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Abstract 

We empirically examine the economic effects of disclosure focusing on Japanese textual 

business risk disclosures. A unique feature of this study is the construction of a new risk 

measure, enabling us to directly isolate economic disclosure effects from fundamental 

value effects. We find that on average about 40 percent of total risk components are due 

to the effects of disclosure (i.e., 60 are from fundamental value effects). We find that 

there is a positive association between the number of items and the text (number of words 

and/or sentences) within business risk disclosures and our new risk measure. This 

indicates business risk disclosures change investors‟ risk perceptions (i.e., information 

risk) and thus results in increasing the information component with the cost of capital. 

We also find that disclosure of firm-specific business risks increases information risk, but 

interestingly, decreases fundamental risk. This indicates, as pointed out by Lambert et al. 

(2007), that “indirect effects” affecting a firm‟s real decisions may exist. Overall, our 

empirical evidence strongly rejects the criticism that business risk disclosures suffer from 

being boilerplate information. 
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Keywords: Business risk disclosure; New risk measure; Boilerplate; Idiosyncratic risk; 
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1. Introduction 

An important but unanswered question is identifying the causal relationship 

between firm disclosures and the economic disclosure effects on decreasing asymmetric 

information between a company and investors (i.e., information risk) and/or the 

information aspect of cost of capital. Previous theoretical studies including Diamond and 

Verrecchia (1991), Easley and O‟Hara (2004) and Kelly and Ljungqvist (2012) show the 

more information a firm discloses the more its cost of capital decreases. Previous 

empirical studies indicate a generally negative association between a firm‟s disclosure 

and fundamental risk measures, such as total risk and/or cost of capital. This result is 

interpreted as evidence of the usefulness of disclosures by firms (e.g., Campbell, et al., 

2011; Leuz and Verrecchia, 2000; Botosan and Plumlee, 2002; Kothari, et al., 2009). 

However, a causal relationship has generally been difficult to identify. This is because the 

economic effects of disclosure reflect both the disclosure contents (information risk) and 

the fundamental values (fundamental risk) of a firm.  

As Lambert et al. (2007) argue in their theoretical paper, accounting information 

has both “direct” and “indirect” effects. Direct effects are where accounting information, 

per se, does not affect a firm‟s cash flow but affects an investor‟s assessment of expected 

cash flow. Indirect effects are where accounting information can also influence a firm‟s 

real decisions. This can be difficult to identify by just examining the association between 

accounting disclosure and standard economic risk/return measures such as the cost of 

capital. The relationship between accounting information and the cost of capital is one of 

the most important fundamental themes in the field of accounting economics. 
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This paper constructs a new risk measure which aims to rigorously identify 

economic disclosure effects from fundamental values. We expand an idea of Armstrong 

and Vashishtha (2012) into accounting economics and try to directly isolate the economic 

effects of a firm‟s disclosure from fundamental value effects. Armstrong and Vashishtha 

(2012) calculate imputed monthly stock returns to estimate a firm‟s risk measures (we 

define this risk as fundamental risk) using operating segment information and the book 

value of assets in those segments. Using Japanese listed companies we also calculate 

fundamental risk measure based on daily imputed returns. To isolate disclosure effects 

from fundamental value effects, we subtract fundamental risk from the standard total risk, 

which we calculated from the realized stock returns (standard stock returns). The 

“difference of these two risk measures” presumably reflects the “firm’s disclosures, 

information trade in the firm‟s share, and other features of the firm‟s information 

environment” (Armstrong and Vashishtha, 2012, pp.77). Thus, we define this component 

as information risk.  

By using our new risk measure, this paper empirically examines the economic 

effects of business risk disclosures in the annual reports of Japanese firms. This is 

equivalent to the risk factor disclosures in the filing of the 10-K form for U.S. firms. 

Using Japanese public companies, from 2004 to 2010, we investigate whether business 

risk disclosures change investors‟ risk perceptions. Business risk disclosures can increase 

the amount of information available on a firm‟s risk but it is unclear if this decreases or 

increases the information component of the cost of capital. In this regard, Kravet and 

Muslu (2011) argue that “rather than guiding users about the level of future performance, 

risk disclosures guide users about the range of future performance.” Therefore, we 
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consider this distinction by adopting the volatility of stock returns as a risk measure when 

examining the informativeness of business risk disclosures. 

Another unique feature of business risk disclosures is that they are textual (i.e., 

written narratives) and thus they explain some factors potentially affecting a firm‟s future 

performance. Because the underlying risks relating to corporate activities vary among 

firms, presumably the risks disclosed also vary. Therefore, business risk disclosures have 

a discretionary characteristic, in the sense that firms can decide what and how much to 

disclose. 

