATIO 

The percentage of accounting experts on audit committee. 

Following Chychyla et al. (2019), I define accounting 

expert as an individual with one of the following 

qualifications: has a CPA (or similar certification), or has 

been employed either as an auditor, tax expert, financial 

controller, treasurer, or CFO. 

ACACCTEXP 

1 if the percentage of accounting experts on audit 

committee, ACACCTEXPRATIO, is in the top decile of the 

sample.  

ACLGLEXP 

1 if the firm’s the audit committee has at least one legal 

expert, and 0 otherwise. 

PRICEVOL 

Price volatility = stock price range, i.e., highest minus 

lowest prices, measured over the preceding accounting year 

and deflated by the midpoint of this range (Nikolaev 2018). 

HUNCERT 
1 if at least one of the two uncertainty variables is above its 

sample median, and 0 otherwise: PRICEVOL, STDCFO. 

Dependent Variables and additional Independent Variables in Internal Control Quality 

Analyses 

UAQDA 

The unaudited discretionary working capital accruals. 

Construction details are discussed in Appendix E. 
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USQNOISE 

The unaudited accrual estimation error. Construction details 

are discussed in Appendix E. 

FOREIGN 

Total assets (ATQ) as of quarter t less total assets as of 

quarter t-4 scaled by quarter t-4 assets.  

GROWTH 

Total assets (ATQ) as of quarter t less total assets as of 

quarter t-4 scaled by quarter t-4 assets. 

ARINV 

The sum of end-of-quarter accounts receivable (RECTQ) 

and inventory (INVTQ) scaled by total assets (ATQ).  

RESTHREE 

1 if the firm experiences any restructuring activity during 

the previous three fiscal years, and 0 otherwise.  

STDCFOQ 

The standard deviation of scaled cash flows 

(OANCFY/LAGATQ) during the respective quarter for the 

previous five years, with a minimum of three years. Cash 

flows from operations are adjusted to reflect the three-

month period. 

STDSALEQ 

The standard deviation of scaled sales (SALEQ/LAGATQ) 

during the respective quarter for the previous five years, 

with a minimum of three years. 

LGOPCYCLE 

The natural log of the operating cycle, which is calculated 

as the sum of 360/cost of goods sold turnover 

(COGSQ/INVTQ average) and 360/sales turnover 

(REVTQ/RECT average).  

INTINTENSITY 
Intangible asset intensity, which is measured as R&D plus 

advertising divided by sales.  

NOINT 1 if INTINTENSITY is equal to zero, and 0 otherwise.  

CAPINTENSITY 
Capital asset intensity measured as net property, plant, and 

equipment (PPENTQ) divided by total assets (ATQ). 

PERCENTLOSS 

The percentage of reported losses (NIQ) during the 

previous three years.  

MBR 

Quarterly Market-to-book ratio, calculated as market 

capitalization (CSHOQ*PRCCQ) divided by book value 

(ATQ -LTQ).  

LGAUDIT 
The natural log of total audit fees (obtained from Audit 

Analytics).  

Dependent Variables in Financial Reporting Comparability Analyses 

FRC4 

The financial reporting comparability measure 

incorporating four peers with the highest financial reporting 

comparability in the same SIC2 industry category, 

following De Franco et al. (2011). Construction details are 

discussed in Appendix E. 

FRCIND 

The median of financial reporting comparability of all peers 

in the same SIC2 industry category, following De Franco et 

al. (2011). Construction details are discussed in Appendix 

E. 

Dependent Variables in Financial Fraud Analyses 

FSCORE 
The predicted probability of material financial 

misstatements using the model in Dechow et al. (2011).  

MEET 

1 if earnings meet or beat the latest analysts’ earnings 

forecast by one cent per share or less, and 0 otherwise. 
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APPENDIX G 

THE LIST OF XBRL US GAAP TAXONOMIES 

Taxonomy Name 

401k 

Accounting Changes and Error Corrections 

Accounting Policies 

Accrued Expenses 

Business Combinations 

Cash and Cash Equivalents 

Commitment and Contingencies 

Credit Losses 

Debt 

Deferred Compensation 

Derivative Instruments and Hedging Activities 

Discontinued Operations and Disposal Groups 

Earnings Per Share 

Environmental Remediation Obligations 

Equity, Accumulated Other Comprehensive Income (Loss) 

Equity, Auction Market Preferred Securities 

Equity, Class of Treasury Stock, Warrant or Right 

Equity, Distributions Made to LLC, Limited Partner, Incentive Distribution, Option Indexed 

Equity, Schedule of Stock by Class 

Equity, Schedule of Capital Units, Preferred Units, Limited Partners' Capital Account,  

Other Ownership Interests 

Equity, Subsidiary or Equity Method Investees 

Extractive Industries 

Extraordinary and Unusual Items 

Fair Value Measures and Disclosures 

Financial Services, Banking and Thrift 

Financial Services, Brokers and Dealers 

Financial Services, Insurance 

Financial Services, Investment Company, Mortgage Banking 

Foreign Operations and Currency Translation 

Guarantees or Guarantors 

Income Taxes 

Intangible Assets, Goodwill and Other 

Inventory 

Investments, Debt and Equity Securities 

Investments, Equity Method and Joint Ventures 

Lease 

Noncontrolling Interest 
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Nonmonetary Transactions 

Open Option 

Organization, Consolidation and Presentation of Financial Statements 

Other Investments 

Other Liabilities 

Property, Plant, And Equipment 

Real Estate 

Receivables, Loans, Notes Receivable, and Others 

Regulated Operations 

Related Party Disclosures 

Reorganizations 

Research and Development 

Restructuring and Related Activities 

Retirement Benefits 

Revenue from Contract with Customer 

Risks and Uncertainties 

Share Based Compensation 

Transfers and Servicing 

Variable Interest Entity 

 

 

 

 


