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Motivation
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Motivation

e How investors process firms’ disclosure should in turn affect how
firms choose to disclose => A point made in Hirshleifer and Teoh
(2003)

e Hirshleifer and Teoh (2003) merely assumes that investors pay no
attention to certain signals without providing a micro-foundation
-> rational inattention can provide such a micro-foundation

e To study firms’ disclosure, need to model how disclosures are
priced based on investors with limited information processing
capacity

e Discussion based on Jiang, Lu and Sapra 2024 WP “When to
force firms to shut up: Rational inattention, disclosure
externalities and disclosure regulation”
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Model setup

e One firm and two representative investors: an unsophisticated
investor (U) and a sophisticated investor (S)

e { =0 : firm chooses its disclosure policy (summary vs. details) to
maximize expected ¢ = 2 price

e { =1: the firm privately chooses the amount of investment I,
with a cost of $1? and a terminal firm value of 6 ~ N(I,1).
Report is then disclosed following the disclosure policy chosen at
t=20

e { =2: S and (possibly) U chooses whether to process the
disclosed report and trade in a Kyle setting

e t = 3: All uncertainties are realized
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Choice of disclosure policy

e Disclosure provides information about ¢

e Summary regime (M): the firm discloses r = 6 + ¢ where
€ ~ N(0,02); Details regime (D): the firm discloses both 7 and ¢

e Think of r as a summary report that appears on the main body
of financial statements and € as supplementary information in the
notes to help understand r

e Examples: r as gains/losses on derivative positions and € as
underlying motives of using derivatives; r as fair value estimates
of financial assets and e as valuation models used

e Being able to perfectly infer 6 from r and € is not essential for the
results but considerably simplifies algebra
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Different types of investors

e S is able to process all information costlessly

e U incurs a two-fold processing cost:
— an awareness cost of £ > 0 to understand r perfectly
— an integration cost of understanding the implications of € for r -
model in a reduced form way as U receiving a noisy signal y
about e: y = € +n where n ~ N(0, 0727) and independent of e
e Define C = é as U’s information processing capacity. Higher C
represents more sophistication of U (can be microfounded via
rational inattention)
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Trading o

e Trading follows Kyle (1985).

e S and U (if U chooses to participate) submit orders dg and dy,
respectively

e Exogenous noise trading n ~ N(0,02) independent of all other
random variables

e Market maker observes Q = dy + dg + n and sets P = E[0|Q)]

e We assume that the market maker pays no attention to financial
reports, similar to Kim and Verrecchia 1994 JAE “Market
liquidity and volume around earnings announcements”
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Benchmark: U identical to S

e Suppose U has zero awareness cost and infinite information
processing capacity
e Then the firm prefers D over M

e Intuition:
— I not publicly observable and the measurement noise in r results
in underinvestment and lower firm value
— when there is no information asymmetry between U and S, more
information improves the informativeness of prices and disciplines
the manager into less underinvestment and higher firm value
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General case

e Key intermediate result: detailed disclosure results in higher
trading profit for U if and only if C' is sufficiently large (i.e., U is
sufficiently sophisticated)

e Detailed disclosure results in two effects:

— U gets more precise information (relative to noisy traders) leading
to higher trading profit for U - precision effect that increases with
c

— information asymmetry between U and S increases, resulting in
lower trading profit for U - information asymmetry effect that
decreases with C'

— precision effect dominates if and only if C' is sufficiently large
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e The firm prefers disclosing the summary if and only if 02 and C
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General case

e The firm prefers disclosing the summary if and only if 02 and C
are sufficiently small and x is intermediate

e The firm more likely to prefer disclosing summary when
summary information is more precise

e Intuition:

— (' needs to be small so the information asymmetry effect
dominates -U’s expected trading profit higher in the summary
regime

— K needs to be intermediate so U will participate in M but not
participate in D

— o2 needs to be small so M does not lose too much information to
severely impact investment efficiency

— The smaller o2 is, the less incremental benefit of disclosing
details, making disclosing summary more appealing
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Introducing disclosure externalities

e Jiang et al. (2024) also look at a two-firm setting to introduce
externalities: once U incurs the awareness cost, U can understand
both firm’s disclosure

e They show that when U’s information processing capacity is
sufficiently small, summary signal is of intermediate precision and
awareness cost is intermediate, firms voluntarily choose to
disclose details whereas the socially optimal solution would be for
all firms to disclose summary

e Intuition:

— U will not participate when details are disclosed but will when
summary is disclosed

— Conditional on one firm disclosing summary, U will participate
and the other firm finds it optimal to disclose details

— Both firms then would choose to disclose details, not taking into
account the positive externality of summary disclosure on the
other firms

— o2 cannot be too small is a technical requirement
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e When unsophisticated investors have limited information
processing capacity, more detailed disclosure may exacerbate
information asymmetry by driving those investors out of the
market
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Concluding slide for lesson 6

e When unsophisticated investors have limited information
processing capacity, more detailed disclosure may exacerbate
information asymmetry by driving those investors out of the
market

e Extended to setting with disclosure externalities, firms have
incentives to provide more detailed disclosure as they rely on
other firms to provide summary disclosure to lure unsophisticated
investors in

e Empirical tests of rational inattention models have become more
and more feasible, thanks to better measures of attention made
possible by new technologies (e.g., EDGAR downloads, Google
searches)

e A review quiz of this lesson can be found at
https://forms.gle/X8HTsZ8h3zD6VBEj8
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