We also investigate the criticism that firms make boilerplate risk disclosures just 

to conform to regulations, and thus company financial reporting lacks useful information 

about risks and uncertainties. Many firms risk exposures may not change over time, so 

often a company may tend to repeat their risk factors over consecutive annual filings. To 

evaluate the boilerplate criticism, our risk measure contributes to previous studies by 

rigorously isolating disclosure effects from fundamental value effects.  

In addition, we examine the contents of business risk disclosures to evaluate 

investor reaction to this information. In theoretical arguments, such as the capital asset 

pricing model (CAPM), there are two sources of risk factor depending if the risk 

components are diversifiable or not. They are idiosyncratic (i.e., firm-specific) and 

systematic risk. We separate textual business risk disclosures into these two 

subcategories.  

The empirical evidence we find in this paper is summarized as follows: We find 

that on average disclosure effects account for about 40 percent of total risk (i.e., 60 

percent is from fundamental value effects). We find that there is a positive association 
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between our new risk measure and the number of business risk disclosures (number of 

items, sentences and/or word counts). This indicates that business risk disclosures change 

investors‟ risk perceptions and increase the information component of the cost of capital. 

In this sense, Japanese business risk disclosures increase the information content of a 

firm‟s risks, thus it is not simply boilerplate information. Disclosure of firm-specific 

business risks increases risk perceptions (i.e., information risk), but interestingly, 

decreases fundamental risk. This indicates that there exist “indirect” effects affecting a 

firm‟s real decisions as Lambert et al. (2007) point out. Overall, our empirical evidence 

strongly rejects the criticism that business risk disclosures suffer from being boilerplate.  

Our paper relates to two strands of literature. The first stream looks at the links 

between accounting information and the cost of capital for firms. From the viewpoint of 

research motivation Tang (2011) is closest to our paper. Tang (2011) uses a unique 

Chinese institutional setting to isolate information risk from fundamental risk and finds 

that information asymmetry has no effect on the cost of capital in the Chinese market. We 

do not depend on an institutional setting to isolate disclosure effects from fundamental 

value effects. The second literature stream explores the effects of textual business risk 

disclosures upon investors. Campbell et al. (2011) find firms facing greater risk disclose 

more risk information. The risk disclosures are positively associated with standard risk 

measures such as total risk. Kravet and Muslu (2011) find risk disclosures reveal 

unknown unknowns and increase the market‟s perception of risk and uncertainties. 

The remainder of this paper is organized as follows. Section 2 discusses relevant 

institutional background. Section 3 develops testable hypotheses. Section 4 explains the 
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data, research methodology and the variables used in our empirical study. Section 5 

presents our empirical findings. Section 6 provides concluding remarks. 

 

2. Institutional background 

In this section we briefly discuss the history of Japanese business risk disclosure. 

A revision of the Cabinet Office Ordinance on Disclosure of Corporate Affairs has meant 

that since the fiscal year ending March 2004 Japanese public firms are required to 

disclose information regarding their business risks in their annual reports. This is 

equivalent to the risk factor disclosures contained in U.S. firms‟ 10-K filings
1
. Regulators 

in some countries have mandated this type of disclosure particularly against a background 

of increased interest in business risk reporting after the U. S. experiences of large 

accounting scandals such as Enron and WorldCom (Deumes, 2008).  

Business risk disclosures are intended to enable investors to assess a firm‟s 

business risk (FSA, 2003; SEC, 2005). They are narrative in nature and included in the 

„Business Risk‟ section of annual reports. The regulation is formally stated as (Form 2 - 

precautions for recording No. 33): 

 

“Among information about business and financial conditions in annual report, all 

factors that have possible effects on investor’s decision must be disclosed. The 

description should be summarized concretely and briefly by using plain language. 

Abnormal changes in financial condition or performance, reliance on specified clients, 

products, and technology, related regulations, industrial traditions (or trade practices), 

management policy, an important litigation, matters related to executives, large 

shareholders, and affiliated companies are included in these factors.” 

                                                 
1
 In the United States, business risk disclosures have been required since 2005 under the 

section „Risk factors‟ in annual reports. 
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Overall, the scope of business risk disclosures should include anything possibly 

influencing an investor‟s decisions. Therefore, although business risk disclosures are 

mandatory, they also have a voluntary characteristic in the sense that managers have 

discretion regarding what and how much to disclose. 

 

3. Hypotheses development 

In this section, we develop testable hypotheses and introduce variables to test 

them. 

 

3.1. Economic disclosure effects of business risk disclosures 

To evaluate the informativeness of business risk disclosures, we need to pay 

attention to the possibility that firm managers may disclosure and discuss risks already 

known to investors. If this is true, then investors would not react to the disclosures, and 

thus not regard them as useful because they contain little information to cause revision of 

investors‟ ex-ante beliefs about business risks. Theoretically, the economic effect of 

disclosures on a firm‟s risk indicates an increase in disclosures reduces a firm‟s cost of 

capital (e.g., Easley and O‟Hara, 2004, and Lambert et al., 2007). On the other hand, 

empirical results are generally mixed.  

