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1. Introduction

We study the role of firms’ accounting quality imettransmission of monetary policy,
which we define as the process through which thdrakebank’s policy actions affect asset
prices and general economic conditions (Bernanklekartner, 2005; Mishkin, 2011). Although
the goal of monetary policy is to affect macroecqaimoutcomes, such as inflation, aggregate
output, and unemployment, the various policy inseats available to central bankers have, at
best, only arindirect effect on these outcomes. Instead, monetary p@idiiought to operate
through several nonexclusive channels—or transomssnechanisms—that provide a link
between the actions of the central bank, finanmo@lkets, and the broader economy.

In light of financial market innovations over thest several decades that have changed
the ways that firms access capital, an importanovsstudies develops thmlance sheet channel
as a potentially important mechanism for transmgttmonetary policy (e.g., Gertler, 1988;
Bernanke and Gertler, 1989, 1995Jhe balance sheet channel posits that centralsbeak
influence interest rates, thereby altering borr@veet income and net worth, both of which
affect their ability to access external capitalgltr interest rates not only increase borrowers’
interest expense, which reduces their net incomealso directly reduce borrowers’ net worth
as their expected cash flows are discounted ajlehrate.

A crucial feature of the balance sheet channel thstinguishes it from standard
“frictionless” models of capital markets is thaeiplicitly incorporates information asymmetry
between borrowers and lenders. Consequently, nemgan borrowers’ net income or net worth

reduces their pledgeable income or collateral vale, in turn, their share of the payoff from

! The term “balance sheet” in the “balance sheenmdii does not refer to the accounting balancetgherese but
rather how economists use the term to refer tonpiaieborrowers’ net worth. We adopt this termirglowhich is
common in the monetary economics literature, thhowg this paper.



their investments, exacerbating adverse selectimhraoral hazard problemsThis increased
scope for agency conflicts results in a larger ek finance premium (i.e., the “wedge”
between the cost of internal and external fufids)turn, the larger external finance premium
makes it more difficult for firms to access extériunding. If firms cannot finance all of their
investments with internal funds, then difficultycassing external funding may force them to
forego profitable investment opportunities and léadh reduction in shareholder wealth (e.qg.,
Bernanke and Gertler, 1989, 1995).

A separate, but conceptually related, literaturearporate finance and accounting argues
that firms’ information environments—and their agotng quality in particular—can play a
role in alleviating information asymmetries betwdiems and capital providers (see Dechow et
al., 2010 and Armstrong et al., 2010 for reviewBhis intuition applied in the context of
monetary policy suggests that firms’ accounting liggianight influence the transmission of
monetary policy through the balance sheet charineparticular, firms with higher quality
accounting should be less sensitive to monetaricypdi their financial transparency reduces

their susceptibility to credit market imperfectio(esg., Bharath et al., 2008; Graham et al.,

2 For example, lower borrower net worth exacerbatbserse selection problems since lenders effegtivave less
collateral for loans and will charge a higher iet#rrate as compensation for the increased risk.hidgher rate will
drive borrowers with more profitable projects—whishunobservable to lenders—to seek alternativecgsuof
financing. In addition, lower net worth can exa@ebmoral hazard problems since borrowers’ loweitggtakes
in their firms can provide them with incentivestéde on riskier investments. The common featuréhe$e agency
problems is that lenders’ expected profit is nomptonic in the interest rate.

3 Tirole (2015, p. 472) explains that it should betsurprising that “an increase in the rate ofregthas a negative
impact on investment” because “when the price &cor of production (here capital) increases, ube made of
this factor of production decreases. [...] The intéirg insight is that interest rates may have w&grp effects in a
corporate finance world, as credit constraints enaate their impact.” Conceptually, the balanceesitbannel is
closely related to the “financial accelerator” imat both predict that credit market imperfectiormised by
information asymmetry between borrowers and lendamsgreatly amplify the effect of otherwise snwianges in
firm value (Bernanke et al., 1996).

* Bernanke and Gertler (1989) argue that these gifeds hold even if firms are able to substitutetioer forms of
financing, or are still able to secure additionabdfinancing by, for example, agreeing to morenare stringent
covenants in their debt contracts. These and siradtions are still likely to represent costly dgigns from the
policy that was optimal prior to the rate change.



2008).Conversely, the effects of the balance sheet cthahoald be more pronounced for firms
with lower quality accounting information, sinceethaccess to external financing—and credit in
particular—should be more sensitive to changebkeir het income and net worth.

Based on these arguments, we examine whether ficosunting quality moderates their
equity market response to unexpected changes ietenyrpolicy. During our sample period, the
U.S. Federal Reserve (the Fed) primarily conduatedetary policy by setting a target for the
federal funds rate (FFR), which is the overnigheiiest rate that banks charge each other on
reserves.We use FFR futures prices to measure the mar&epsctation of the target rate. The
difference between the market's expectation and Feeeral Open Market Committee’s
(FOMC'’s) actual announced target rate represemsuttexpected (or “surprise”) rate change
(e.g., Kuttner, 2001; Bernanke and Kuttner, 200&rt@r and Karadi, 2015; Gallo et al., 2016).
Because monetary policy surprises are both unpatietl and have a significant effect on equity
values, they provide a powerful source of variattomonetary policy that is arguably otherwise
exogenous with respect to individual firms’ accongtquality.

Consistent with prior work, we find that unexpectshanges in the FFR target lead to
changes in aggregate equity market value: on aggegunanticipated 25 basis-point reduction
in the target rate leads to a 120 basis-point asgen aggregate equity market value. Next, we
examine individual firms to determine whether fitrascounting quality moderates their equity
market response to monetary policy surprises. éncibntext of the balance sheet channel, we

define accounting quality as the ability of firnfgiancial statements to convey information to

® Note that targeting the FFR is one of severalcyalstruments available to central banks. The Fadeeserve
used the FFR target as its primary policy instrumentil December 16, 2008, when the federal furade reached
0%. Because the FOMC cannot move the rate lowar @% (i.e., the zero lower bound), the Fed relied o
guantitative easing and interest on reserves asiitsary policy instruments until December 16, 20dten the FFR
target was set to a range of 0.25-0.5%.



capital providers (Dechow et al., 2010). We exans@eeral measures of accounting quality that
prior literature argues capture the ability of f'nfinancial statements to convey information to
capital providers, including SEC Accounting and Aing Enforcement Releases (AAER),
accounting restatements, and several common maasiuabnormal accruals.

We find that the equity value of firms whose mastently issued (i.e., current) financial
statements receive an AAER are almost twice adtsentd unexpected FFR changes as is the
market as a whole. Similarly, firms whose currenaficial statements are subsequently restated
are approximately 20% more sensitive to unexpeekl changes than is the market as a whole.
Finally, firms with one standard deviation greabnormal accruals, measured as in McNichols
(2002) or Dechow and Dichev (2002), are roughly @%re sensitive to unexpected changes in
the FFR than are their counterparts with lower atmab accruals.

We also examine several firm-level characterisinzd we expect to affect the extent to
which firms’ accounting quality moderates their igumarket response to unexpected changes
in monetary policy. Bernanke and Gertler (1989, 5)98rgue that the balance sheet channel
operates through credit market imperfections thawent firms from financing positive net
present value (NPV) projects when money and crashiitions are tight. Consistent with this
argument, we find that the moderating role of firmscounting quality is stronger for younger
firms and firms with more growth opportunities, batf which are more likely to have a higher
opportunity cost of foregone investment (Adelinoaét 2017). Bernanke and Gertler (1989,
1995) also argue that firms may be forced to forpgufitable investments when they lack
sufficient internal funds and thus their externahhce premium makes it prohibitively costly for

them to obtain external financing. Consistent wtils argument, we find that the moderating



role of accounting quality is stronger for firmsttare more financially constrained and firms at
a greater risk of default.

Next, we examine whether firms’ accounting qualtitpderates the sensitivity of their
future investment to unexpected changes in mongialigy. The balance sheet channel predicts
that firms’ equity market response to unexpecteahges in monetary policy—as well as any
moderating effect of firms’ accounting quality—sfts changes in investors’ expectations about
firms’ future investment (e.g., Gertler and Gilayi1994). Therefore, we examine whether
investors’ expectations are indeed borne out imdirfuture investment decisions. Consistent
with theoretical predictions, we find that the figuinvestment levels of firms with lower
accounting quality are more sensitive to unexpechkathges in monetary policy.

We supplement our main analysis with an alternade®ign aimed at mitigating concerns
about omitted variables that are correlated witth fioms’ accounting quality and their response
to monetary policy. Specifically, we examine thegsfered implementation of Section 404 of the
Sarbanes-Oxley Act (SOX), which increased firmgamting quality at different times due to
pre-existing differences in their fiscal year erfdgy., Gipper, 2018; Rauter, 2018). Consistent
with accounting quality moderating the transmisssbmonetary policy, we find that the equity
market responses of firms subject to Section 4@ ralatively less sensitive to unexpected
changes in monetary policy. Finally, we find thag effect of firms’ accounting quality on their
response to monetary policy is concentrated amaoegpected rate cuts.

We contribute to the literature on the effects afaunting quality by documenting how
firms’ accounting quality moderates the effect obrmatary policy on their investment and,
especially, equity value. Prior work examines hawoainting quality affects firms’ access to

external capital or moderates their investmenbfaihg changes in real estate values and during



financial crises (e.g., Bharath et al., 2008; Beat al., 2008; Costello and Wittenberg-
Moerman, 2011; Balakrishnan et al., 2014; Balakdshet al., 2016; Balakrishnan, 2018). While
changes in investment affect equity values, thenmagde and sign of the effect is theoretically
ambiguous (Roychowdhury et al., 2018). Further,Z.and Wysocki (2016) and Roychowdhury
et al. (2018) note that credibly linking “treatm&nhto high-frequency variables (e.g., short-
window changes in equity value from an event stuchf provide stronger inferences than
linking them to “slow moving” variables (e.qg., irstenent) because the latter are realized over a
longer horizon and are more likely to also capthee influence of other forces. Therefore, our
paper contributes to this literature by documentiogy accounting quality moderates the effect
of unexpected FFR changes not only on firms’ inwestt, but also on their equity value.

We also contribute to the literature on monetaryicgoby documenting evidence
consistent with the operation of the balance shbkahnel of monetary policy. In doing so, we
respond to former Fed Chair Janet Yellen’s recalitfar more research on the role of firm-level
heterogeneity in explaining macroeconomic outcofnBsior work on monetary policy finds
conflicting evidence of how measures of financiattions that might correspond to firms’
accounting quality affect firms’ sensitivity to metary policy (e.g., Gertler and Gilchrist, 1994;
Ozdagli, 2017). As we explain in more detail belowe, attribute these mixed findings to the use
of measures that only weakly capture firms’ accmgnguality (e.g., firm size and research and
development expenditures). Therefore, we contriboitehis literature by clarifying how firms’
accounting quality affects their reaction to mongfzolicy.

Although our evidence that firms’ accounting qualédttenuates their equity market

reaction to monetary policy is consistent with thperation of the balance sheet channel, we

® https://www.federalreserve.gov/inewsevents/speetbh20161014a.pdf.
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acknowledge that our study does not constitutexduaestive test of all of the assumptions and
implications of the balance sheet channel. We atge that the balance sheet channel is one of
several potential, non-exclusive monetary policgngmission channels (Mishkin, 1995, p.
2016). We therefore attempt to control for othesnpinent monetary transmission channels in
order to ensure that our empirical tests isolageetfiects of the balance sheet channel. We also
develop and test several cross-sectional predetioat are arguably unique to the balance sheet
channel. We conclude that our evidence taken abaews consistentwith the balance sheet
channel.

We also acknowledge that our evidence is drawn gilynfrom the cross-section of
firms’ equity market reaction to monetary policydatherefore only speak indirectly to the
aggregate effect of monetary policy. Neverthel@ss, finding that firms’ accounting quality
moderates their equity market reaction to unexpged#R changes provides important
“microfoundational” evidence about the effects afmatary policy (Yellen, 2016)As Boivin et
al. (2010, p. 371) explain, “...in order to decide loow to set policy instruments, monetary
policymakers must have an accurate assessmeng ¢ihiing and effect of their policies on the
economy. To make this assessment, they need tastade the mechanisms through which
monetary policy impacts real economic activity amithtion.”

The remainder of our paper proceeds as followsti@e@ discusses how the U.S.
Federal Reserve conducts monetary policy and explaow the quality of firms’ accounting

information can affect the transmission of monegaojicy through the balance sheet channel.

" Choi et al. (2019) present evidence that voluntagnagement earnings guidance resolves uncertaiotynd
FOMC announcements. Nagar and Yu (2014), Konchitelmd Patatoukas (2014a,b), Shivakumar and Urcan
(2017), Li et al. (2018), and Lind (2019) presevilence that aggregate firm-level accounting infation predicts
and explain macroeconomic phenomena. This evidemben coupled with the theoretical foundations loé t
balance sheet channel, suggests that the microdtiond we document can also explain macroeconomic
phenomena.



Section 3 outlines our research design. Sectiorestribes our research setting, sample, and
measurement of key variables. Section 5 preseststsefrom our main analyses and robustness

tests, and Section 6 provides concluding remarks.

2. Background and theoretical predictions
2.1. Monetary policy

The Fed defines “monetary policy” as “the actiomslertaken by a central bank ... to
influence the availability and cost of money aneédir to help promote national economic
goals.® The Fed relies on three main policy tools to aquiish its policy goals: (i) setting the
discount rate that it charges on loans, (ii) sgtirnks’ reserve requirements, and (iii) open
market operations. The most common of these taolsepen market operations, which are
conducted through the purchase and sale of sex#iprimarily U.S. Treasuries—in the open
market by the Fed Historically, the goal of open market operatiors fbeen to reach a target
FFR, with the recent exception of December 200®utin December 2015 when the FFR
reached the “zero lower bountf.”

The FOMC sets the Fed's FFR target during eightileety scheduled meetings per year
(roughly every six weeks). The FOMC also holds addal meetings to adjust the FFR target as
necessary (e.g., in the immediate aftermath ofténeorist attacks in September 2001). The
FOMC consists of the seven members of the Boar@amfernors of the Federal Reserve, the

president of the Federal Reserve Bank of New Yark] four of the remaining eleven reserve

8 https://www.federalreserve.gov/monetarypolicy/fonm.

° https://www.newyorkfed.org/aboutthefed/fedpoind3e.html.

10 After the FFR reached 0% following the Global Ficial Crisis of 2008, the Fed also began usingrésteon
required reserve balances and overnight repurchasesdditional policy tools: https://www.federabege.gov/
econresdata/notes/feds-notes/2016/the-federalves@ew-approach-to-raising-interest-rates-201 6 0R4 2.
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bank presidents, who serve rotating one-year telinise FOMC decides to increase the target
rate, the Fed’s trading desk will sell U.S. goveenmsecurities to U.S. banks, reducing the
banks’ cash reserves. Banks can respond to théneed their reserves by reducing their

overnight lending to other banks, increasing tleative FFR. Conversely, if the FOMC decides

to decrease the target rate, the Fed’s trading wékkuy U.S. government securities from U.S.

banks, increasing the banks’ cash reserves. In lamks can increase their overnight lending to
other banks, lowering the effective FFR.