In addition, textual business risk disclosures are unique as all information relates 

to „unfavorable‟ conditions and the information risk relates to the uncertainty of a firm‟s 

future performance. There are two competing explanations of business risk disclosures 

being bad news in academic literature. The first is that business risk information is 

withheld unless its disclosure is mandated. This is because bad news generally 
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deteriorates a firm‟s market value, thus managers are reluctant to disclose this 

information (Verrecchia, 2001). This behavior can also be explained by managers‟ 

incentives relating to their careers and compensation (Kothari et al., 2009). Alternatively, 

managers may have an incentive to disclose business risk; if managers bear larger costs 

(i.e., litigation and/or reputational costs) they may disclose bad news promptly and 

voluntarily (Skinner, 1994). 

Overall, whether business risk disclosures convey additional information for 

investors and how it affects risk perceptions are important empirical questions. If the 

business risk disclosures are informative and investors incorporate the information into 

their risk assessments, then we expect a positive relationship between increased business 

risk disclosures and our new risk measure (i.e., information risk). 

 

H1: Increased business risk disclosures are positively associated with information risk 

disclosure. 

 

3.2. Real effects of business risk disclosures 

Lambert et al. (2007) argue in their theoretical paper that there are two effects of 

accounting information, “direct” and “indirect”. Direct effects are where accounting 

information, per se, does not affect cash flow. We try to identify this part as the economic 

disclosure effects using the above risk measures. Indirect effects are where accounting 

information can also influence a firm‟s real decisions, for example, with respect to 

production or investment. An increase in the quality of information may change cash 

flow expectations and/or a firm‟s cost of capital. In addition, Lambert et al. (2007) 
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demonstrate theoretically that if better accounting information reduces cash flow 

appropriated by managers, the disclosure can increase stock prices and/or reduce a firm‟s 

cost of capital. 

Based on these arguments, the quality of business risk disclosures can also have 

indirect effects on a firm‟s real decisions. Whether these effects increase or decrease a 

firm‟s risk is an empirical question. Generally it is difficult to identify this by only 

examining the association between accounting disclosures and standard economic 

risk/return measures, such as cost of capital or stock return volatility. Fortunately, our 

risk measure is decomposed into real and disclosure parts. Thus we directly examine the 

above hypothesis using the “real” component of our risk measure (i.e., fundamental risk). 

 

H2: Increased business risk disclosures affect a firm‟s real risk decisions and thus 

increase or decrease fundamental risk. 

 

3.3. The economic effects of different business risk contents 

To identify the economic effects of business risk disclosures we examine the 

contents of business risk disclosures. Traditionally, there are two sources of risk factors 

depending on whether the risk components are diversifiable. Business risk disclosures are 

separated into two subcategories; idiosyncratic (i.e., firm-specific) and systematic risk. In 

Sections 4.2 and 4.4 we explain in detail the list of business risk categories. 

Generally speaking, by definition, total risk measures reflect both a firm‟s 

idiosyncratic and systematic risk. If investors can diversify their idiosyncratic risk, then 

business risk disclosures relating to a firm‟s specific risks may not be related to total risk. 
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On the other hand, we expect a positive relationship between increases in idiosyncratic 

risk disclosures and our risk measures (i.e., information and fundamental risk), if the 

disclosures are informative and investors incorporate the information into their risk 

assessments
2
. We support the latter view presuming there is only limited room for risk 

diversification. Nonetheless, this should be empirically examined. With respect to 

systematic risk, we expect a positive relationship between increases in systematic risk 

disclosures and our risk measures (i.e., information risk and fundamental risk), 

presumably because there is no room for risk diversification. 

 

H3-1: Increased idiosyncratic risk disclosures are positively associated with information 

risk (fundamental risk). 

H3-2: Increased systematic risk disclosures are positively associated with information 

risk (fundamental risk). 

 

4. Data and specifications 

This section describes the data and methodologies used in the following analyses.  