Numerous monetary economics studies provide eveldmat the FOMC'’s actions have
significant effects on financial markets and thal reconomy (e.g., Friedman and Schwartz,
1963; Romer and Romer, 1989; Bernanke and Gertl@95; Bernanke and Kuttner, 2005;
Gertler and Karadi, 2015). According to conventiomacroeconomic models, these effects
occur via the traditional interest rate charfidowever, as Kuttner and Mosser (2002, p. 16)
and others have observed, “the macroeconomic respnpolicy-induced interest rate changes
is considerably larger than that implied by coniwerdl estimates of the interest elasticities of
consumption and investment. This observation sugdghat mechanisms other than the narrow
interest rate channel may also be at work in testnission of monetary policy.” Responding to
this concern, the monetary economics literature dgended its inquiry to determinghy

monetary policy has such significant effettdn particular, it is not obvious why relatively ath

1 Kuttner and Mosser (2002, p. 16) describe theittoadl interest rate channel as follows: given sodegree of
price stickiness, an increase in nominal interasts, for example, translates into an increasdénre¢al rate of
interest and the user cost of capital. These clgmgéurn, lead to a postponement in consumptioa reduction in
investment spending. This is precisely the mechmammbodied in conventional specifications of th&"“turve—

whether of the “Old Keynesian” variety, or the famgd-looking equations at the heart of the “New Kesian”

macro models developed by Rotemberg and Woodf@8#87)land Clarida, Gali, and Gertler (1999), amahgc.

12 See Boivin et al. (2010) for a recent review.



changes in the FFR, which is a short-term (i.eeroight) interest rate, have such far-reaching
consequences.
2.2. The credit channel of monetary policy transiois

Bernanke and Gertler (1995) discuss how the pexdeshortcomings of the traditional
interest rate channel have led “economists to explore whether imperfect informatoad other
‘frictions’ in credit markets might help explain eéhpotency of monetary policy” and have
proposed several mechanisms that are collectiedgrned to as the “credit channel of monetary
transmission.” The distinguishing feature of thedit channel is that it departs from the standard
“frictionless” view of financial markets—e.g., thditional interest rate channels of monetary
policy transmission—and incorporates informatiognasietry between borrowers and lenders,
which leads to a wedge between the cost of intemndl external financing (i.e., an external
finance premium). The credit channel of monetaryicgotransmission considers how the
external finance premium can propagate otherwisalsthanges in firm value—often referred
to as the financial accelerator.

Although subsequent work in monetary economics pasposed and explored
alternative, non-exclusive transmission channdig, ¢redit channel has received the most
attention (e.g., Mishkin, 1995, 2016). There are tmain versions of the credit channel: Haank
lending channelwhich is sometimes referred to as tterow credit channgland thebalance
sheet channelvhich is sometimes referred to as binead credit channel

The bank lending channgbosits that banks are a unique type of financitdrmediary

that develop lending relationships as a way to awee information asymmetries. Monetary

13 Tirole (2015, p. 476) discusses how, in the presesf adverse selection, “a small improvement indieg
conditions may have a substantial impact on econa@ittivity. Along these lines, Mankiw (1986) argukat small
government interventions (e.g., subsidized loarstudents, farmers, and homeowners) can make diffegence.”

-9-



policy affects the supply of loanable funds avdéaio banks and, consequently, the amount of
loans they can make. A reduction in the quantityoahable funds can dampen the economic
activity of firms that rely on bank financing. A mber of authors have argued that this
mechanism does not comport with current institigldeatures since the U.S. financial sector is
now largely market based. For example, WoodfordlQ20argues that “the most important
marginal suppliers of credit are not commercialksarind deposits that are subject to reserve
requirements are not the most important marginakrcs of funding—even for commercial
banks.” However, Drechsler et al. (2017) argue thatbank lending channel may operate in
ways other than how it is traditionally portrayédRegardless, we exclude banks and other
financial institutions from our analysis becauseythre likely to be affected by monetary policy
through different channels—and through the banHlitenchannel in particular—than their non-
financial counterparts.

Bernanke and Gertler (1995) advance another vedditime credit channel known as the
balance sheet channélhe balance sheet channgbsits that monetary policy affects potential
borrowers’ net income and net worth which, in tuaffects their external finance premium.
Higher interest rates reduce firms’ net income dmthncreasing their interest expense and by
reducing their revenues as the overall economy sldmvaddition, higher interest rates reduce
firms’ net worth since their cash flows are discahat a higher rat&. This reduction in firms’
net income and asset collateral values exacerbatesse selection and moral hazard conflicts

that result from information asymmetry with lenddiesading to an increased external finance

14 Drechsler et al. (2017) relax the standard assemphat banks’ reserve requirements are bindirdy iastead
assume that banks have power in the market forsitsp&onsistent with their theory, Drechsler etd@icument
evidence that monetary policy propagates via réolngtin banks’ deposits and the subsequent curairof their
lending activities.

!5 The balance sheet channel also predictsIttster monetary policy increases firms’ net worth, whidah turn,
reduces adverse selection and moral hazard promémgpotential) capital providers.
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premium. As a result of the increase in the exlefinance premium, the financial accelerator
can amplify otherwise small changes in borroweedabces sheets.
2.3. Accounting quality

A long line of research in corporate finance ancoaating argues that firms’
information environments—and their accounting dyain particular—can play a role in
alleviating information asymmetries between firmmed acapital providers (see Kothari, 2001;
Dechow et al., 2010; and Armstrong et al., 2010rémiews). For instance, several studies find
that firms with lower quality accounting obtain dedavorable financing terms from
shareholders—such as a higher cost of capital—esditors—such as more financial covenants
and higher interest rates (e.g., Bharath et alQ820Graham et al., 2008; Costello and
Wittenberg-Moerman, 2011). In total, low accountiggality and the resulting information
asymmetry can exacerbate agency conflicts, direetliycing firms’ cash flows, and may also
increase firms’ undiversifiable information riskdaaffect firm-specific discount rates (Lambert
etal., 2007).

This intuition applied in the context of monetamlipy suggests that firms’ accounting
quality could influence the transmission of mongfaolicy through the balance sheet channel. In
particular, firms with higher quality accountingosid be less sensitive to monetary policy
because their financial transparency reduces thaceptibility to credit market imperfections
that are central to the balance sheet cha@wiversely, firms with lower quality accounting
should be more sensitive to monetary policy opegatirough the balance sheet channel because
their access to external financing—and credit iripalar—should be more sensitive to changes
in their net income and net worth.

2.4. Accounting quality and the balance sheet cehahmonetary transmission

-11 -



The central feature of the balance sheet channatf@mation asymmetry between
borrowers and lenders. As Mishkin (2016, pp. 610-ekplains,

...the asymmetric information view of financial fiects, which is at the core of credit

channel analysis, is a theoretical construct thas Iproved useful in explaining many

other important economic phenomena, such as whyymérmour financial institutions
exist, why our financial system has the structhet it has, and why financial crises are
so damaging to the economy...The best support foheary is its demonstrated
usefulness in a wide range of applications. By slesmidard, the asymmetric information
theory, which supports the existence of credit detsras an important transmission
mechanism, has much to recommend it.

Based on our discussion in Section 2.3, we expeosfaccounting quality to play a key
role in moderating their response to monetary polibrough its effect on information
asymmetry with both existing and potential capipebviders. We formally motivate this
theoretical prediction—as well as the auxiliaryss«ectional predictions in Section 3.2—with a
simple model that appears in Appendix‘A.

Focusing on firm-level accounting information alkws to understand heterogeneity in
firms’ equity market responses to monetary polayd, in turn, the importance of the balance
sheet channel as a monetary transmission mecharfdudying the role of firm-level
heterogeneity is important because, as Walsh (201@,78) explains, the credit channel “...
highlights heterogeneityamong borrowers, stressing that some borrowers bmymore
vulnerable to changes in credit conditions thareth (emphasis supplied). Walsh (2010, p.
506) also notes that “evidence [of the credit cledjnpased on aggregate credit measures can be
problematic, however, if borrowers are heterogesdautheir sensitivity to the business cycle

and in the types of credit they use.” Moreover, di@gate data are likely to be of limited

usefulness in testing” certain predictions of ttedabhce sheet channel “because most data on

16 We thank an anonymous referee for this suggestiohfor helpful guidance developing the model.
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credit stocks and flows are not constructed basedharacteristics of the borrowers” (Walsh,
2010, p. 508).

Two prior monetary economics studies examine hovasuees of “financial frictions”
that might correspond to firms’ accounting quaktffect firms’ responses to monetary policy.
First, Gertler and Gilchrist (1994) find that snealand presumably more informationally
opague—manufacturing firms experience larger chamgéheir production and borrowing than
do their larger counterparts following changes wnetary policy. However, firm size is, at best,
a coarse proxy for accounting quality that coukbadr instead capture collateral value, implicit
government guarantees, the availability of intefnats, or any number of other constructs (e.g.,
Watts and Zimmerman, 1986). Second, Ozdagli (2@hdys that proxies for financial frictions
that might correspond to accounting quakttyenuaterather than amplify firms’ responses to
unexpected changes in monetary polidyis finding is at odds with theoretical predictsoinom
the balance sheet channel and with our empiricdeace.

There are at least three differences between adysand Ozdagli (2017) that may
explain the differences in our findings and inferesn First, Ozdagli examines measures of
financing constraintsrather than measures afcounting qualitywhich are distinct theoretical
constructs in the balance sheet channel. Therefaeall of Ozdagli's empirical measures
necessarily correspond to accounting quality (etlie, Hadlock and Pierce, 2010 index of
financing constraint is unlikely to reflect firmatcounting quality). Second, Ozdagli examines a
different mechanism than the immediate effect abaating quality. In particular, he examines
how firms’ financing constraints affect their leage ex ante which, in turn, affects the
sensitivity of equity value to changes in interegtes. Presumably, this is why Ozdagli's

empirical specifications do not control for firmigverage. In contrast, we are interested in the

-13 -



immediate effect of firms’ accounting quality oneih equity market responses to monetary
policy, and therefore control for leverage in ompérical specifications.

Third, the measures of financing constraints thedd@li examines that might correspond
to accounting quality are (i) total accruals caitedtl as in Sloan (1996), (i) R&D spending, (iii)
an indicator for whether the firm’s equity is ure@t and (iv) an indicator for Arthur Andersen
clients in the immediate aftermath of the Enronnged We believe that (i) and (ii) are more
likely to capture firms’ recent growth or growthtams than accounting quality (Dechow et al.,
2010), (iii) more likely reflects capital structug®zdagli, 2017), and (iv) correspondshigher
rather than lower accounting quality since firmatthre expected to hire another auditor in place

of Arthur Andersen increase their accounting qudfit

3. Research Design
3.1. Aggregate equity market reaction to monetacyp

To examine the role of firms’ accounting qualitythe transmission of monetary policy,
we extend and modify the research designs of Ku{2@01) and Bernanke and Kuttner (2005).
We begin by documenting the sensitivity of the ktatarket as a whole to monetary policy
surprises, replicating the findings of Bernanke &ndtner (2005) for our sample period. As
discussed in Section 2, open market operationsharé&ed’s most flexible and frequently used

tool for implementing monetary policy, and influemg the FFR is the primary goal of open

" Prior work on the accounting quality of Arthur Aerden’s clients presents mixed evidence. Krishi2@0%),
Cahan and Zhang (2006), Fuerman (2006), Krishnah\&avanathan (2008) and Nelson et al. (2008) priese
evidence consistent with Arthur Andersen clientpegiencing increases in accounting quality aftex Enron
collapse. However, Krishnamurthy et al. (2006) &holin et al. (2007) present evidence consisteth Wizdagli’'s
interpretation.
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market operation¥ Accordingly, we use the Fed's FFR target as ouasuee of monetary
policy (Gallo et al., 2016).

There are three important concerns with examinhey éffect of monetary policy on
financial markets and financial asset prices. Fiiavestors’ may trade based on their
expectations of the Fed’s future policy actions,which case equity values will reflect the
anticipated effect of the actiom&forethe actual change in monetary policy. Second,gthe
Fed’'s mandate, its actions are endogenous witheceésfp macroeconomic conditions. For
instance, the Fed could respond to deteriorating@unic conditions by lowering its FFR target
to encourage investment and spending. Consequémhg is likely to be a positive endogenous
relation between macroeconomic conditions and B#R.F

To address these two concerns, we follow Kuttn@012 and Bernanke and Kuttner
(2005) and use FFR futures data to estimate th&atiarexpectation of the future FFR. The
difference between the market's expectation andattteal FFR represents a “surprise” rate
change that was not anticipated by investors. Exigishort-window equity market reactions
to FFR surprises helps ensure that our findingeaethe effect of monetary policy rather than
any changes in macroeconomic conditions to whiehFéd is responding.

A third concern with examining the effect of mongtpolicy on financial market prices
is that the Fed may have access to private infeomatf the Fed’s actions (e.g., FFR targets)
communicate this private information to investdtgn the coefficient on monetary surprises
may reflect the market’s reaction to the Fed’s gevinformation, rather than the Fed’s monetary
policy actionsper se Poole et al. (2002) and Bernanke and Kuttner §2@@knowledge this

concern and present arguments and evidence thgestsghat, if anything, this potential source

18 https://www.newyorkfed.org/aboutthefed/fedpoind3e.html.
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of endogeneity worksigainst finding an effect of monetary policy on stock mest® For
example, the FOMC may respond to a disappointimg@mic report by decreasing the federal
funds rate in an attempt to stimulate growth. Iteesmay infer from the rate cut that the FOMC
received bad news, leading to a decline in asdaesan response to the perceived news. This
scenario would lead to a positive endogenous celdtetween equity market returns and FFR
surprises, which would work against finding thediceed negative relatiof?.

Following Bernanke and Kuttner (2005), we estiméue following model on FOMC
announcement dates to assess the sensitivity atdick market as a whole to monetary policy:

MarketReturp= «a + £1 DailySurprise + f, DailyExpectegd+ & (1)
where Market Returnis the aggregate daily CRSP value-weighted equiyket returnDaily
Surpriseis the unexpected change in the FFR target on E&@M¥WC announcement dateand
Daily Expectedis the expected change in the FFR target. SimdaBérnanke and Kuttner
(2005), we expect a negative relation betwbtmket Returnand Daily Surprise(i.e., 5; < 0),
indicating that surprise increases in the FFR talegd to a decline in aggregate stock prices,
and vice versa. We expect no relation betwdtarket Returnand Daily Expectedbecause
markets are forward looking and asset prices shalrlehdy impound the effect of expected
monetary actions. When estimating Eq. (1), we lbasénferences on robust standard errors.
3.2. Accounting quality and the transmission of atary policy

To assess whether and how individual firms’ actiognquality moderates the relation

between monetary policy surprises and changes eir #quity market values, we extend

9 In particular, by examining the response of Tregsields to monetary policy surprises, Poole et(aD02)
examine the variation in federal funds futuressaie FOMC announcement dates when the actual chiarthe
FFR target matched the market's expectation andl tliat this measurement error attenuated the bcantteatis
response by 5-10%.

2 Similar arguments can be made for the Fed readtingigh frequency news on FOMC meeting days (&g.,
disappointing employment report that becomes plublic
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Bernanke and Kuttner's (2005) research design bygdjregating the aggregate equity market
return into individual firms’ returns. Our approach similar to that of Gorodnichenko and
Weber (2016) and Ippolito et al. (2017), who exanivhether the “stickiness” of firms’ product
market prices and cross-sectional differences mndi reliance on floating rate debt,
respectively, explain heterogeneity in their equityarket reactions to FFR surprises.
Specifically, we estimate the following specification FOMC announcement dates:

Return; = a + f1 AccountingQuality.; + f2 AccountingQuality., x Surprise

+ ' Controlst.; + € Controlg.; x Surprise + d; + y: + &t (2)
where Returnis firm i's equity market return on date Accounting Qualityis one of several
measures of the quality of firits financial reports, which we describe in moreaglah Section
4. Surpriseis the unexpected change in the FFR target, usitngday data on FFR futures
contracts to computBurprise*

We are primarily interested in the coefficient Aocounting Quality x Surprisewhich
captures the differential sensitivity of firms witbarying levels of accounting quality to
monetary policy surprises. We include firm fixedeets,d;, to control for all time-invariant firm
characteristics that have been shown to be asedciith equity returns (e.g., industry
membership, organizational capital, etc.). We atetude date fixed effects;, to control for
macroeconomic conditions that are common to altdiin the economy. Date fixed effects also
control for the effect of monetary policy surprisesthe market as a whole, absorbing the main
effect of bothSurpriseas well as any expected change in the FFR.