                                                 
2
 As we will explain in detail later, if we define the disclosure effects component of a firm‟s 

risk ( )DISCLSOURE  as the difference between total risk (  tjr , ) and the fundamental risk calculated 

from the imputed returns is, as in Armstrong and Vashishtha (2012), (  tjr ,
ˆ ). That is, 

DISCLSOURE  tjr , -  tjr ,
ˆ . Then, note that total risk is the sum of idiosyncratic risk plus 

systematic risk:   SYSTEMATICTICIDIOSYNCRAtjr  , . Similarly, note 

that   SYSTEMATICTICIDIOSYNCRAtjr  ˆˆˆ
,  . Thus, technically, we can decompose our risk measure of 

disclosure effects into a idiosyncratic risk component and a systematic risk component by using 

CAPM (i.e., market model or two index model) and/or Fama-French 3 factor model: 

DISCLOSURE    SYSTEMATICTICIDIOSYNCRASYSTEMATICTICIDIOSYNCRA  ˆˆ   

   SYSTEMATICSYSTEMATICTICIDIOSYNCRATICIDIOSYNCRA  ˆˆ   

SYSTEMATICDISCLOSURETICIDIOSYNCRADISCLOSURE ,,    

At this point, we don‟t calculate these risk measures, but this should be our next body of work. 
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4.1. Sample and data 

Our sample includes all Japanese listed companies from the fiscal years 2004 to 

2010. Japanese business risk disclosure began in the 2004 fiscal year, therefore we use 

2004 as our beginning point. A revision of the Accounting Standard for Disclosures 

about Segments of an Enterprise and Related information (ASBJ Statement No.17) took 

effect from the 2011 fiscal year. This changed the segmentation rule and its associated 

disclosures. As we calculate fundamental risk based on industry segment (discussed in 

Section 4.3), our sample period ends in the 2010 fiscal year. This is to exclude any 

possible effects from changes in the segment disclosure rule
3
.  

Companies listed on the first section of the Tokyo Stock Exchange were selected. 

We excluded those with their fiscal year not ending on March 31, so as to eliminate any 

possible differences from various year-ends. In addition, we excluded finance-related 

companies (i.e., banking, securities, insurance and other financial businesses) as these 

industries are highly regulated and there are substantial differences between them and 

other industries (Kim and Fukukawa, forthcoming). Finally, we dropped observations 

that lacked the data necessary for our analyses. Our final sample resulted in 7,258 

observations. Financial data were collected from the NEEDS Financial QUEST 

(NEEDS-FQ) and Nikkei Economic Electronic Databank System Corporate Governance 

                                                 
3
 The revision of accounting standards is based on the so-called management approach. This 

requires disclosures about segments of an enterprise and related information should provide proper 

information on the nature of various business activities in which it engages and the economic 

environments in which it operates (ASBJ Statement No. 17). Since segment disclosure, based on the 

management approach more directly links real management activities, a study from 2010 maybe 

plausible. This will form our future study. 
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Evaluation System (NEEDS-Cges) databases. Daily stock return data were obtained from 

the Astra manager database.  

 

4.2. Business risk data collection 

Business risk variables were collated from text found in the “Business Risk” 

section of annual reports. We then counted the number of business risk items, words and 

sentences as measures indicating business risk disclosure. We categorized the collected 

text data into 24 risk categories
4
 based on the content of the risk items. While Campbell 

et al. (2011) adopt a keyword count as a business risk category, in Japanese we believe 

categorization based on the content is more plausible. This is because keywords are 

sometimes used in discussions about completely unrelated business risks. To categorize 

risk items we use a category rule function from the IBM SPSS Text Analytics for 

Surveys 4.0.1 program. This function enables categorization including necessary 

keywords but excluding unnecessary keywords, solving the discussed problem. We have 

about 200 category rules.  

Table 1 shows business risk disclosure levels. 

 

Insert Table 1 around here 

 

N_Risks, N_Words and N_Sentences in Table 1 are the number of risk items and 

the natural logs of the word and sentence counts, as disclosed in the annual report 

“Business Risk” sections. Table 1 shows the sample companies disclose, on average 

                                                 
4
 Actually, we have 26 categories but two are “explanation of business” and “results of 

operation.” These are categories are not considered business risks. 
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during the sample period, 7.56 business risk items, 7.30 word counts (1,977.52 word 

counts) and 2.94 sentence counts (24.12 sentence counts). Table 1 also indicates business 

risk disclosures have increased. Furthermore, while the minimum of N_Risks is 1, the 

maximum is 74. This reflects the unique characteristics of business risk disclosures in the 

sense that they have a voluntary aspect. Figure 1 provides the content of business risk 

disclosures. 

 

Insert Figure 1 around here 

 

To examine the effects of business risk contents on a firms risk, we re-categorize 

the 24 risk items into idiosyncratic and systematic risk. Idiosyncratic risks relate to: the 

quality of goods and services, strategy, organizational structure, relationships with critical 

suppliers, financial conditions, information security, R&D investment, operation, 

intellectual property, litigation, human resources, consolidated companies, brand value, 

relationships with other companies, related parties and on-going concerns. Items relating 

to economic conditions or systematic risk are: the business environment, regulations, the 

purchase of raw materials, geopolitical conditions, natural disasters, accounting standards 

and environmental issues.  