Controls denotes several time-varying firm characteristibat prior literature has

identified as explaining firm-level equity marketactions to monetary policy, which may also

2L We are unable to estimate our market-level testsguintraday data because the proprietary datauoprises
provided by Gilchrist et al. (2015) does not in@wthta on expected or actual intraday change®iffR.
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be correlated with firms’ accounting quality (e.Gorodnichenko and Weber, 2016; Ippolito et
al., 2017). In particular, our main specificatiomcludes controls foBook-to-Market Sales
Growth, Stock Volatility Size ROA CAPM Beta Leverage Price-to-Cost Margin,
Concentration Sales Volatility Investment-to-Sales RatidReceivable-to-Sales Raticand
Depreciation-to-Sales Ratf§ In addition to these economic controls, our maecfication
also includes the following statistical controlaittare common in the asset pricing literature as
parsimonious representations of the return gemgraprocess:High Minus Low Factor
Exposure Small Minus Big Factor Exposerandvlomentum Factor Exposufé

We interact all of the control variables with oueasure of monetary surprises to allow
the covariance (or “mapping”) to differ based oe thagnitude oBSurprise All variables are
defined in Appendix B. We measure the controls aocbunting quality as of the most recent
fiscal year end (i.et-1). For example, on October 25, 2006 at 2:15pm OME released a
statement targeting a federal funds rate of 5. 2586 a firm with a December fiscal year-end, we
use the accounting quality and control variable®easated with the December 31, 2005 financial
statements when examining the effect of this anoement. When estimating Eq. (2), and in all
subsequent event study analyses, we base ournnéseon standard errors clustered by two-
digit SIC code and date.

We also modify Eq. (2) to determine whether add@él firm-level characteristics
moderate the relation between firms’ accountingliuand their equity market responses to

monetary policy. Bernanke and Gertler (1989) ariina¢ the balance sheet channel operates by

22 Controlling for firm size also ensures that anjatiens that we document are incremental to Gerled

Gilchrist's (1994) finding that smaller firms areone sensitive to monetary policy surprises.

% We do not include these statistical controls ihssguent analyses because they are statisticalsespiations of
the return generating process, rather than contieris¥ed from formal economic theory. Importantlye theory on
which we rely suggests that firms’ accounting gyaknd its interaction with monetary policy, mag part of the
return generating process. Consequently, theséstitalt controls may constitute “bad controls” (Aisg and

Pischke, 2008 p. 64).
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altering the external finance premium that firmsefas a result of information asymmetries with
capital providers. Consequently, firms that ladieinal funds may be forced to forego profitable
investment opportunities when monetary conditiores teght, and, conversely, can undertake
more of these investments when monetary conditemesloose. Building on Bernanke and
Gertler's arguments, we expect the moderating effetirms’ accounting quality on their equity
market response to monetary policy to be more pmoed for firms that have more growth
options, as their value is more sensitive to tlabitity to invest in these potentially valuable
projects. This prediction is formalized in Appendixoy comparative static A8. We also expect
the moderating effect of firms’ accounting qualibtybe more pronounced for firms that are more
reliant on external capital, as these firms are dde to finance their investments with internal
funds. This prediction is formalized in AppendiXa# comparative static A9.

To test these predictions, we first identify firinacacteristics that prior literature argues
reflect the presence of growth options and reliaoceexternal financing. We then split our
sample based on each of these characteristicshwigadiscuss in more detail in Section 4, and
re-estimate Eq. (2) in each subsanffl&Ve compare the coefficient gkccounting Quality x
Surprisebetween the two subsamples, and we expect théiateef on Accounting Quality x
Surpriseto be more pronounced in the subsample of firms(thaave more growth options and

(ii) are more reliant on external capital.

% In our analysis, each subsample is constructedpiiting the primary sample based on the pooletpsa
characteristic of interest. The resulting empirispécification is analogous to estimating a simgledel with the
particular firm characteristic interacted with afl the other variables, including the fixed effedfée find similar
results and draw similar inferences if we constreach subsample based on “within announcement date”
characteristics.
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4. Variable Measurement and Sample Construction
4.1. Variable measurement
4.1.1. Federal funds rate (FFR) surprises

We measure monetary policy surprises on FOMC amcemaent days following the
methodology described in Kuttner (2001) and Bereaaid Kuttner (2005}, In particular, we
measure daily FFR surprisd3dily Surprisg as the daily change in 30-day federal funds &gur
rates between the FOMC announcement date and #ha@ops trading day. Because the
contract’s settlement price is based on the moratérage FFR, we scale the difference between
the market’s expectation and the actual changedr-FR by a factor that reflects the number of
days remaining in the month of the FFR change. Wasure daily expected FFR chandaasilfy
Expectedl as the difference between the actual daily FFihgk andDaily Surprise

We also follow several recent monetary economicsliss (e.g., Gorodnichenko and
Weber, 2016; Gilchrist et al., 2015; Ippolito et, &017) and use a more refined measure of
Surprisein our primary analyses. This intraday meas&uwprise is calculated during the 60-
minute windows surrounding FOMC announcements.olollg recent monetary economics
studies, we adopnhtraday FFR surprises around FOMC announcements, as oppgosaily
FFR surprises. Doing so better isolates variationmionetary policy surprises that is less
susceptible to confounding from concurrent events KOMC announcement dates (e.g.,
Girkaynak et al., 2005; Gorodnichenko and Webet6pt

4.1.2. Accounting quality

% We thank Ken Kuttner for making these data avélabn his website: http://econ.williams.edu/faculty
pages/research/.

%6 We thank the authors of Gilchrist et al. (2015) fitaking these data on intraday FFR surprises ar&i@®MC
announcements publicly available.
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Dechow et al. (2010) argue that there is no singdasure of firms’ accounting quality,
but rather that the appropriateness of any paaiaukeasure is context specific. In the context of
our research question, we define accounting quakitythe informativeness and reliability of
financial reports to external capital providersdarreditors in particular. Thus, we consider
several alternative proxies f@xccounting Qualitythat we expect to influence the degree of
information asymmetry between firms and capitavjters.

Dechow et al. (2010) argue that AAERs from the $8@ restatements are unambiguous
symptoms of accounting deficiencies and informapooblems. We therefore use AAERs and
financial statement restatements as our primarysarea ofAccounting Quality In particular,
we measure accounting quality with indicators foether the firm’s current financial statements
subsequently receive an AAERAER or whether its financial results are subsequerttyated
(Restatemeint’

This measurement choice is consistent with Dechioal.&s (2010, p. 375) observation
that “... earnings that were initially reported were lessiglen useful (of lower quality) in terms
of equity valuation than the restated earnin@$iis measurement choice is also consistent with
Karpoff and Lou’s (2010) evidence that equity irnees anticipate AAERs and restatements and
Dechow et al.’s (1996) evidence that external iatics of low accounting quality are elevated
during the misreporting period. Therefore, repartoeriods that are ultimately receive an AAER
or for which the firm restates its financial sta@s are periods when firms’ financial reports

would have been less useful for capital providensl aould have done little to mitigate

27 Note that both measures are decreasing in fire@anting quality.
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financing frictions. Moreover, this measurementiclas also consistent with the arguments in
Gillette et al. (2017, p. ¥
... that firms optimally invest in accounting resas¢including hardware, software, and
accounting staff human capital) and that the resglf{Earnings Quality] of the firm is
the outcome of this (optimal) investment in accogntesources. In the absence of any
agency problem, cross-sectional and time-seriegtian in [Earnings Quality] will still

exist due to plausible benefit and cost behavidtgpas in the investment in accounting
resources (which could be uncorrelated with maléeas incentives).

One potential drawback of AAERs and restatementisatthey are relatively infrequent
events and the negative equity market reactiohéahnouncement of these events suggests that
investors did not fully anticipate the extent oves#ty of the accounting irregularities (Karpoff et
al., 2008)° Consequently, these tests may be low power. Howévanything, this should bias
our tests against finding a moderating effect ofoanting quality on the transmission of
monetary policy. Nevertheless, to ensure that @selts of our main tests are not merely an
artefact of ourAccounting Qualitymeasurement choices, we also consider two altgmati
measures of accounting quality in robustness thatsve describe in Section 5.5.2.

4.1.3. Growth options

We measure a firm’s growth options using the rafithe value of its physical assets in

place to its market value, or iBook-to-Marketratio. Following prior work, we assume that

firms with higherBook-to-Marketatios have fewer or less valuable growth optieng.( Myers,

% Although firms may restate their financial stateisefor relatively benign or innocuous reasons.(eaghnical
accounting errors), we consider any instance afstatement when constructiRgstatementsince we expect any
such restatement to be symptomatic of at least stegeee of information problems that impede thedpetion of
accurate financial statements (Gillette et al.,701n untabulated tests, we find that our primggsults based on
Restatemenéare similar in magnitude and slightly less stat#dly significant when using Hennes et al.’s (2p08
alternative definition of restatements that onlglinles restatements that are explicitly due todraroefficient
estimate f§-value) of —1.27 (0.159) and —0.95 (0.129)Surprise x Restatememthen re-estimating column (2) of
Table 3 and column (1) of Table 4.

29 Alternatively, the equity market reaction to themauncement of an AAER may reflect investors’ exaiéon that
the SEC, customers, or other stakeholders will iseppenalties rather than the severity of financislconduct.
Indeed, Karpoff et al. argue that equity investoegiction primarily reflects concerns about repatetl damage.
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1977). We also use the firm’s age, measured asuh®er of years it has existed in Compustat,
or Firm Age as another measure of growth options. Followingrpvork, we assume that older
firms have fewer growth options (e.g., Anthony &amesh, 1992).

4.1.4. Financing constraints

To measure a firm’s financing constraints, we use firm’'s default risk measured
following Bharath and Shumway (2008), Distance-to-DefaultWe assume that firms that are
closer to default are more financially constrainéte also use an indicator for whether the firm
paid dividends during the prior year, Dividend Payer as an alternative measure of financing
constraints (Fazzari et al., 1988). Similar to prg&tudies, we assume that firms that pay
dividends are less financially constrained thanfiangs that do not.

Next, we use the volatility of the firm’s cash flewor Cash Flow Volatility and the
volatility of the firm’s earnings, oEarnings Volatility as additional alternative measures of
financing constraints. Prior studies argue thandinvith more volatile cash flows are more likely
to have periods of cash flow shortfall that forcerh to forego investment (i.e., they are less able
to fund projects with internally-generated cashw8p and face a higher external finance
premium (Minton and Schrand, 1999). Prior work afsals that earnings volatility has a
negative relation with dividend payout ratios, moigly reflecting capital providers’ use of
earnings volatility to assess the expected vahatdf future cash flows (Minton and Schrand,
1999)%* Based on these arguments, we assume that firrhshigherCash Flow Volatilityand
higherEarnings Volatilityare more financially constrained.

Finally, we use a text-based measure of financonggitaints developed by Hoberg and

Maksimovic (2014)HM Index that is based on textual analysis of the ManagémBiscussion

%0 Note that Minton and Schrand (1999) find no evidenf a negative relation between earnings vdiatdind
investment incremental to cash flow volatility.
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and Analysis (MD&A) Section of the 10-K. While Halgeand Maksimovic (2014) discuss
various strengths of their measure, we note thatay diminish the power of our tests in our
particular research setting compared to our otheasures of financing constraints. This is
becauseHM Index captures both a lack of sufficient internal funal gpotential information
asymmetry problems, including those caused by l@eoanting quality, while our other
measures should capture primarily a lack of intefiunads.
4.2. Sample construction

Our sample period begins in 1997, which is wheraiday FFR futures data begins, and
ends in 2013 Following Bernanke and Kuttner (2005), we also lede the FOMC
announcement on September 17, 2001, which folloaredinscheduled meeting that was held
following the September Yiterror attacks. Given our interest in the transiois of monetary
policy to non-financialfirms through the balance sheet channel, we exdhaaés and financial
services firms from our sample. We winsorize alhtimuous variables at the®land 9¢'
percentiles. We obtain firm-level financial infortiman from Compustat and stock market returns
from CRSP. The resulting sample consists of 491,602-FOMC announcement date
observations for 6,204 unique firms with non-migsfinancial and stock return information,
corresponding to 140 FOMC announcement dates. Duelata availability on financial
restatements from Audit Analytics, our sample tha¢sRestatemento measureAccounting
Qualityends in 2012, limiting our firm-event date sampl&46,365 observations for these tests.

Table 1 presents descriptive statistics for théab#es used in our tests. Panel A presents
statistics for the aggregate and macroeconomi@bigs. The meabaily Surpriseand Daily

ExpectedFFR changes are negative during our sample perA8d.§ and —0.99 basis points),

31 The sample for our tests that U3aily Surpriseand Daily Expectecbegins in 1989, since we are able to obtain
data on daily changes in FFR futures for those FQldtes.
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which reflects the gradual FFR reductions leadipgauthe financial crisis. Panels B and C of
Table 1 present descriptive statistics for the fiewel characteristics used in our tests that
measureAccounting Qualityith AAERandRestatemeniConsistent with prior studies, Panel B
shows that AAERs are relatively infrequent: only I our sample observations. Panel C

indicates that restatements are more frequent: df38ar sample observations.

5. Results
5.1. Market reaction to federal funds rate (FFR)sises

Table 2 presents the results from estimating Ejy. W find that the relation between
monetary policy surprises and aggregate equity etar&urns is similar in both sign and
magnitude to the results presented in BernankeKatisher (2005). In particular, in column (1)
we find that, on average, a hypothetical 25 basistpsurprise increase in the FFR target is
associated with a negative 1.2 percentage pointeggte market returrt-gtatistic of —3.25).
This result is consistent with numerous prior stgdhat find that monetary policy surprises have
a large negative relation with aggregate equityketavalues. In contrast, the relation between
expectednonetary policy changes and aggregate equity rhaghees is economically small and
is not statistically significant at conventionavéds ¢-statistic of 1.57). Our estimates imply that
a hypothetical 25 basis poimixpectedincrease in the FFR target is associated with2a O.
percentage point increase in aggregate equity rmaskee.

The results in Table 2 corroborate those documemyddlernanke and Kutter (2005) and
others, and suggest that monetary policy has dfisigmt effect on aggregate equity values, and,

presumably, the broader economy as well.
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5.2. The effect of accounting quality on the traissian of monetary policy
5.2.1. Accounting quality and firms’ reaction taléeal funds rate (FFR) surprises

Table 3 presents the results from estimating Eg.wRhout including firm- or industry-
level controls. Columns (1) and (2) report resuBigAAERandRestatementas the respective
measures oAccounting QualityBoth columns include date fixed effects, whics@b the main
effect of Surprise (as well as theexpectedcomponent of changes in FFR futures rates).
Consequently, the interaction betwekeccounting Qualityand Surprisecaptures whether firms
with low accounting quality differentially resporid monetary policy surprises than does the
market as a whole. The results in column (1) intpbt the market value of firms whose current
financial statements receive an AAER declines bydditional 0.8 percentage points following
a hypothetical 25 basis point surprise increagbenFFR targett{statistic of —3.77). The results
in column (2) imply that the market value of firmeéhose current financial statements are
restated declines by additional 0.25 percentage points following a hypotheticab2Sis point
surprise increase in the FFR targestatistic of —2.64).
5.2.2. Inclusion of firm- and industry-level congo

Table 4 presents the results from estimating Epgafter including firm- and industry-
level controls. We include the main effects of toatrols, but do not report coefficient estimates
and standard errors for parsimony.