 

4.3. Measurement of a firm’s risk disclosure 

In this section, we suggest a new risk measure enabling us to directly identify the 

economic effects of disclosures. We expand the idea of Armstrong and Vashishtha (2012) 
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into the field of accounting economics. We aim to isolate the economic effect aspect of 

risk disclosures from fundamental risks. The basic idea comes from the following: 

“Realized volatility reflects not only the outcome of a CEO‟s risk-taking decisions, 

but also the firms‟ disclosures, information trade in the firms‟ shares, and other features 

of the firm‟s information environment (See, Armstrong and Vashishtha, 2012).” 

To construct our new risk measure we use the imputed daily returns for each firm. 

Following Armstrong and Vashishtha‟s (2012) argument, “a firm is considered as a 

portfolio of industries the CEO chooses to achieve his desired level of systematic and 

idiosyncratic risk
5
. The CEO can alter the firm‟s risk profile by investing in new 

industries, divesting from existing industries, and altering the weight of the firm‟s 

existing industry segments.”  

Therefore, we gather information about the operating segments and book value of 

assets and define tjr ,
ˆ  as the imputed daily return for the firm j in the following equation 

(1): 

i

t

n

i j

i

j

tj r
A

A
r

j





1

,
ˆ                                                                                (1) 

where 
i

jA  is the book value of the assets of the i th segment of the firm j (assuming the 

book value is constant during the estimation window for t period). There are some 

observations where the sum of total segments does not equal total assets. This is because 

accounting standards quantitative criteria require disclosed segment sizes to be greater 

than 10% of total assets (the materiality principle). Therefore, we adjust the segment size 

                                                 
5
 Of course, as Armstrong and Vashishtha (2012) point out, managers can alter their 

exposure to their firm‟s risk through personal hedging. However, several previous researchers such as 

Jagolinzer et al. (2007) identify this as a small effect.  
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in assets as follows: in observations with a sum of total segments smaller than the size of 

total assets (called hereafter smaller observations), we set a new segment defined as the 

difference between the two totals. In observations with a sum of total segments larger 

than the total assets (called hereafter larger observations), we downsize all the segments 

equally to equal the size of total assets. jA
 
is the book value of the total assets of the 

firm j. 
i

tr  is the daily t return for the i th industry segment. We adopt the TOPIX (the 

capitalization-weighted index of all firms that are categorized in the same industry of the 

Tokyo Stock Exchange) industrial index returns as a return from each industry segment.
6
 

For the new segment of smaller observation, we adopt the daily-adjusted risk free rate as 

a proxy of the industry return. 

We then calculate the daily volatility of imputed returns tjr ,
ˆ  for each firm in each 

fiscal year. This standard deviation  tjr ,
ˆ  is defined as our fundamental risk measure.

7
 

This captures the real (i.e., fundamental value) part of total risk. We denote tjr ,  as the 

realized return of firm j on day t. We then subtract  tjr ,
ˆ  from the standard (normal) 

total risk  tjr , calculated from future realized daily stock returns. The difference of these 

two risk measures (i.e.,    tjtj rr ,,
ˆ  ) presumably reflects the effects of a “firm’s 

disclosures, information trade in the firm‟s share, and other features of the firm‟s 

                                                 
6 

The Japanese database only contains information about industry segments based on the 

Japanese Standardized Industrial Classification (SIC). Yet the Japanese stock market index does not 

use this classification. Therefore we re-categorized the Japanese SIC into the Tokyo Stock Exchanges‟ 

industrial classification because it is based on Japanese SIC. 
7
 Book value weights of the segments are assumed to be constant during each fiscal year. 

However, these weights can and do vary across fiscal years. 
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information environment” (Armstrong and Vashishtha, 2012, pp.77).
8
 Thus, the 

difference is our information risk measure. 

 

4.4. Research Design 

To investigate the economic effects of business risk disclosures on information 

and fundamental risk (H1 and H2), we adopt the following equation (2): 

 

Risk i,t+1 =α + β1 Disc_Risksi,t + β2 Sizei,t + β3 MBi,t + β4 ROAi,t + β5 Reti,t  

+ β6 Lossi,t + β7 Instowni,t + β8 Forowni,t + β9 Dirowni,t 

+ β10 Outdiri,t + β11 Debti,t + β12 Filingi,t + β13 Tradingi,t + εi,t-1    (2) 

 

Risk is the variable indicating the firm‟s risk measure. As discussed previously, we use 

two risk measures; the disclosure and real part of total risk (i.e., information risk and 

fundamental risk). We calculate risk measures using daily stock returns. This is based on 

three estimation windows: each beginning from two days following filing and ending at 

184 days after, 61 days after and 11 days after filing. Because Japanese stock market 

regulations require listed companies to disclose their financial statements before filing 

(known as Kessan Tanshin, a unique Japanese regulation setting), we calculate stock 

volatility by day 184, after the filing day not including the Kessan Tanshin of the next 

                                                 
8
 An alternative calculation to estimate the volatility of disclosure risks is to regress realized 

returns on imputed returns: 

    titjtjtjtj rr ,,,,,
ˆ    

We then calculate the standard deviation of the residuals of this equation, implying that the variation 

cannot be explained by the risk of imputed returns and thus interpreted as reflecting disclosure effects 

in this component. At this point, we do not construct this risk version. However, this should be our 

future work confirming the robustness of results obtained in this paper. 
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fiscal year. We also use the window by day 61 and days 2 by day 11, after filing, to 

exclude any effects of interim reporting and/or other factors. 