Panel A presents results usiRdERto measure oAccountingQuality. In column (1),
we include all of the economic controls simultargpuThe results suggest that the market value
of firms whose current financial statements recave AAER declines by an additional 0.5

percentage points following a hypothetical 25 basist surprise increase in the FFR target (
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statistic of —4.25¥? This estimate implies an additional reduction @fighly $1.6 million in
market value for the median firm in oAAERsample. We find similar results when we include
the statistical controls and their interactioncatumn (2), and when we include an interaction
for each two-digit SIC code industry wiBurprisein column (3).

Finally, in column (4) we includ&urprise x Pseudo-firm fixed effects to control for
time-varying heterogeneity across similar typesfiohs that may jointly affect both their
accounting quality and their equity market respottsenonetary policy (e.g., Gipper et al.,
2018). To do so, we group firms into 1,000 portslbased on firm characteristics—specifically
the control variableSize CAPM Beta andBook-to-Marketin Eq. (2)—and include indicators
for each of the 1,000 groups and their interactiitb Surpriseas pseudo-firm fixed effects.
The results in column (4) indicate that we obtamilar inferences when using this alternative
pseudo-firm fixed effect structure.

We repeat the sequence in Panel B uSlegtatemerib measuréccountingQuality. In
column (1), we include all of the economic contraigl find that the market value of firms that
subsequently restate their current financial statemdeclines by an additional 0.1 percentage
points following a hypothetical 25 basis point sisg increase in the FFR targestatistic of —
2.12). This estimate implies an additional reductid roughly $340 thousand in market value
for the median firm in ouRestatemensample We find similar results when we include the
statistical controls and their interactions in ¢otu(2), when we include an interaction for each
two-digit SIC code industry witBurprisein column (3), and when we include an interactan

pseudo-firm fixed effects witsurprisein column (4). The collective results in Panels i 8

32 |n untabulated analysis, we re-estimate Eq. (@randividually including each control interactedth Surprise
This analysis provides no evidence that the inolusdbf any of the individual controls materially eas the
coefficient estimate dburprise x AAERsuggesting that none of the controls, or theéarerctions withSurprise are
highly correlated wittSurprise x AAER
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of Table 4 indicate that the market values of firmish lower quality accounting are more
sensitive to monetary policy surprises.

5.3. Growth options and the moderating effects ofoanting quality on monetary policy
transmission

Table 5 presents results from estimating Eq. (®r asplitting the sample on several
measures of firms’ growth opportunities. We incluale of the economic controls and their
interaction withSurprisein all specifications, but do not report coeffitieestimates or standard
errors for parsimony. Panel A presents resultsguBIBRERt0 measurédccounting Quality We
find that the moderating role of firms’ accountiggality on their equity market reaction to
monetary surprises is more pronounced for youngesf(i.e., those witlirirm Ageless than the
sample median) and firms with relatively I®@wok-to-Marketatios. In particular, the coefficient
on the interaction betwee®AERandSurpriseis approximately twice as large for younger firms
and approximately 25% larger for firms with relafly low Book-to-Marketratios, although
neither difference between the coefficients isisiaally significant at conventional levelg-(
values of 0.48 and 0.68 in columns (1) and (2))e Potential explanation for the large economic
magnitude of the differences, but the lack of statal significance of the differences, is that
AAERs are relatively infrequent and sub-dividinge tAAER sample results in relatively low
power tests.

Panel B of Table 5 presents results ustegtatemertb measuréccounting QualityWe
find that restatements amplify firms’ equity markeéactions to unexpected changes in the FFR
target only for younger firms (coefficient estimatef —1.129 and 0.287 in columns (1a) and
(1b)). Similarly, we find that the moderating effe¢ Restatements much larger for firms with

relatively lowBook-to-Marketratios (coefficient estimates of —0.879 and —0.ib0€olumns (2a)

-28 -



and (2b)). In addition, the differences between d¢befficients in columns (1a) and (1b) and
between columns (2a) and (2b) are statisticallpiBaant either at or near conventional levels
(p-values of 0.04 and 0.13 in columns (1) and (2)).

Collectively, the results in Table 5 indicate thia# moderating role of firms’ accounting
quality in transmitting monetary policy is amplididor firms with more growth opportunities.
This finding corroborates a distinct predictiontteems from the balance sheet channel; that the
role of accounting quality in mitigating informatioasymmetries between firms and capital
providers is more important—and therefore amplifiesrowers’ equity market reaction to
monetary surprises—for firms with more growth opso(e.g., Bernanke and Gertler, 1989;
comparative static A8 of Appendix A). Thereforee tresults in Table 5 provide additional
support for our inference that firms’ accountin@glijly moderates the transmission of monetary
policy via the balance sheet channel.

5.4. Financing constraints and the moderating éffex accounting quality on monetary policy
transmission

Table 6 presents results from estimating Eq. (8rafplitting the sample on several
measures of firms’ financing constraints (i.@istance-to-Default Dividends Cash Flow
Volatility, Earnings Volatility andHM Inde®. Panels A and B of this table present resultsgusi
AAER and Restatements the respective measures Adcounting Quality We find some
evidence that the coefficients @urprise x AAERis larger in the subsamples of financially
constrained firms in Panel A. In particular, theefficient onSurprise x AAERN column (4b)
for firms with above median earnings volatilityager twice as large as the coefficient for firms

with below median earnings volatiliff-statistic of 3.35p-value of 0.07).
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In Panel B of Table 6, we find that the magnitudéshe coefficients orSurprise x
Restatemenare significantly larger for financially constrathérms. The moderating effect of
accounting quality in monetary transmission is éarfpr firms that are closer to default and
firms that do not pay dividend$-{statistics of 3.02 and 1.3p;values of 0.09 and 0.24 in
columns (1) and (2)). We also find that accountiuglity is more important in transmitting
monetary policy for firms with highe€ash Flow Volatilityand Earnings Volatility (F-statistics
of 4.58 and 6.25p-values of 0.03 and 0.01 in columns (3) and (4)isTinding corroborates
distinct predictions that stem from the balanceeskbbannel that the role of accounting quality in
mitigating information asymmetries between firmsl @apital providers is more important for—
and therefore amplifies the equity market reactmmonetary surprises of—firms that require
access to external financing (e.g., Bernanke andleége 1989; comparative static A9 of
Appendix A).

5.5. Robustness and extensions
5.5.1. Falsification test: accounting quality ardpected monetary policy changes

In Table 7, we estimate a falsification test teems the robustness of our inferences to
concerns that our results are an artefact of aitramp decomposition of changes in monetary
policy into their expected and surprise componéms.estimate a variant of Eq. (2) in which we
interact theexpectedin addition to thesurprise change in the FFR target with the measures of
firms’ accounting quality”

Return; = a + f; AccountingQuality., + > AccountingQuality, x Daily Surprise

+ fsAccountingQuality., x Daily Expectegt 1" Controls;.1

33 We usedaily changes in federal funds futures rates in thess, tsisice data oexpectedederal funds futures rate
changes on FOMC dates are only publicly availabla daily frequency and through June 2008. We théaik
Kuttner for making these data available on his welz https://econ.williams.edu/faculty-pages/ezshk/.
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+ 6 Controlsgt.; x Surprise + d; + y + &t 3)

Columns (1) and (2) reports results ushJERand Restatemeras the measure @ccounting
Quality. In both columns, we continue to find that low @aating quality amplifies firms’ equity
market reaction to monetary policy surprisestétistics of —4.08 and —1.83). However, we find
no evidence that low accounting quality amplifi@sng’ equity market reaction texpected
changes in monetary policyt-gtatistics of 1.74 and 0.70). If anything, the ipes and
marginally significant coefficient orExpected x AAERINn column (1) suggests that low
accounting quality leads to the opposite—i.e., #anaated—reaction texpectedchanges in
monetary policy. However, the magnitude of thisfioient is relatively modest: the coefficient
on Surprise x AAERs more than two orders of magnitude larger.
5.5.2. Alternative measures of accounting quality

Our previous tests use AAERs and restatementsdasators of lower quality accounting
since both are symptomatic of a greater potemialrfformation asymmetry between firms and
capital providers. However, as with any empiricabxy, restatements and AAERs are
susceptible to measurement error and concerns #bentvalidity. One potential concern with
these proxies is that they rely on detection andtests assume that capital providers are not
completely surprised by the accounting deficiencidgsmately revealed by an AAER or
restatement. Moreover, since both proxies are hjrthey are relatively coarse and might fail to
capture variation in firms’ accounting quality thetmeaningful to capital providers. To address
these and other potential concerns, we next consdeeral alternative accounting quality
proxies that prior work argues affect informatiosymmetry between firms and capital

providers. Importantly, these measures are compiaaneto AAERs and restatements in that
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they are continuous and they do not rely on thdi@kmletection of a particular accounting
deficiency.

We continue to focus on measures of accountingitguiddat we believe capture the
quality of firms’ financial reports from the perspiwe of capital providers, and lenders in
particular. Prior work suggests that firms withger abnormal accruals face a higher cost of
capital (e.g., Richardson et al., 2006; Bharathl.e2008; Graham et al., 2008). This higher cost
of capital suggests that capital providers pricetgut their claims in the face of asymmetric
information that affords greater scope for adveedection and moral hazard conflicts. Based on
these arguments and prior empirical findings, we firsns’ abnormal accruals, measurgsing
the absolute value of abnormal accruals calculagean McNichols (2002) and Dechow and
Dichev (2002), as alternative measures of accogrmpirality.

Table 8 presents results from estimating Eq. &xngAbnormal Accruals (McNichols)
in column (1) andAbnormal Accruals (Dechow-Dichevh column (2) as measures of
Accounting QualityThe results in column (1) indicate that a oned#ad deviation increase in a
firm’'s Abnormal Accruals (McNicholsyould result in that firm’s equity value declinity an
additional 0.11 percentage points following a hyyetical 25 basis point surprise increase in the
FFR target ttstatistic of —2.24). The results in column (2) lynphat a one standard deviation
increase in a firm'&bnormal Accruals (Dechow-Dichewjpuld result in that firm’s equity value
declining by an additional 0.11 percentage poiali®Wing a hypothetical 25 basis point surprise
increase in the FFR targetdtatistic of —2.05).

Collectively, the results in Table 8 provide evide that corroborates our inferences and
demonstrates that our findings are robust to usmgtiple alternative measures of firms’

accounting quality that potentially capture morargdar differences in the quality of firms’
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financial reports. Moreover, because these altemateasures are available for all firms in the
economy, finding that they moderate firms’ respatessonetary policy suggests that our results
reflect the effect of monetary policy on the br@adss-section of firms in the economy.
5.5.3. Alternative measures of monetary surprise

Our previous tests use 30-day FFR futures sumprisaculated during 60-minute
windows around FOMC announcements to measure nrgngtdicy surprises. However, prior
studies suggest that news about monetary policfF@NMC announcement days is often also
about the likelypath of policy in the medium term, not just the FFRgetr(e.g., Gurkaynak et
al., 2005; Gertler and Karadi, 2013; Gilchrist &t 2015). Further, the Fed began to rely on
alternative open market operations—quantitativéengas particular—when the FFR reached the
zero lower bound in December 2008. In this sectwwr, examine how accounting quality
moderates the response to surprises about thegbationetary policy. We also assess the
sensitivity of our results to several alternativeasures of monetary policy surprise that reflect
the effect of quantitative easing®

Table 9, columns (1) through (4) present the tesafl estimating Eq. (2) using the intra-
day change in on-the-run six-month Treasury yiétdseasure&surprise We find evidence that
firms’ accounting quality moderates their respotssmedium-term surprises when usgER
Abnormal Accruals (McNichols) or Abnormal Accruals (Dechow-Dichevjo measure

AccountingQuality (t-statistics from —2.11 to —3.26). In contrast, wedfno evidence that

3 We thank Refet Giirkaynak for providing us withramtay data on the alternate monetary policy swgprisasures
used in this section.

% We note that excluding the post zero lower bourdop does not alter our primary inferences: cofit
estimate t-statistic) on the interaction betwefocounting QualityandSurpriseof —1.99 (-4.51); —-0.52 (-2.07); —
2.99 (-2.13); —2.90 (-2.22) when usidAER RestatementAbnormal Accruals(McNichols) and Abnormal
Accruals (Dechow-Dicheyjo measuréccounting Quality
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Restatementoderates firms’ equity market responses to sseprabout the path of monetary
policy.

We also examine the robustness of our inferences talternative measure of monetary
policy surprise based on the intra-day change wl&80Eurodollar futures contracts on FOMC
announcements (e.g., Gurkaynak, 2005 and Gurkaghak, 2005). We again find results that
corroborate our inferences when usiB§ER Abnormal Accruals (McNichols)r Abnormal
Accruals (Dechow-Dicheup measurédccountingQuality (t-statistics from 1.74 to —2.77), but
not when usingRestatementin total, the results suggest that our inferenaes robust to
alternative measures of monetary policy surprises.

5.5.4. Asymmetric response to monetary policy shock

The balance sheet channel does not predict an aslyroneffect of monetary policy
based on the direction of the interest rate chaogesurprise). Although the balance sheet
channel theory itself predicts a symmetric reactidimole (2015, Section 13.5) discusses
several reasons why firms’ investment might exh#sitasymmetric response to interest rate
changes. For example, “dynamic substitutabilityfirms’ investment—whereby an investment
glut in the past depresses current product priceb discourages current investment—can
amplify contractionary effects when firms are ctadtioned. Conversely, if firms’ investment
exhibits dynamic complementarities—whereby pasestment increases current net worth and,
in turn, relaxes current borrowing constraints abdosts current investment—then
contractionary effects may be attenuated.

Because these and other theories provide confligtiredictions about whether firms’
investment and equity market reaction to interagt changes should be larger for rate cuts

(e.g., dynamic substitutability), larger for ratecieases (e.g., dynamic complementarity), or
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symmetric, we conduct an exploratory empirical edser to examine potential asymmetries.
We expect any dynamic substitutability or completagties in firms’ investment to affect the
baseline effect of monetary policy. Because tharid sheet channel amplifies and propagates
the baseline effect of monetary policy, any asymyniet the baseline effect of monetary policy
should also be amplified via the balance sheetretlgBernanke and Gertler, 1995).

We modify Eqg. (2) by decomposingurpriseinto positive and negative components
(Positive Surprise and Negative Surpris§ and interact these components walscounting
Quality.*® The results presented in Table 10 show that fofoalr measures of accounting
quality, firms’ equity market responses are conegatl among negative surprises. These and
similar results from other studies are consisteith ynonetary policy having an asymmetric
effect on firms’ investment and equity market value

Although the balance sheet channel theory doesexylicitly predict an asymmetric
response, it is neither inconsistent with nor rued by the theory. To the extent that an
asymmetry exists in firms’ unconditional responge dhanges in monetary policy, any
moderating effect due to the balance sheet chateild inherit this asymmetry. To the best of
our knowledge, the source of this asymmetry, andthdr it occurs in the unconditional effect
of monetary policy or only in the moderating effets unexplained despite being widely
documented, suggesting opportunities for futureassh (e.g., Bernanke and Kuttner, 2005;
Lucca and Moench, 2015; Gallo et al., 2016; Nellsied Weber, 2018).