Disc_Risks is the variable indicating textual business risk disclosure volume. We 

use three Disc_Risks measures. They are, the number of risk items (N_Risks), the natural 

word count log (N_Words) and natural sentence count log (N_Sentences), all disclosed in 

the “Business Risk” section of annual reports. 

We also include control variables which indicate any possible effects on a firm‟s 

risk. Size is the natural log of total assets. MB is the total market value of equity and book 

value of debt deflated by total assets. ROA is the ratio of business income to total assets. 

Ret is daily stock returns (including dividends) for each fiscal year. Loss is an indicator 

variable which is used if a firm has net income losses for two consecutive years. Instown, 

Forown and Dirown are defined as the ratios of institutional ownership, foreign 

ownership, and executive ownership, respectively.
9
 OutDir is the ratio of outside 

directors to total directors. Debt is the ratio of book value debt to total assets. Filing is the 

natural log of firms with the same filing day. Trading is the weighted average trading 

volume for 25 days until two days prior to the filing day deflated by the total number of 

shares. 

To examine the effect of business risk contents on information and fundamental 

risk (H3-1 and H3-2), we adopt the following equation (3): 

 

Risk i,t+1 =α + β1 Idio_Risksi,t + β2 Sys_Risksi,t + β3 Sizei,t + β4 MBi,t + β5 ROAi,t  

               + β6 Reti,t + β7Lossi,t + β8 Instowni,t + β9 Forowni,t + β10 Dirowni,t  

                                                 
9
 The voluntary disclosure practice of business risk can also be influenced by company 

ownership and governance structures. Abraham and Cox (2007) found this with narrative risk 

information in the United Kingdom while Campbell et al. (2011) found institutional ownership was 

associated with risk factor disclosures in the United States. 
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               + β11 Outdiri,t + β12 Debti,t + β13 Filingi,t + β14 Tradingi,t + εi,t-1          (3) 

 

Idio_Risks are the number of idiosyncratic risk items and Sys_Risks are the 

number of systematic risk items disclosed. 

As boilerplate disclosures are likely to be similar across time or homogenous 

across firms in the same industry, we include industry and year fixed effects in our 

specifications. Table 2 shows the list of variables and their definitions. 

 

Insert Table 2 around here  

 

5. Empirical results  

5.1. Summary Statistics 

Panel A of Table 3 and Figure 2 show the descriptive statistics for our risk 

measures and the share of disclosure effects to total risk across our sample periods, 

depending on the estimation window for the total risk measures. In Table 3, Panel B 

provides descriptive statistics for our risk measures and a firm‟s characteristics while 

Panel C shows the correlation matrix of a firm‟s characteristics‟ variables.  

 

Insert Table 3 around here  

 

Insert Figure 2 around here  

 

Panel A of Table 3 and Figure 2 indicate the average share of information risk, as 

an effect of disclosure, which is about 40% (i.e., 60% are from fundamental effects). The 
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lowest share of information risk (i.e., highest share of fundamental risk) is about 30%, 

experienced in 2008, in the middle of the Global Financial Crisis (GFC). This indicates 

the GFC damaged Japanese firms‟ fundamental values. The share of information risk 

increases as the estimation window is narrowed, presumably because market reactions are 

more likely to be reflected in the short term. For example, from Panel C of Figure 2, the 

average share of information risk is about 45%. This tendency agrees with the idea that 

information risk is reflected in stock prices more in the short term.  

 

5.2. Regression results 

5.2.1. Information risk and fundamental risk 

Panels A, B, and C of Table 4 show the effects of business risk disclosures on 

information risk, depending on estimation periods. As seen in Panel A, the coefficients of 

business risk disclosures are positive and statistically significant, regardless of business 

risk measures and/or our sample restrictions (based on segment numbers). The results 

indicate information risk increases with additional textual business risk disclosures. For 

example, in column 1, one business risk item increases and information risk increases by 

about 0.15%. Thus, the results agree with the idea that business risk disclosures convey 

additional information to investors changing risk perceptions towards a higher cost of 

capital. 