5.5.5. Accounting quality and the effect of monetalicy on investment

38 We note that surprise rate changes are not neitgssahe same direction as the total rate charige example,
if the announced FFR target is higher than theetirFFR, but is less than was expected, the sarpasmponent
would be negative while the total rate change wdnagbositive.
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Our previous tests are based on the notion thatsfirequity market responses to
unexpected changes in monetary policy reflect casng investors’ expectations about the
effect of monetary policy on firms’ future investmieWe supplement our event study research
design with a test of whether firms’ accounting lguaalso moderates the relation between
unexpected change in monetary policy and firmaireitinvestmenWWe do so by estimating the
following specification at the firm-year level:

Investmeny, = o + f1 AccountingQuality.1 + 2 AccountingQualityy.1 x Sum(Surprisg

+ 6 Controlsy.; + 6 Controlsy.1 X Sum(Surpris¢ + di + yy + &y 4)
wherelnvestmentis firm i’'s research and development and capital expenditueing yeary,
scaled by total end of year asseAdscounting Qualityis each of our measures of firits
accounting quality, an@ontrolsare defined as in Eq. (2). Following prior monetacpnomics
studies that develop a similar research desg&um(Surprise)s defined as the sum of FFR
surprises during year (e.g., Ippolito et al., 2017). We aggregate the BkRprises during the
year to correspond to the interval over which invesnt is measured in firms’ annual financial
statement. However, this expanded measurement witidely adds measurement error to these
tests—which is a concern that our primary eventlystesearch design overcomes—»because the
temporal link between changes in monetary poliay eimanges in firms’ investment occurs at a
lower frequency.

Table 11 presents the results of estimating BEg.Gdnsistent with the predictions of the
balance sheet channel, we find that firms’ accogntquality moderates their investment
response to monetary policy surprises. In partictkee results in column (1) suggest that firms
whose current financial statements receive an AAlEBrease their investment by 1.7% of the

sample standard deviation and 1.9% of the sampénménvestmentollowing a hypothetical
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25 basis point cumulative increase in the FFR dyitte yeart¢statistic of —2.38). Similarly, the
results in columns (3) and (4) suggest that a daadard deviation increase in the firms’
McNichols(Dechow-Dicheyabnormal accruals results in a decrease in imegdtequivalent to
1.3% (1.2%) of the sample standard deviation art$61(1.3%) of the sample mean of
Investmentfollowing a hypothetical 25 basis point cumulativerease in the FFR during the
year (-statistics of —-5.20 and -3.73).

In contrast, the results in column (2) provide n@ence thaRestatementoderates the
response of firms’ investment to monetary policypsises. One potential explanation is that
Investmentis calculated at yearly intervals, whifurpriseis calculated at hourly intervals,
resulting in measurement error that reduces theepoivthese tests. Regardless of the specific
reason, the results in Table 11 collectively sugtdest firms’ accounting quality moderates their
investment response to monetary policy surpriséss hference is consistent with the notion
that the changes in firm value in response to nawgepolicy surprises reflect revisions in
investors’ rational expectations about firms’ fidunvestment, which is a key prediction of the
balance sheet channel.

5.5.6. Staggered implementation of the SarbanesyOxtt

Our prior tests rely on the assumption that firmstounting quality is (conditionally)
exogenous with respect to unexpected changes iretaignpolicy. Thus, to the extent that all of
our measures of accounting quality are similarlyredated with factors that are not controlled
for in our empirical models, and these factors @ffems’ responses to monetary policy, our
prior tests may suffer from omitted variable bi@s.address this potential concern, we use the
implementation of SOX Section 404 as an arguablggerous source of variation that

increased firms’ accounting quality (e.g., CohereyDand Lys, 2008; Koh, Matsumoto, and
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Rajgopal, 2008; lliev, 2010; Singer and You, 20Alexander, Bauguess, Bernile, Lee, and
Marietta-Westberg, 2013). SOX imposed sweepingrgesiregulations and was implemented
in response to a series of unexpected accountarglats (e.g., Enron and Worldcom).

We use differences in firms’ fiscal year ends as@arce of variation in compliance with
SOX in a generalized differences-in-differencesc#ation (Gipper, 2017, Ferri, Zheng, and
Zou, 2018; Rauter, 2018).The final SOX Section 404 rules required all et smallest public
firms with fiscal year ends on or after November 2604 to comply with the SOX reporting
requirements in their 2004 financial statements.offier non-small firms had to comply with
the SOX reporting requirements in their 2005 finahstatements® We use these differences
in the timing of SOX implementation based on firniscal year ends in the following
differences-in-differences specification:

Return; = a + 1 SOX Compliant; + > Sox Compliant; x Surprise

+ " Controls.; + € Controls.; x Surprisg + d; + y + &t (5)

wherei indexes firms and indexes dates. We estimate Eq. (5) for the pecetered on the
dates that non-small firms first complied with S@001 through 2008). We exclude firms
with fiscal year ends between January and Julynsume comparability between treated and
control firms.SOX Compliants an indicator for SOX compliance that takes\takie one for

(i) December and November fiscal year-end firmstisig with the 2004 10-K reporting period,

37 An alternative approach is to use a fuzzy regoessiscontinuity design (RDD) with firms’ publicdit as the
running variable (lliev, 2010). We choose not tostofor two reasons. First, the generalizabilitytlod effect of
SOX on small firms near the public float reportithgeshold to the broader population of publiclyded firms is

unclear (Gao, Wu, and Zimmerman, 2009, lliev, 20G&&eser and Guay, 2017). Second, only a small eurob
firms are near the threshold. This small samplelevbkely result in relatively low-power tests.

3% Duguay, Minnis, and Sutherland (2018) presentene that SOX increased the audit costs of prifiates by

increasing public firms’ demand for auditors, partarly those with December fiscal year ends. Intst, we use
differences in compliance requirements as a soafceariation in accounting quality among publicniis with

differentfiscal year ends.
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and (i) August, September, and October fiscal vyt firms starting with the 2005 10-K
reporting period (thé-1 subscript continues to refer to the most recesatfiyear end).

We remove firm-years in which the most recent yerad-market value was within $75
million of the $75 million public float requiremeifibr accelerated filer status because these
firms may delist, deregister, or otherwise altegitthbehavior in response to SOX (Engel et al.,
2007; Leuz et al., 2008; Gao et al., 2009; Glaesal., 2019; Glaeser and Omartian, 2019).
These requirements result in a sample of 129,8W8year observations during 2001 through
2008. We include date fixed effecis,and firm fixed effectsy. Consequently, the coefficient
2 captures the differential change in the responsedbetary policy surprises between firms
that exogenously increase their accounting qualktyause of SOX compliance and firms that
do notat the same point in tint&

We report the results of estimating Eq. (5) in EBab2. Column (1) reports results after
including date fixed effects alone, column (2) miepaesults after including firm and date fixed
effects, column (3) reports results after includidgte fixed effects, controls, and their
interaction with Surprise and column (4) reports results after includingntoals, their
interaction withSurprise and firm and date fixed effects. The resultsaatk that the market
value of firms with SOX compliant financial statemb& declines between 1.55 to 1.97
percentage points less than their non-SOX comptanonterparts following a hypothetical 25
basis point surprise increase in the FERtdtistics of 1.79 to 2.18). To the extent thatxSO
increased firms’ accounting quality, as argued lohé&h et al. (2008), Koh et al. (2008), lliev

(2010), Singer and You (2011), and Alexander e(2013), these results provide additional

39 For example, the specification compares the respomthe federal funds rate announcement on JUn2085 of
November fiscal year end firms, which prepared S€@¥npliant financial statements, to the respons®abber
fiscal year end firms, which did not.
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evidence that corroborates our earlier inferenoésigconsistent with theoretical predictions of

the balance sheet channel.

6. Conclusion

Using federal funds futures contracts to measumxpected (or surprise) changes in
monetary policy, we show that firms’ accounting lifyamoderates their equity market
responses to unexpected policy changes. We findithes’ accounting quality, as measured by
AAERs, restatements, abnormal accruals, and plguskngenous differences in the timing of
firms’ compliance with SOX Section 404, moderatasirt equity market reaction to unexpected
changes in monetary policy. This moderating rolaafounting quality is consistent with its role
in mitigating information asymmetry with capital gwiders—and lenders in particular—
affecting their response to monetary policy as ioted by the balance sheet channel.

We also test for heterogeneity in the extent tocwhirms’ accounting quality moderates
their response to monetary policy in ways that @exlicted by the balance sheet channel. In
particular, we find that the moderating role of @aating quality is amplified for firms with
more growth opportunities and firms that are mamarfcially constrained. We also find that the
future investment levels of firms with lower quglaccounting are more sensitive to unexpected
changes in monetary policy, further consistent Wil predictions of the balance sheet channel.
Finally, we find that the equity market responsentonetary policy is concentrated among
unexpected rate cuts.

Our theoretical predictions are derived from systhiag the previously distinct
literatures on the balance sheet channel of mongtaficy transmission and the role of

accounting quality in mitigating information asyminies between firms and capital providers.
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Our results provide insight into how firms’ respent monetary policy depends on the
properties of their financial reports which affetheir ability to access external financing for
their investments and, in turn, firm value. Thusy oesults are consistent with several key
predictions of the balance sheet channel and lgighthe importance of considering firm-level

heterogeneity for understanding the transmissianafetary policy.
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Appendix A. Model of Firm Value and Investment in he Presence of Financing Frictions
A.1. Benchmark model of firm value and investmétht mo financing frictions

We begin by developing a simple model based on rteeclassicalg-theory that
establishes the relationship between investment faind value in the absence of financing
frictions. This model is similar in spirit to tho$eund in Hayashi (1982), Kaplan and Zingales
(1997), Tirole (2015), and others in the corporit@nce literature. For a complete, “real
business cycle” model of the balance sheet chaseesle.g., Bernanke and Gertler (1989). The
value of firmi is given by

Vi = max;, {Qili - (%) I} - Ii} (AL)

where V; is firm i's (equity) market valueg; is the firm's Tobin’sqg, which captures the
relationship between investmen, and the firm’s market value. The tei(@;/2) Il-2 captures

the (convex) adjustment cost of new investmentiebehtiating (A1) with respect tp yields the

value-maximizing first-best level of investmefjt,= (q; — 1)/¢; = I/5.

A.2. Firm value and investment with financing faos

In order to introduce the notion of financing frims, we now assume that firifaces
capital constraints. In particular, the firm’s imal funds (or “pledgeable net income” in the
language of Tirole, 2015)y;, are insufficient to finance the first-best lewl investment, or
w; < IFB. To invest an amount greater thanthe firm has to raise; = I; — w; of arm’s-length
external capital. We capture the notion of finagcfrictions by assuming a (convex) cost of
(6;/2)e? associated with raising arm’s-length external piue to informational problems
between the firm and external capital provid&r®; captures the severity of informational
problems and is the key parameter for the comparadtatics that provide our empirical
predictions. In particular, firms’ accounting quylinfluences the severity of their informational
problems with external capital providers: firmshwibwer quality accounting have higher values
of 8; and, conversely, firms with higher quality accongthave lower values @f;.

In the presence of capital constraints and infdional problems that make it costly to
raise external financing, assumifhg> w;, firm value is now given by:

Vi = max, {qili - (%) I} =1 _%(Ii - Wi)z} (A2)

A.2.1. Firm investment with financing frictions

Differentiating (A2) with respect th yields the optimal second-best level of investment
which is less than the first-best level of investineecause of the costly financing frictions:

0 These information problems can take the form ofahbbazard and/or adverse selection.
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« _ _¢i aqi—1 6i . _yFB _ _bi FB _ FB
li= ¢i+0; ¢ * T ki ¢i+6; @ wi) <1 (A3)

The balance sheet channel of monetary policy (&egrtler, 1988; Bernanke and Gertler, 1995)
argues that by changing the short-term interest(e&ag., the federal funds rate), the central bank
can alter firms’ net income and net worth, whicfeets their ability to access external capital.
For example, higher interest rates can increasesfiinterest expense, which reduces their
pledgeable net income. In addition, higher interagés can also directly reduce the value of
firms’ internal funds (or net worth) as their exfeet cash flows are discounted at a higher rate.
Consequently, a reduction in borrowers’ net incoamel net worth reduces their pledgeable
income and collateral value and, in turn, theirrstat the payoff from their investments, which
exacerbates informational (i.e., adverse selectioth moral hazard) problems. This increased
scope for agency conflicts between borrowers anddes results in a larger external finance
premium—i.e., the “wedge” between the cost of imérand external funds—making it more
difficult for the firm to access external fundingased on this discussion, the firm’s pledgeable
net income islecreasingn the interest rate, ordw;/dr = —y; < 0. Thus we have:

61,?* _ 61{* ow; 0;

or “owior = pra Vi <0 (A4)
and
o _ 0% ow; 6
ora0;, ~ awei or ~ gre2Vi <0 (A5)

Eq. (A4) shows that the optimal level of investmisdecreasingn the interest rate because of
its effect on the firm’s internal funds (or pledg&anet income). Eq. (A-5) is the cross-partial
derivative of investment with respect to the inséreate,r, and the severity of the firm’'s
information problems#;, and shows that the relation between investmedhttlam interest rate is
more pronounced at firms that have more severenrdton problems. We argue that firms with
higher quality accounting should be less sensitivthe balance sheet channel if their financial
transparency reduces their susceptibility to cneditket imperfections and reduces their external
finance premium (e.g., Bharath et al., 2008; Gralmal., 2008). We test this prediction in
Section 5.5.5 and present evidence that the futwwestment of firms with lower quality
accounting (i.e., largef) is more sensitive to unexpected changes in monetaicy than that
of their counterparts with higher quality accougtirwhich are less susceptible to financing
frictions.

It is important to note that the balance sheet obhis distinct from the neoclassical cost
of capital (or interest rate) channels, whereby etary policy has alirect effect on firms’
Tobin’s q such thatgi/or < 0. In order to focus on the balance sheet cHam@assume that
ogi/or is small so that the neoclassical cost of cagit@nnel has a negligible effect on firms’
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investment and equity market valtfeThis assumption also highlights how the balana=esh
channel is distinct from direct cost of capitaleets, but operates through the interaction of
monetary policy actions and the external finan@pum. In other words, the key feature of the
balance sheet channel is not that interest ratefin@ncial frictions for that matter) can directly
affect investment. The key feature of the baladt@eschannel is that information problems can
greatly amplify the effect of changes in intereates (this “financial accelerator” effect is
highlighted by A5).

A.2.2. Firm value with financing frictions

As we discuss in Section 3.2, our primary resedesign is a short-window event study
that examines how firms’ equity market values resbto unexpected changes in monetary
policy (i.e.,oVi/or). Differentiating Eq. (A2) with respect to theengst rater, yields:

aVi* _ aVi* aWi

x i
= ST = 6,1 — W) vi = — S U —w) i <0, (A6)

$i+0;

In the presence of capital constraints and infoignaproblems that make it costly to raise
external financing, firm value is decreasing in thierest rate. Table 2 presents results that are
consistent with this prediction and indicate thggr@gate equity market value is decreasing in
unexpected changes in the federal funds rate. Tiessdts corroborate Bernanke and Kuttner’s
(2005) findings.

A.2.3. Moderating effect of accounting quality smfvalue with financing frictions

Taking the cross-partial derivative of Eq. (A2)tlwrespect to the interest rate and the
severity of informational problems yields the foliog expression:

vy P?
ara0;  (¢;+6,)?

(" —w)y; <0 (A7)

This comparative static provides the basis forrmam prediction that firms’ accounting quality
moderates their equity market reaction to unexgecteanges in monetary policy. Since firms
with lower quality accounting have more severe rimfation problems (i.e., high#), Eq. (A7)
predicts that these firms’ equity market values m@e sensitive to unexpected changes in
monetary policy.

A.2.3. Moderating interactions with accounting gtyal

Our model also generates several predictions afsmiors that interact with firms’
accounting quality to further moderate the effettmmnetary policy on firm value. In other

“L|f there is a non-negligible neoclassical costayital channel, this would imply:
aL;* 1 dq;  6; Ouw
ar - @ + 9.,, ar I @ + 9.,, ar ’
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words, there are additional factors that moderageeffect of firms’ accounting quality when
there are policy-induced changes in interest ratesor andod;). We now consider how firms’
growth opportunitiesg;, capital constraintsy;, interact with the external finance premiuiyn,to
determine their response to unexpected changesretary policy.

A.2.3.1. Interaction between accounting quality gnowth opportunities

Differentiating firm value with respect to theenést rate, accounting quality, and growth
opportunities yields the following comparative stat

63Vi* _ ¢)l

136,00, (pit0p2 |

<0 (A8)

This expression shows that the moderating effedtriofs’ accounting quality on their market
reaction to monetary policy should be more pronednfor firms with more valuable growth
options (i.e., higheq). It is important to note that this predictionatels tomarginal rather than
averageq.

A.2.3.2. Interaction between accounting quality &ndncing constraints

Firms with less internal financing (i.e., thoselwibwer values ofv;) are more dependent
on external financing for their investments. Thepooate finance literature characterizes these
firms as being capital constrained (e.g., Fazzaal.e 1988). The third derivative of firm value
with respect to the interest rate, information peats, and internal financing yields the
following comparative static:

%y  _ _ ¢f
8ra0;0w;  (¢p;+6

)2 Yi >0 (Ag)

This expression shows that the moderating effedirofs’ accounting quality on their equity
market reaction to unexpected changes in monetdigypshould be larger for firms with lower
values ofw;, which corresponds to more financially constraifieds.
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Appendix B. Variable Definitions

This table present variable definitions for our @iopl tests.

Accounting Quality Measures

AAER

Restatement

Abnormal Accruals (Dechow-Dichev)
Abnormal Accruals (McNichols)

SOX Compliant

Macroeconomic Variables

Indicator equal to one if the firm's current yeanahcial
statements subsequently receive an Accounting arditiAg
Enforcement Release (AAER) from the U.S. Securitied
Exchange Commission, and zero otherwise.

Indicator equal to one if the firm subsequentlytates its
current year financial results (quarterly, annoalptherwise),
and zero otherwise.

The absolute value of abnormal accruals, calculatsd the
Dechow and Dichev (2002) model of accruals.

The absolute value of abnormal accruals, calculfted the
McNichols (2002) model of accruals.

An indicator for SOX compliance that takes the eallu for
December and November fiscal year-end firms stantifth
the 2004 10-K reporting period, and 1 for Augustpt®@mber,
and October fiscal year-end firms starting with 20©5 10-K
reporting period, and 0 otherwise.

A Treasury

A Eurodollar

Daily Expected

Daily Surprise

Negative Surprise
Positive Surprise

Surprise

Sum(Surprise)

Equity Return and Investment Measures

Intra-day change in 6-month on-the-run Treasuryldgie
during the 60 minute window around FOMC announcédgsjyen
following Girkaynak (2005).

Intra-day change in 30-day Eurodollar futures dyrihe 60
minute window around FOMC announcements, following
Gurkaynak (2005).
The expected component of monetary policy actions,
measured following Kuttner (2001) and Bernanke léottner
(2005) as the actual change in target federal fuatés minus
Surprise.

The surprise component of monetary policy actiomsasured
following Kuttner (2001) and Bernanke and Kuttn20@5) as
the change in 30 Day federal funds futures prietstive to
the day prior to the policy action, scaled by adacelated to
the number of days remaining in the month affedigathe
change.

Takes on all negative values ®firprise and zero otherwise

Takes on all non-negative values 8urprise and zero
otherwise.

The surprise component of monetary policy actiomsasured
following Gilchrist, Lopez-Salido, and Zakrajsek)(5) using
intra-day changes in 30 day federal funds futuresep during
the 60-minute window around the FOMC announcement.
Sum of all surprise changes in federal funds rdies,
Surpris§ that occur during the fiscal year.

Investment

Market Return

Return

Sum of research and development expense plus kapita

expenditures during the fiscal year, scaled byl tadaets as of
the end of the fiscal year.

Daily CRSP value-weighted equity market return dme t
FOMC announcement date.

Daily stock return on the FOMC announcement date.
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Appendix B. Variable Definitions (continued)

Control Variables

Book-to-Market

CAPM Beta

Depreciation-to-Sales Ratio
Concentration

High Minus Low

Investment-to-Sales Ratio
Leverage

Log(Size)

Momentum

Price-to-Cost Margin
Receivable-to-Sales Ratio
ROA

Sales Growth

Sales Volatility

Small Minus Big

Stock Volatility

Moderating Variables

Book value of equity scaled by market value of gqui
measured as of the firm’s fiscal year end.

Factor loading on the market return from a Famar&heand
Carhart four-factor model of daily returns over 8% trading
days prior to the FOMC announcement date.

Depreciation expense scaled by sales during thermufiscal
year.

The share of sales by the four largest firms in itigustry
during the current year, based on 2-digit SIC code.

Factor loading on HML from a Fama-French and Cdrhar
four-factor model of daily returns over the 252direy days
prior to the FOMC announcement date.

The ratio of capital expenditures to sales during ¢turrent
fiscal year.

Total liabilities scaled by total assets, as of #ml of the
fiscal year.

Natural logarithm of total assets at the end offigwal year.

Factor loading on UMD from a Fama-French and Carhar
four-factor model of daily returns over the 252direy days
prior to the FOMC announcement date.

Sales minus cost of goods sold, scaled by saleisgltie
current fiscal year.

Accounts receivable minus accounts payable, sdajetbtal
assets, measured as of the end of the fiscal year.

Income before extraordinary items scaled by begigmif the
year total assets.

Percentage growth in current fiscal year sales tverprior
year.

Standard deviation of sales scaled by total assets the
previous ten years.

Factor loading on SMB from a Fama-French and Cafbar-
factor model of daily returns over the 252 tradifays prior to
the FOMC announcement date.

Standard deviation of monthly stock returns dutimg twelve
month period prior to fiscal year-end.

Distance-to-Default

Measured following Bharath and Shumway (2008) as
[In[(E+F) / F] +r-0.502]/0, whereE equals CRSP itemprf|x
shrout/1,000,F equals Compustat itenadc +0.5dItt, r is the
firm’s annual stock return computed by cumulatingnihly
returns (CRSP itemet) over the previous 12 months, asfd
captures the volatility of the firm’s total valugept and
equity). o is approximated asE((E+F)) x oE+ (F/(E+F))x
(0.05 + 0.25E), wheresE is the annualized percent standard
deviation of returns, estimated from monthly staekurns
(CRSP itemret) over the previous 12 months. A firm’'s
probability of default is then defined as-N)D), where N is
the cumulative standard normal distribution funetigvhenF

is 0,DD is not defined and the probability of default i$ &e
zero.
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Appendix B. Variable Definitions (continued)

Dividend Payer Indicator that equals 1 if the firm pays commonpoeferred
dividends during the current fiscal year, and zsterwise.

Firm Age Count of the number of years the firm appears imQuastat
as of the most recent fiscal year.

Cash Flow Volatility Standard deviation of annual cash flow from operetduring
the previous ten years.

Earnings Volatility Standard deviation of annual earnings before esdiaary
itemsduring the previous ten years.

HM Index Delayed investments constraints index from Hobengl a

Maksimivic (2015) based on textual analysis of the
Management’s Discussion and Analysis section offitine’s
most recent 10-K filing.

-B53 -



Table 1. Descriptive Statistics
This table presents descriptive statistics foraladds used in our tests. Panel A reports desceitiatistics for the macroeconomic variables useolr tests.
Panel B reports descriptive statistics for the fiend time-varying variables used in our tests tis@AAERas a measure éfccounting QualityPanel C reports
descriptive statistics for the firm- and time-vanyivariables used in our tests that Restatemends a measure éfccounting QualityPanel D presents results
for all variables used in our firm-year investmanalysis in Table 10.

Panel A. Macroeconomic Variables

Variable N Mean SD P10 P25 P50 P75 P90
Market Return 140 0.41 1.39 -1.11 -0.39 0.32 1.12 1.83
Surprise 140 -0.02 0.08 -0.06 -0.01 0.00 0.01 0.04
A Treasury 140 -0.01 0.05 -0.05 -0.02 0.00 0.01 0.02
A Eurodollar 140 -0.01 0.06 -0.06 -0.02 0.00 0.01 0.04
Daily Surprise 176  -0.03 0.11 -0.17 -0.04 0.00 0.01 0.05
Daily Expected 176 —-0.01 0.19 -0.25 -0.07 0.00 0.04 0.25
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Table 1. Descriptive Statistics (continued)

Panel B. AAER Sample

Variable N Mean SD P10 P25 P50 P75 P90
Accounting Quality Measures

AAER 446,365 0.01 . . . . .

Abnormal Accruals (McNichols) 416,463 0.10 0.14 0.01 0.02 0.06 0.13 0.23
Abnormal Accruals (Dechow-Dichev) 419,796 0.12 0.16 0.01 0.03 0.07 0.15 0.27
Firm Outcomes and Controls

Return 446,365 0.44 4.35 -4.12 -1.64 0.29 2.27 5.21
Book-to-Market 446,365 0.61 0.63 0.12 0.26 0.47 0.78 1.27
Sales Growth 446,365 -0.98 0.07 -1.00 -1.00 —-1.00 —-0.98 -0.95
Stock Volatility 446,365 0.16 0.10 0.06 0.09 0.13 0.20 0.29
Log(Size) 446,365 5.83 2.11 3.14 4.27 5.70 7.26 8.73
ROA 446,365 —-0.05 0.80 -0.30 —-0.05 0.03 0.09 0.15
Leverage 446,365 0.49 0.25 0.17 0.29 0.48 0.65 0.80
Price-to-Cost Margin 446,365 0.20 1.22 0.10 0.22 0.35 0.53 0.70
Receivable-to-Sales Ratio 446,365 0.05 0.43 -0.05 0.01 0.07 0.14 0.21
Investment-to-Sales Ratio 446,365 0.13 0.32 0.01 0.02 0.04 0.10 0.25
Depreciation-to-Sales Ratio 446,365 0.09 0.16 0.014 0.026 0.045 0.086 0.191
Sales Volatility 446,365 0.28 0.27 0.06 0.11 0.20 0.35 0.59
Concentration 446,365 0.02 0.09 0.00 0.00 0.00 0.01 0.03
CAPM Beta 446,365 0.88 0.61 0.13 0.49 0.88 1.24 1.62
Small Minus Big Factor Exposure 446,365 0.68 0.79 -0.21 0.13 0.59 1.13 1.70
High Minus Low Factor Exposure 446,365 0.21 0.95 -0.89 -0.29 0.22 0.74 1.31
Momentum Factor Exposure 446,365 -0.08 0.69 —0.86 -0.42 -0.07 0.26 0.68
Moderating Variables

Ln(Firm Age) 446,365 2.67 0.72 1.79 2.08 2.56 3.22 3.76
Cash Flow Volatility 445,521 0.14 1.05 0.02 0.04 0.07 0.12 0.24
Earnings Volatility 446,365 0.19 1.08 0.02 0.03 0.06 0.16 0.35
Distance-to-Default 350,773 0.11 0.26 0.00 0.00 0.00 0.02 0.53
Dividend Payer 446,365 0.31 . . . . . .

HM Index 314,725 -0.01 0.09 -0.12 —0.08 —-0.02 0.05 0.12
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Table 1. Descriptive Statistics (continued)

Panel C. Restatement Sample

Variable N Mean SD P10 P25 P50 P75 P90
Accounting Quality Measures

Restatement 491,602 0.13 . . . . . .
Abnormal Accruals (McNichols) 459,417 0.11 0.16 0.01 0.02 0.06 0.13 0.24
Abnormal Accruals (Dechow-Dichev) 462,996 0.12 0.17 0.01 0.03 0.07 0.15 0.28
Firm Outcomes and Controls

Return 491,602 0.40 4.24 —4.00 -1.61 0.26 2.17 5.00
Book-to-Market 491,602 0.62 0.63 0.12 0.26 0.47 0.79 1.28
Sales Growth 491,602 -0.98 0.06 -1.00 -1.00 -1.00 -0.98 -0.95
Stock Volatility 491,602 0.16 0.10 0.06 0.09 0.13 0.19 0.28
Log(Size) 491,602 5.91 2.12 3.19 4.34 5.78 7.36 8.82
ROA 491,602 —-0.05 0.77 -0.29 —-0.05 0.03 0.09 0.15
Leverage 491,602 0.49 0.25 0.17 0.29 0.48 0.65 0.80
Price-to-Cost Margin 491,602 0.20 1.22 0.11 0.22 0.35 0.53 0.70
Receivable-to-Sales Ratio 491,602 0.05 0.43 —-0.05 0.01 0.07 0.13 0.21
Investment-to-Sales Ratio 491,602 0.13 0.32 0.01 0.02 0.04 0.10 0.25
Depreciation-to-Sales Ratio 491,602 0.09 0.16 0.01 0.03 0.04 0.09 0.19
Sales Volatility 491,602 0.28 0.26 0.06 0.11 0.20 0.35 0.57
Concentration 491,602 0.02 0.09 0.00 0.00 0.00 0.01 0.04
CAPM Beta 491,602 0.88 0.59 0.14 0.51 0.89 1.24 1.60
Small Minus Big Factor Exposure 491,602 0.67 0.78 -0.22 0.12 0.58 1.13 1.69
High Minus Low Factor Exposure 491,602 0.19 0.93 -0.88 -0.30 0.19 0.70 1.27
Momentum Factor Exposure 491,602 -0.08 0.68 -0.85 -0.42 -0.07 0.26 0.66
Moderating Variables

Ln(Firm Age) 491,602 2.70 0.71 1.79 2.08 2.64 3.22 3.78
Cash Flow Volatility 490,701 0.14 1.02 0.02 0.04 0.06 0.12 0.23
Earnings Volatility 491,602 0.19 1.05 0.02 0.03 0.06 0.15 0.34
Distance-to-Default 386,374 0.11 0.26 0.00 0.00 0.00 0.01 0.51
Dividend Payer 491,602 0.32 . . . . . .