Panels A, B, and C of Table 5 are the fundamental risk results, creating a 

counterpart to those in Table 4. Interestingly, and perhaps surprisingly, the coefficients of 

N_Risks are negative and statistically significant in all estimation intervals. This is the 

opposite of results obtained in Table 4. In column 1 of Panel A in Table 5, the results 
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indicate an increase of one item of N_Risks increases fundamental risk by about 0.025%. 

This finding agrees with Lambert et al. (2007), regarding the existence of indirect effects. 

If this interpretation is correct, company managers change their real decisions, such as 

investing in the risk management business disclosure process, presumably reflecting their 

awareness of a firm‟s future prospects. In contrast, other business risk measure variables 

are statistically insignificant. The difference in this result may relate to the characteristics 

of textual business risk. Kravet and Muslu (2011) point out that the number of items 

reflects the future performance range. Alternatively, other measures may fail to capture 

the range, reflecting the amount and/or level of future performance. Nonetheless, the 

results indicate business risk disclosures effect information risk and fundamental risk 

differently. 

 

Insert Table 4 around here  

 

Insert Table 5 around here  

 

With respect to the control variables of information risk, almost all control 

variables are statistically significant in the first three columns of Table 4 except for the 

coefficients of Dirown and OutDir. Interestingly, these results disagree with the 

counterpart of fundamental risk in Table 5. The coefficients of ROA and Ret, Instown and 

Debt, are statistically significant in the first three columns of Table 5. Comparing them, 

the characteristics of each risk measure are reflected in the different results. For example, 

Size and/or MB can be considered an important source of information for investors but 
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this information seems to be already reflected in the fundamental parts of the firm. Thus 

there is no correlation between these variables and fundamental risk. In contrast, it is 

interesting to note that ownership of Dirown and OutDir are only significant for 

fundamental risks. This indicates the results are consistent with the agency theory that 

ownership structures can affect company managers‟ real decisions and are not related to 

the disclosure aspect of risks. 

 

5.2.2. Information type of business risk disclosure 

Panels A and B in Table 6 show the results of analyses separating textual business 

risk disclosures into idiosyncratic and systematic risk. Column 1 of Panel A is the 

benchmark result for information risk, and the coefficient of N_IdioRisks is positive and 

statistically significant. In contrast, the coefficient of N_SysRisks is insignificant in 

column 1 although the specifications including N_SysRisks are positively significant in 

columns 3 and 6. The explanatory power of N_SysRisks is completely stripped if we 

include N_IdioRisks thus we believe the specification of column 1 (and/or column 4) is 

more convincing. The results imply that information risk increases with increases of 

textual business idiosyncratic risk but not systematic risk. One additional item of 

idiosyncratic risk increases information risk by about 0.18%. The results agree with the 

idea that business risk disclosures are informative and investors incorporate the 

information into their risk assessments. 

 

Insert Table 6 around here  
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Similarly, Panel B in Table 6 indicates the results of fundamental risk where the 

coefficient of N_IdioRisks is negative but the coefficient of N_SysRisks is positive. Both 

variables are statistically significant. Again, following the logic of Panel A in Table 6, the 

results of column 1 and/or column 4 are more convincing compared with other 

specifications. The results indicate fundamental risk decreases with increases in textual 

business idiosyncratic risk. Presumably because firm managers make real decisions to 

reduce their idiosyncratic risks through disclosure and risk management processes, again 

consistent with Lambert et al. (2007) argument of indirect effects. In column 1 of Panel B, 

one increase in business risk items decreases fundamental risk by about 0.12%. In 

comparison with information risk, the results imply that idiosyncratic risk has a greater 

impact on information risk than on fundamental risk, thus total impacts should increase 

total risk.  

Column 1 of Panel B indicates that one increase in systematic risk items increases 

fundamental risk by about 0.11%. This is consistent with standard finance theory, such as 

CAPM, in the sense that managers cannot decrease systematic risk even if there are 

indirect effects with idiosyncratic risk. The impact of systematic risk on fundamental and 

information risk is similar, indicating these risks appear to be offsetting each other. 

Nonetheless, these results agree with the idea that business risk disclosures convey 

additional information to investors and the type of risk facing a company is important so 

managers can make appropriate real decisions. 

Overall, our empirical evidence strongly rejects the criticism that business risk 

disclosures suffer from being boilerplate information.  
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6. Conclusions 

We empirically examined the economic effects of disclosure focusing on Japanese 

textual business risk disclosures. We expand Armstrong and Vashishtha‟s (2012) idea into 

the field of accounting economics and attempt to directly isolate the economic effects of 

firm disclosures from the fundamental values of companies. 

This paper‟s empirical evidence is summarized as follows. 

First, on average about 40 percent of total risk components are due to the effects of 

disclosure (i.e., 60 are from fundamental value effects). 

Second, there is a positive association between the number of textual business risks 

disclosed (the number of items listed) and our new risk measure. This indicates that 

business risk disclosures change investors‟ risk perceptions and increase the information 

component within the cost of capital. In this sense, Japanese business risk disclosures 

generally increase firms‟ risk information therefore it is not just boilerplate information.  

Third, disclosure of business risks relating to firm-specific factors increases risk 

perceptions (information risk), but interestingly, decreases fundamental risk. This 

indicates indirect effects affecting a firm‟s real decisions may exist, as Lambert et al. 

(2007) highlight. 

Overall, our empirical evidence strongly rejects the criticism that business risk 

disclosures suffer from being boilerplate in their nature.  

Our findings are subject to several caveats. First, as discussed in the introduction, 

textual business risk disclosures have a discretionary characteristic even if they are 

mandatory. Firm managers make strategic choices regarding business risk disclosures. 

Thus, our results may suffer from endogenous problems. Thus, estimations via 
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instrumental variables (IV) may be warranted for several reasons. Perhaps the most 

compelling reason for using IVs is that some of the omitted variables, which are 

compounded into the disturbance term in equation (2) and/or (3), are also likely to affect 

the dependent variable at the same firm even if the economic disclosure effects are 

stripped out from the fundamental effects by our risk measures. Hence, we may need to 

strip Dis_Risk of its correlation with the disturbance via an IV and/or the GMM estimate. 

Second, currently our risk measures are not decomposed into idiosyncratic and systematic 

risk parts. However, this process can be easily undertaken and should form our next body 

of work particularly focusing on the confirmation of the indirect effects of business risk 

disclosures. 

Nonetheless, we believe this paper offers insights into the field of business 

disclosures and has policy implications for financial reporting and disclosure regulation. 
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Figure 1 

Contents of business risk  
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Figure 2 

Descriptive statistics of risk measures 

 
Figure 2 shows the ratio of information risk (fundamental risk) to the total risk for each year and total 

period.  
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Table 1 

Business risk disclosure statistics 

 
N_Risks is the number of risk items, N_Words is the natural log of the word count, and N_Sentences is the 

natural log of the sentence count disclosed in the “Business Risk” section 
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Table 2 

Variables, their definitions, and data sources 
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Table 3 

Summary statistics 

 
Panels A provides descriptive statistics for risk measures. For each variable definition, see Table 2. 

 

(continued on next page) 
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Table 3 (continued) 

Summary statistics 

 
Panels B and C provide descriptive statistics and a correlation matrix for dependent variables, respectively. 

The values in parentheses of Panel C indicate p-values. For each variable definition, see Table 2. 
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Table 4 

Results of information risk 

 
The values in parentheses indicate t-statistics. For the definitions of independent variables, see Table 2.  
***

Significant at the 1% level. 
**

Significant at the 5% level. 
*
Significant at the 10% level. 

(continued on next page) 
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Table 4 (continued) 

Results of information risk 

 
The values in parentheses indicate t-statistics. For the definitions of independent variables, see Table 2.  
***

Significant at the 1% level. 
**

Significant at the 5% level. 
*
Significant at the 10% level. 

(continued on next page) 
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Table 4 (continued) 

Results of information risk 

 
The values in parentheses indicate t-statistics. For the definitions of independent variables, see Table 2.  
***

Significant at the 1% level. 
**

Significant at the 5% level. 
*
Significant at the 10% level. 
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Table 5 

Results of fundamental risk 

 
The values in parentheses indicate t-statistics. For the definitions of independent variables, see Table 2.  
***

Significant at the 1% level. 
**

Significant at the 5% level. 
*
Significant at the 10% level. 

(continued on next page) 
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Table 5 (continued) 

Results of fundamental risk 

 
The values in parentheses indicate t-statistics. For the definitions of independent variables, see Table 2.  
***

Significant at the 1% level. 
**

Significant at the 5% level. 
*
Significant at the 10% level. 

(continued on next page) 
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Table 5 (continued) 

Results of fundamental risk 

 
The values in parentheses indicate t-statistics. For the definitions of independent variables, see Table 2.  
***

Significant at the 1% level. 
**

Significant at the 5% level. 
*
Significant at the 10% level. 
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Table 6 

Business risk results 

 
The values in parentheses indicate t-statistics. For the definitions of independent variables, see Table 2.  
***

Significant at the 1% level. 
**

Significant at the 5% level. 
*
Significant at the 10% level. 

(continued on next page) 
 

 

 

 



 

 40 

Table 6 (continued) 

Business risk results  

 
The values in parentheses indicate t-statistics. For the definitions of independent variables, see Table 2.  
***

Significant at the 1% level. 
**

Significant at the 5% level. 
*
Significant at the 10% level. 

 

 

 

 