HM Index 345,462 —-0.01 0.09 -0.12 —-0.08 -0.02 0.05 0.11
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Table 1. Descriptive Statistics (continued)

Panel D. Investment Analysis Sample

Variable N Mean SD P10 P25 P50 P75 P90
Investment Measure

Investment 54,131 0.12 0.13 0.02 0.04 0.08 0.15 0.26
Accounting Quality Measures

AAER 54,131 0.01

Restatement 54,131 0.14 . . . . . .
Abnormal Accruals (McNichols) 54,131 0.11 0.12 0.01 0.03 0.06 0.13 0.25
Abnormal Accruals (Dechow-Dichev) 54,131 0.12 0.14 0.01 0.03 0.07 0.16 0.28
Monetary Policy Surprise Measure

Sum(Surprise) 54,131 -0.17 0.27 -0.75 -0.20 -0.08 -0.01 0.04
Controls

Book-to-Market 54,131 0.62 0.66 0.11 0.25 0.47 0.80 1.32
Sales Growth 54,131 -0.97 0.08 -1.00 -1.00 -1.00 -0.98 -0.94
Stock Volatility 54,131 0.17 0.10 0.07 0.10 0.14 0.21 0.30
Log(Size) 54,131 5.67 2.10 3.01 411 5.54 7.07 8.49
ROA 54,131 -0.04 0.29 -0.32 -0.07 0.03 0.09 0.15
Leverage 54,131 0.48 0.26 0.16 0.28 0.47 0.64 0.80
Price-to-Cost Margin 54,131 0.19 1.27 0.11 0.23 0.36 0.54 0.71
Receivable-to-Sales Ratio 54,131 0.05 0.44 -0.05 0.01 0.07 0.14 0.21
Investment-to-Sales Ratio 54,131 0.12 0.32 0.01 0.02 0.04 0.09 0.23
Depreciation-to-Sales Ratio 54,131 0.09 0.17 0.01 0.03 0.04 0.08 0.19
Sales Volatility 54,131 0.29 0.27 0.07 0.12 0.21 0.37 0.60
Concentration 54,131 0.02 0.06 0.00 0.00 0.00 0.01 0.03
CAPM Beta 54,131 1.31 1.49 -0.23 0.42 1.12 2.00 3.16
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Table 2. Market Reaction to Federal Funds Rate Sunises

This table presents results from estimating Eqo(alrederal Open Market Committee announcemens:date
Market Return, = a + ,Surprise, + B,Expected, + ¢, (v

where Market Returnis the CRSP value-weighted return as defined inefydpx B. Daily Surpriseis computed
following Bernanke & Kuttner (2005) using 30 Daydésal Funds Futures data as defined in Appendidly
Expectedis computed as the actual FFR change mutaity Surprise t-statistics are reported below coefficient
estimates and are calculated based on robust stbedars. *, **, *** indicate statistical signifiance (two-sided) at
the0.1, 0.05, and 0.01 levels.

Dependent variable: Market Returp
(1)
Intercept 0.146*
(1.80)
daily Surprise —4.780***
(-=3.25)
daily Expected 0.730
(1.57)
Observations 171
R? 0.147
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Table 3. The Effect of Accounting Quality on the Tansmission of Monetary Policy

This table presents results from estimating Eqafaynd Federal Open Market Committee announcedas:

Return;, = a + B, Accounting Quality, , + B,Accounting Quality, , X Surprise, +6; +vy, + & (o)
whereReturnis the firm’s stock return as defined in AppendixA8counting Qualitys eitherAAERor Restatement
as defined in Appendix BSurpriseis computed following Bernanke & Kuttner (2005) a&ilchrist, Lopez-Salido,
and Zakrajsek (2015) using intra-day 30 Day fedaratls futures data during 60-minute windows aroB@MC
announcements, as defined in Appendix B. We incfude and date fixed effects when estimating Eq.(a and
y:). For parsimony we do not tabulate coefficientstfte fixed effectst-statistics are reported below coefficient
estimates and are calculated based on robust sthedars clustered by industry and date. *, ****hdicate
statistical significance (two-sided) at b€, 0.05, and 0.01 levels.

Dependent variable: Return;
1) (2)
AAER 4 -0.097
(-1.15
Surprisg X AAER; 1 —3.343***
(=3.77)
Restateme;; —-0.036**
(—2.05)
Surprisg x Restatemel; 4 —0.981**
(=2.64)
Firm Fixed Effects Yes Yes
Date Fixed Effects Yes Yes
Observations 477,499 525,206
R? 0.118 0.120
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Table 4. The Effect of Accounting Quality on the Tansmission of Monetary Polig: Firm-
and Industry-Level Controls

This table presents results from estimating Eqafaynd Federal Open Market Committee announcedas:

Return;; = a + BAccounting Quality;,_, + f,Accounting Quality;,_, X Surprise, + ®Controls;;_,

X Surprise, + I'Controls;;_1 + 6; + v + € (a)
whereReturnis the firm’s stock return as defined in AppendixA8counting Qualitys eitherAAERor Restatement
as defined in Appendix BSurpriseis computed following Bernanke & Kuttner (2005) aadchrist, Lopez-Salido,
and Zakrajsek (2015) using intra-day 30 Day fedaratls futures data during 60-minute windows aroB@MC
announcements, as defined in AppendibxCBntrolsis a vector of time-varying firm and industry chatexistics as
identified and defined in Appendix B. Panel A (PaBg displays results usingAER (Restatement) measure
Accounting Quality Column (1) estimates Eq. (a) with all of our maiontrols simultaneously. Column (2)
estimates Eq. (a) with all of our main controlssphur additional statistical controls simultanegudVe interact
Surprisewith industry fixed effects in column (3). Columd)(presents results after including date &utprise
interacted with pseudo-firm fixed effects followir@ipper et al. (2018). For parsimony we do not lateu
coefficients for the fixed effects or main effefitsm our control variables. We include firm andealfiked effects in
each estimationd{ andy,). t-statistics are reported below coefficient estimaird are calculated based on robust
standard errors clustered by industry and date, *** indicate statistical significance (two-sidh at the0.1, 0.05,
and 0.01 levels.
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Table 4. The Effect of Accounting Quality on the Tansmission of Monetary Policy:Firm-

and Industry-Level Controlgcontinued)

Panel A. Firm- and Industry-Level Controls: AAERddts (continued)

Dependent variable: Return
(1) (2) 3) (4)
AAER —0.046 —-0.038 —-0.025 —0.048
(-0.45) (-0.41) (-0.27) (—0.69)
Surprisg x AAER ;_; —2.102*** —1.456*** —1.159%** —1.395%**
(-4.25) (-3.39) (-3.49) (-3.69)
Surprise x Book-to—Market.; 0.167 0.257 0.368 -0.319
(0.25) (0.44) (0.68) (-0.57)
Surprise x Sales Growth.; -0.259* -0.282 —0.353** 1.429
(-1.68) (-1.29) (=2.04) (1.10)
Surprisg x Stock Volatilityy ; —12.467** —9.484** —8.343* —7.036
(-2.93) (-2.07) (-2.13) (-1.44)
Surprise x Log(Size)., -0.285 -0.171 -0.235 0.020
(-0.99) (-0.72) (-1.10) (0.10)
Surprise x ROA 4 —-0.068 -0.176* —0.230%** -0.158
(-0.55) (-2.00) (-3.24) (-1.32)
Surprise x Leverage:.; 2.868 2.708* 2.486* 2.546
(1.51) (1.68) (1.82) (21.53)
Surprisg x Price-to-Cost Margir.; —0.325** —0.258** -0.133 -0.201*
(-2.30) (-2.10) (-1.09) (-1.77)
Surprisg x Receivable-to-Sales Rati@ 0.184 0.238 0.182 0.403
(0.79) (1.05) (0.72) (2.53)
Surprisg x Investment-to-Sales Rati@ 0.942** 0.736*** 0.563* 0.774*
(2.02) (3.37) (2.81) (2.12)
Surprise x Depreciation-to-Sales Ratia —2.595 —1.350 —1.460 -0.791
(-1.38) (-0.88) (—0.98) (—0.48)
Surprise x Sales Volatility; ; -0.894 -0.616 -0.181 —0.724*
(-1.50) (-1.37) (—0.56) (-1.98)
Surprisg x Concentratiory., -2.318 -2.435 —6.889 0.003
(-0.48) (-0.74) (-0.78) (0.00)
Surprise x CAPM Beta.; —4.,908*** —5.695** —4.777* —5.622**
(-2.92) (-2.55) (-2.26) (-2.24)
Statistical Controls
Surprise x Small Minus Big., 0.921 1.149 1.033
(1.07) (2.33) (1.18)
Surprise x High Minus Low, 1.166 0.748 1.296
(0.60) (0.42) (0.66)
Surprise x Momentum.; 5.486*** 5.723*** 5.266***
(3.76) (3.67) (3.39)
Main effect on control(s) Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes No
Date Fixed Effects Yes Yes Yes Yes
Surprise x Industry Fixed Effects No No Yes No
Surprise x Pseudo-firm Fixed Effects No No No Yes
Observations 446,368 446,368 446,368 446,368
R? 0.128 0.134 0.156 0.143
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Table 4. The Effect of Accounting Quality on the Tansmission of Monetary Policy:Firm-

and Industry-Level Controlgcontinued)

Panel B. Firm- and Industry-Level Controls: Restagést Models (continued)

Dependent variable: Return
1) (2) 3) 4)
Restatement; -0.024 -0.021 -0.019 -0.029
(-1.17) (—0.95) (-0.84) (-1.53)
Surprisg x Restatement; —0.487** —0.362* —0.375* —0.402**
(-2.12) (-1.92) (-1.92) (-2.16)
Surprisg x Book—to—Market ; 0.164 0.253 0.366 —0.349
(0.24) (0.44) (0.68) (-0.62)
Surprisg x Sales Growtfy.; -0.254 -0.274 —0.346* 1.477
(-1.67) (-1.28) (-1.97) (1.15)
Surprise x Stock Volatility; —12.372%** —-9.371* —8.217* -6.842
(-2.92) (-2.06) (-2.112) (-1.42)
Surprise x Log(Size)., -0.293 -0.179 —0.243 0.010
(-1.02) (-0.75) (-1.13) (0.05)
Surprise x ROA 1 —-0.064 -0.171* —0.226*** —-0.155
(-0.46) (-1.84) (-3.25) (-1.26)
Surprise x Leverage.; 2.907 2.735* 2.514* 2.605
(1.53) (1.70) (1.85) (2.57)
Surprise x Price-to-Cost Margig.1 —0.326** —0.258** -0.133 -0.200*
(-2.33) (-2.19) (-1.12) (-1.75)
Surprisg x Receivable-to-Sales Ratie 0.170 0.224 0.170 0.394
(0.78) (2.07) (0.69) (1.62)
Surprise x Investment-to-Sales Rati@ 0.985** 0.782** 0.589* 0.848**
(2.11) (3.73) (2.91) (2.45)
Surprise x Depreciation-to-Sales Ratia —2.630 -1.380 —1.495 —-0.805
(-1.39) (-0.90) (-1.00) (-0.49)
Surprise x Sales Volatility;., -0.921 -0.635 —0.199 -0.738*
(-1.54) (-1.39) (—0.60) (-2.00)
Surprisg x Concentratiogy ; -2.253 -2.390 -6.878 0.051
(-0.46) (-0.72) (-0.77) (0.05)
Surprisg x CAPM Beta.; —4.911 %+ —5.670** —4.753** —5.552**
(-2.93) (-2.54) (-2.26) (-2.22)
Statistical Controls
Surprise x Small Minus Big.; 0.878 1.109 0.971
(1.02) (2.29) (1.12)
Surprise x High Minus Low,, 1.168 0.749 1.297
(0.61) (0.42) (0.66)
Surprise x Momentumny., 5.473*** 5.713*** 5.246***
(3.76) (3.67) (3.38)
Main effect on control(s) Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes No
Date Fixed Effects Yes Yes Yes Yes
Surprise x Industry Fixed Effects No No Yes No
Surprise x Pseudo-firm Fixed Effects No No No Yes
Observations 491,606 491,606 491,606 491,606
R? 0.130 0.135 0.157 0.146
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Table 5. Moderating Effects of Accounting Quality @d Monetary Policy: Growth Options

This table presents OLS estimates of Eq. (a) orfeé®pen Market Committee announcement dates, siftiting
the sample on the measures of growth options difiméppendix B:
Return, = a + f;Accounting Quality, , + B,Accounting Quality, , X Surprise, + 'Controls;_,

+ ®Controls;_, X Surprise, +6; + vy, + & (0)
whereReturnis the firm’s stock return as defined in AppendixA8counting Qualitys eitherAAERor Restatement
as defined in Appendix BSurpriseis computed following Bernanke & Kuttner (2005) a&ilchrist, Lopez-Salido,
and Zakrajsek (2015) using intra-day 30 Day fedaratls futures data during 60-minute windows aroB@MC
announcements, as defined in Appendix Bontrolsis a vector of time-varying firm characteristicsidentified
and defined in Appendix B. Panel A displays resukBig AAERto measure oAccounting Qualityand Panel B
presents results usiriRestatementio measuredccounting Quality We include firm and date fixed effects in each
estimation §; andy;). For parsimony we do not tabulate coefficientsdor estimated fixed effects, controls, or the
interactions of controls ar8urprise t-statistics are reported below coefficient estirmated are calculated based on
robust standard errors clustered by industry ard. da**, *** indicate statistical significance \{to-sided) at the
0.1, 0.05, and 0.01 levels.

Panel A. AAERs and Growth Options

Dependent variable: Return,
(1a) (1b) (2a) (2b)
Moderating variable: Firm Age.1 Book-to-Markep;.,
Sample restriction: Below Median Above Median  Beldlsdian  Above Median
AAER:1 0.066 -0.161 —-0.060 0.047
(0.44) (-1.34) (-0.50) (0.37)
Surprisg x AAER 4 —2.472%* -1.215 —2.443*** —1.944***
(-3.28) (-1.03) (-2.70) (-3.66)
F-statistic of the Difference 0.50 0.17
F-stat [p-value] [0.48] [0.68]
Controls Yes Yes Yes Yes
Surprisgx Controls Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes
Date Fixed Effects Yes Yes Yes Yes
Observations 206,743 239,622 223,182 223,183
R? 0.131 0.143 0.162 0.128
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Table 5. Moderating Effects of Accounting Quality @d Monetary Policy: Growth Options

(continued)

Panel B. Restatements and Growth Options

Dependent variable: Return,
(1a) (1b) (2a) (2b)
Moderating variable: Firm Agg:.; Book-to-Markef.
Sample restriction: Below Median Above Median Belbledian Above Median
Restatement; —0.062 0.001 0.017 —0.047
(-1.61) (0.04) (0.57) (-1.35)
Surprisg x Restatement; —1.129** 0.287 —0.879** —-0.106
(-2.25) (0.98) (=2.47) (-0.24)
F-statistic of the Difference 4.12** 2.31
F-stat [p-value] [0.04] [0.13]
Controls Yes Yes Yes Yes
Surprisgx Controls Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes
Date Fixed Effects Yes Yes Yes Yes
Observations 237,732 253,870 245,798 245,804
R? 0.131 0.149 0.164 0.129
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Table 6. Moderating Effects of Accounting Quality ad Monetary Policy: Financing Constraints

This table presents results from estimating Egs.ofaFederal Open Market Committee announcememsdatfter splitting the sample on the measures of
financing constraints defined in Appendix B:
Return, = a + f,Accounting Quality, , + f,Accounting Quality, , X Surprise, + I'Controls;,_, + ®Controls;_, X Surprise, +6; +y, + &, (a)
whereReturnis measured as the firm’s stock return as defimedgpendix B.Accounting Qualityis measured as eith&AERor Restatemenas defined in
Appendix B.Surpriseis computed following Bernanke & Kuttner (2005) aBichrist, Lopez-Salido, and Zakrajsek (2015) gdintra-day 30 Day federal funds
futures data during 60-minute windows around FOM@ancements, as defined in Appendix@ntrolsis a vector of time-varying firm characteristics as
identified and defined in Appendix B. Panel A deyd results using AERto measure ofccounting Qualityand Panel B presents results udkggtatemertb
measureAccounting Quality We include firm and date fixed effects in eaclineation @; andy,). For parsimony we do not tabulate coefficients far o
estimated fixed effects, controls, or the intexatsi of controls an&urprise t-statistics are reported below coefficient estimaiad are calculated based on
robust standard errors clustered by industry amel da**, *** indicate statistical significance \{o-sided) at the 0.1, 0.05, and 0.01 levels.

Panel A. AAERs and Financing Constraints

Return,
(1a) (1b) (2a) (2b) (3a) (3b) (4a) (4b) (5a) (5b)
Distance-to-Default Dividend Payer Cash Flow Vdisti Earnings Volatility HM Index
Low High
Default Default >= >= >=
Pr. Pr. Yes No < Median Median < Median Median < Median Median
AAER:1 -0.133 -0.028 -0.158 -0.024 -0.133 0.100 -0.084 080.0 -0.101 0.076
(-1.22) (-0.20) (-0.93) (-0.22) (-1.19) (0.69) . (0.05) (—0.88) (0.41)
Surprisg * AAER; ;1 -3.202 —1.882** —3.466*** —1.617** —2.038 —2.436*** -1.271  —-3.300*** —0.926  —3.724***
(-1.57) (=2.47) (-2.73) (-2.36) (-1.38) (-3.81) (-1.53) (-6.08) (-0.88) (-2.87)
F-statistic of the
Difference 0.26 1.37 0.04 3.35* 1.66
F-stat (p-value) [0.61] [0.24] [0.84] [0.07] [0.20]
Controls Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Surprise x Controls Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Firm FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Date FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Observations 175,386 175,387 138,183 308,184 292,75 222,764 223,178 223,189 157,352 157,362
R-squared 0.191 0.139 0.199 0.123 0.169 0.119 0.164 0.125 0.141 0.157
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Table 6. Moderating Effects of Accounting Quality ad Monetary Policy: Financing Constraints (continuel)

Panel B. Restatements and Financing Constraints

Return,
(1a) (1b) (2a) (2b) (3a) (3b) (4a) (4b) (5a) (5b)
Distance-to-Default Dividend Payer Cash Flow Vdisti Earnings Volatility HM Index
Low High
Default Default >=
Pr. Pr. Yes No < Median Median < Median >=Median < Median >= Median
Restatement; -0.025 -0.025 0.009 -0.029 0.001 -0.046 -0.024 0.009 0.013 -0.019
(-0.70) (-0.60) (0.25) (-1.18) (0.04) -1(53) (0.92) (0.29) (0.38) -0.48)
Surprisg * Restatement 0.051 —0.813** 0.172 —0.654* 0.205 —1.055** 0.283 -1.188***  —-0.672 —0.688*
(0.14) (=2.23) (0.44) (-1.70) (1.05) (=2.20) (1.18) (-2.89) (-1.26) (-1.90)
F-statistic of the
Difference 3.28* 1.37 4 .58** 6.25** 0.00
F-stat (p-value) [0.07] [0.24] [0.03] [0.01] [0.98]
Controls Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Surprise x Controls Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Firm FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Date FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Observations 193,187 193,187 156,378 335,224 205,35245,351 245,797 245,805 157,352 157,362
R-squared 0.199 0.138 0.205 0.124 0.174 0.120 0.169 0.125 0.164 0.125
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Table 7. Falsification Test: Accounting Quality andExpected Monetary Policy Changes

This table presents results from estimating Eqafaynd Federal Open Market Committee announcedas:
Return, = a + B, Accounting Quality, , + B,Accounting Quality, | X Daily Surprise,

+ BjAccounting Quality, , X Daily Expected, + I'Controls;_,

+dControls;;_, X daily Surprise, + 6; + v + €+ (a)
WhereReturnis measured as the firm’s stock return as define8idpendix B.Accounting Qualitys measured as
eitherAAERor Restatemeras defined in Appendix BDaily Surpriseis computed following Bernanke & Kuttner
(2005) using 30 Day federal Funds Futures dataefisatl in Appendix BDaily Expecteds computed as the actual
FFR change minuBaily Surprise Controlsis a vector of time-varying firm characteristicsidsntified and defined
in Appendix B. We include firm and date fixed effeén each estimation{ andy,). For parsimony we do not
tabulate coefficients for our estimated fixed effecontrols, or the interactions of controls @waily Surpriseor
Daily Expectedt-statistics are reported below coefficient estimadaed are calculated based on robust standard
errors clustered by industry and date. *, **, *ffdicate statistical significance (two-sided) at th#, 0.05, and 0.01
levels.

Dependent variable: Return,
(1) (2)
AAER:, -0.017
(-0.15)
Daily Surprise x AAER ;1 —2.220%**
(—4.08)
Daily Expectedx AAER ; 1 0.006*
(1.74)
Restatement; —0.055
(-1.65)
Daily Surprisg x Restatemen —0.484*
(-1.83)
Daily Expectedx Restatement, 0.001
(0.70)
Controls Yes Yes
Daily Surprisgx Controls Yes Yes
Daily Expectegx Controls Yes Yes
Firm Fixed Effects Yes Yes
Date Fixed Effects Yes Yes
Observations 361,092 361,092
R? 0.113 0.113
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Table 8. Alternative Measures of Accounting Quality
This table presents results from estimating Eqafaynd Federal Open Market Committee announcedas:
Return;, = a + B, Accounting Quality, , + p,Accounting Quality, , X Surprise, + I'Controls;_,

+ ®Controls;_, X Surprise, + 6, +y, + & (a)
WhereReturnis measured as the firm’s stock return as defimedppendix B.Accounting Qualityis measured
using two alternative measures Atbnormal Accrualsas defined in Appendix BSurpriseis computed following
Bernanke & Kuttner (2005) and Gilchrist, Lopez-8aliand Zakrajsek (2015) using intra-day 30 Dafaebfunds
futures data during 60-minute windows around FOM@aancements, as defined in Appendix@ntrolsis a
vector of time-varying firm characteristics as itited and defined in Appendix B. We include firmdadate fixed
effects in each estimation;(andy,). For parsimony we do not tabulate coefficientsdor estimated fixed effects,
controls, or the interactions of controls aBdrprise t-statistics are reported below coefficient estimedad are

calculated based on robust standard errors clastsréndustry and date. *, **, *** indicate statisal significance
(two-sided) at the 0.1, 0.05, and 0.01 levels.

Dependent variable: Return,
(1) (2)
Abnormal Accruals (McNicholg) 0.129**
(2.58)
Surprisg x Abnormal Accruals (McNichols).; —2.797**
(=2.24)
Abnormal Accruals (Dechow-Dichgy) 0.124**
(2.12)
Surprisg x Abnormal Accruals (Dechow-Dichem), —2.548**
(=2.05)
Controls Yes Yes
Surprisgex Controls Yes Yes
Firm Fixed Effects Yes Yes
Date Fixed Effects Yes Yes
Observations 458,601 462,179
R? 0.134 0.134
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Table 9. Alternative Measures of Monetary Surprise

This table presents results from estimating Eqafaynd Federal Open Market Committee announcedsas:

Return;; = a + f1Accounting Quality;;_, + fyAccounting Quality;,_, X Surprise; + I'Controls;;_, + ®Controls;._; X Surprise; + §; + y: + & (a)

WhereReturnis measured as the firm’s stock return as define8gpendix B.Accounting Qualitys measured using eith&AER, Restatemerdr one of our
two measures cAbnormal Accrualas defined in Appendix BSurpriseis computed using either intra-day change in orrtime6-month month treasury yields
or intra-day change in 30-day Eurodollar futurestcacts around FOMC announcements, following Gimk&y(2005) Controlsis a vector of time-varying firm
characteristics as identified and defined in Apped We include firm and date fixed effects in kagstimation §; andy,). For parsimony we do not tabulate
coefficients for our estimated fixed effects, colgr or the interactions of controls aBdrprise t-statistics are reported below coefficient estimaiad are
calculated based on robust standard errors cluslsrendustry and date. *, **, *** indicate statisl significance (two-sided) at the 0.1, 0.05, ar@ll levels.

Dependent variable: Return,
(1) 2) 3) (4) (5) (6) (7) (8)
Abnormal Abnormal
Abnormal Accruals Abnormal Accruals
Accruals (Dechow- Accruals (Dechow-
Measure ofAccounting Quality AAER  Restatement (McNichols) Dichev) AAER  Restatement (McNichols) Dichev)
Accounting Quality; -0.087 -0.018 0.033 0.053 -0.091 -0.020 0.045 0.077
(-1.12) (-0.77) (0.49) (0.91) (-1.42) (-0.85) (90.80 (1.32)
A Treasury x Accounting Qualityy —2.490*** —0.057 -3.107** —3.600**
(-3.26) (-0.10) (-2.20) (-2.11)
A4 Eurodollar; x Accounting Quality, —1.764*** -0.313 -1.918** —2.083*
(=2.77) (=0.84) (=2.30) (-1.74)
Controls Yes Yes Yes Yes Yes Yes Yes Yes
A Treasuryx Controls Yes Yes Yes Yes No No No No
4 Eurodollar, x Controls No No No No Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
Date Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
Observations 597,208 546,625 601,596 606,382 656,73 546,625 646,799 651,537
R? 0.104 0.117 0.108 0.108 0.098 0.117 0.103 0.103

- 69 -



Table 10. Asymmetric Response

This table presents results from estimating Eqafaynd Federal Open Market Committee announcedsas:
Return, = a + B, Accounting Quality, , + B,Accounting Quality, , X Positive Surprise,

+p,Accounting Quality;;_, X Negative Surprise, + I'Controls;,_,

+dControls;,_, X Surprise, + &; + v + &it (a)
WhereReturnis measured as the firm’s stock return as defimedppendix B.Accounting Qualityis measured
using four alternative measureBAER Restatementand two measures oAbnormal Accrualsas defined in
Appendix B.Surpriseis computed following Bernanke & Kuttner (2005) aailchrist, Lopez-Salido, and Zakrajsek
(2015) using intra-day 30 Day federal funds futwteta during 60-minute windows around FOMC annooresds,
as defined in Appendix B, and decomposed into dgsitve and negative componentgsitive Surpriseand
Negative SurpriseControlsis a vector of time-varying firm characteristicsidentified and defined in Appendix B,
with descriptive statistics presented in Panel & (fur Restatementsample). Panel B presents results. We include
firm and date fixed effects in each estimatidh dndy,). For parsimony we do not tabulate coefficients dar
estimated fixed effects, controls, or the intex@wdi of controls andSurprise t-statistics are reported below
coefficient estimates and are calculated baseddbust standard errors clustered by industry and. dat**, ***
indicate statistical significance (two-sided) a thl, 0.05, and 0.01 levels.

Panel A. Descriptive Statistics

Variable N Mean SD P10 P25 P50 P75 P90
Positive Surprise 491,603 0.01 0.02 0.00 0.00 0.00 0.01 0.04
Negative Surprise 491,603 -0.03 0.08 -0.07 -0.02 0.00 0.00 0.00

Panel B. Accounting Quality and Asymmetric Respots®lonetary Policy Surprises

Return;
(1) (2) 3) (4)
Abnormal ':22?;22'
Measure ofAccounting Quality AAER Restatement Accruals
(McNichols) ~ (Dechow-
Dichev)
Accounting Quality -0.055 -0.030 0.088 0.069
(—0.50) (-1.05) (1.39) (0.92)
Positive Surprisex Accounting Quality;_; —2.063 0.007 —0.662 0.451
(-1.22) (0.01) (=0.20) (0.13)
Negative Surprisex Accounting Quality_; —2.235*** -0.594 —3.055** —2.998**
(=2.83) (-1.43) (=2.09) (=2.03)
Controls Yes Yes Yes Yes
Positive Surpriset x Controls Yes Yes Yes Yes
Negative Surprise x Controls Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes
Date Fixed Effects Yes Yes Yes Yes
Observations 446,367 491,603 459,413 462,992
R-squared 0.129 0.131 0.134 0.134
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Table 11. Accounting Quality and the Effect of Mon#ary Policy on Investment
This table presents results from estimating anfiualyear regressions of Eq. (a):

Investment;; = a + §;Accounting Quality;;_, + B,Accounting Quality;._, X sum(Surprise);,
+I'Controls;;_, + ® Controls;;_, X sum(Surprise), + 6; +v; + & (a)

Wherelnvestmentis the firm’s research and development and capitpenditures, divided by assef&counting Qualitys eitherAAER RestatemenAbnormal
Accruals (McNichols)or one of our two measures Abnormal Accrualsas defined in Appendix BSum(Surprisels the sum of all federal funds rate surprises
(measured during the 60-minute window around FOM@oancements, as defined in Appendix B) that ockuing the year. Controls is a vector of time-
varying firm characteristics as identified and defi in Appendix B. We include firm and date fixdteets in each estimatiod{andy,). For parsimony we do
not tabulate coefficients for our estimated fixéfé@s, controls, or the interactions of contratgl Surprise t-statistics are reported below coefficient estirmate
and are calculated based on robust standard ettmtered by industry and fiscal year-end daté* *** indicate statistical significance (two-sidf at the0.1,

0.05, and 0.01 levels.

Dependent variable: Investment
(1) (2) (3) (4)
Abnormal Accruals Abnormal Accruals
Measure ofAccounting Quality AAER Restatement (McNichols) (Dechow-Dichev)
Accounting Quality.; 0.040%*=* 0.028** 0.046** 0.047**=*
(3.78) (2.30) (2.08) (2.82)
Sum(Surprise) x Accounting Quality;., —0.009** 0.001 —0.057*** —0.046***
(-2.38) (0.40) (=5.20) (=3.73)
Controls Yes Yes Yes Yes
Sum(Surprisgx Controls Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes
Year Fixed Effects Yes Yes Yes Yes
Observations 54,782 64,192 57,332 57,746
R? 0.770 0.763 0.767 0.767
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Table 12. Staggered Implementation of the Sarbane3xley Act

This table presents results from estimating Eqafaynd Federal Open Market Committee announcedzas:

Return, = a + B,S0X Compliant, | + p,S0X Compliant, | X Surprise, + I'Controls;_; + ®Controls;,_,

X Surprise, + 6; +y, + & (a)
WhereReturnis measured as the firm’s stock return as definedgpendix B.SOX Complaints measured aan
indicator for SOX compliance, and takes the valder December and November fiscal year-end firmastistg with
the 2004 10-K reporting period, and 1 for Augustptémber, and October fiscal year-end firms stgutiith the
2005 10-K reporting period as defined in Appendiwih descriptive statistics presented in PanelPanel B
presents resultsSurpriseis computed following Bernanke & Kuttner (2005) a@dlchrist, Lopez-Salido, and
Zakrajsek (2015) using intra-day 30 Day federaldiurutures data during 60-minute windows around FEOM
announcements, as defined in AppendixXCBntrolsis a vector of time-varying firm characteristicsidantified and
defined in Appendix B. We include firm and dateefikeffects in each estimatiod; @ndy,). For parsimony we do
not tabulate coefficients for our estimated fixdte@s, controls, or the interactions of controted &urprise t-
statistics are reported below coefficient estimated are calculated based on robust standard erstered by
industry and date. *, **, *** indicate statisticalgnificance (two-sided) at the 0.1, 0.05, and 0e@&Is.

Panel A. Descriptive Statistics
Variable N Mean
SOX Compliant 129,873 0.65

Panel B. SOX and the Transmission of Monetary Rolic

Return;
1) (2) 3) (4)

SOX Compliant; -0.017 0.060 0.022 0.075

(-0.31) (1.04) (0.31) (1.10)
Surprisg x SOX Compliant_, 6.190** 6.596* 7.480** 6.857*

(2.18) (1.94) (2.05) (1.79)

Controls No No Yes Yes
Surprise x Controls No No Yes Yes
Firm Fixed Effects No Yes No Yes
Date Fixed Effects Yes Yes Yes Yes
Observations 129,873 129,873 122,529 122,529
R-squared 0.173 0.211 0.187 0.222
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