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Making Sense of Cents: An Examination of Firms
That Marginally Miss or Beat Analyst Forecasts
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Lazy Prices
LAUREN COHEN, CHRISTOPHER MALLOY, and QUOC NGUYEN*

ABSTRACT

Using the complete history of regular quarterly and annual filings by U.S. corpora-
tions, we show that changes to the language and construction of financial reports have
strong implications for firms’ future returns and operations. A portfolio that shorts
“changers” and buys “nonchangers” earns up to 188 basis points per month in alpha
(over 22% per year) in the future. Moreover, changes to 10-Ks predict future earnings,
profitability, future news announcements, and even future firm-level bankruptcies.
Unlike typical underreaction patterns, we find no announcement effect, suggesting
that investors are inattentive to these simple changes across the universe of public
firms.
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Example 1

2008:
With respect to COLLEAGUE, the company remains in active
dialogue with the FDA about various matters, including the
company's remediation plan and reviews of the Company’s
facilities, processes and quality controls by the company’s
outside expert pursuant to the requirements of the company’s
Consent Decree. The outcome of these discussions with the FDA
is uncertain and may impact the nature and timing of the
company’s actions and dedsions with respect to the COLLEAGUE
pump. The company’s estimates of the costs related to these
matters are based on the current remediation plan and
information currently available. It is possible that additional
charges related to COLLEAGUE may be required in future
periods, based on new information, changes in estimates, and
modifications to the current remediation plan as a result of
ongoing dialogue with the FDA.

2009:
The company remains in active dialogue with the FDA regarding
various matters with respect to the company’s COLLEAGUE
infusion pumps, including the company’s remediation plan and
reviews of the company’s facilities, processes and quality
controls by the company’s outside expert pursuant to the
requirements of the company’s Consent Decree. The outcome of
these discussions with the FDA is uncertain and may impact the
nature and timing of the company’s actions and decisions with
respect to the COLLEAGUE pump. The company’s estimates of
the costs related to these matters are based on the current
remediation plan and information currently available. It is
possible that substantial additional charges, including significant
asset impairments, related to COLLEAGUE may be required in
future periods, based on new information, changes in estimates,
and modifications to the current remediation plan.

Example 2

2008:
In the third quarter of 2008, as a result of the company's
decision to upgrade the global pump base to a standard software
platform and other changes in the estimated costs to execute the
remediation plan, the company recorded a charge of $72 million.
This charge consisted of $46 million for cash costs and $26
million principally relating to asset impairments and inventory
used in the remediation plan. The reserve for cash costs
primarily consisted of costs associated with the deployment of
the new software and additional repair and warranty costs.

The following summarizes cash activity in the company’s
COLLEAGUE and SYNDEO infusion pump reserves through
December 31, 2008.

2009:
In the third quarter of 2008, as a result of the company’s decision
to upgrade the global pump base to a standard software platform
and other changes in the estimated costs to execute the
remediation plan, the company recorded a charge of $72 million.
This charge consisted of $46 million for cash costs and $26
million principally relating to asset impairments and inventory
used in the remediation plan. The reserve for cash costs primarily
consisted of costs associated with the deployment of the new
software and additional repair and warranty costs.

In 2009, the company recorded a charge of $27 million related
to planned retirement costs associated with SYNDEO and
additional costs related to the COLLEAGUE infusion pump. This
charge consisted of $14 million for cash costs and $13 million
related to asset impairments. The reserve for cash costs primarily
related to customer accommodations and additional warranty
costs. The charges were recorded in cost of sales in the company’s
consolidated statements of income, and were included in the
Medication Delivery segment’s pre-tax income.

The following summarizes cash activity in the company’s
COLLEAGUE and SYNDEO infusion pump reserves through
December 31, 2009.

Figure 5. Example passages and the changes made to them from Baxter’s 10-Ks in 2008 and

2009. (Color figure can be viewed at wileyonlinelibrary.com)
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Born in ltaly, Zingales carries with him a civic passion and the belief that
economists should not just interpret the world, they should change it for the

better. Commenting on his method of teaching on a few very important lessons

rather than a myriad of details, Zingales says, "IN RWVAZEERICl R RIS Ayl

have forgotten all the details of my course, but hopefully they will not have

e RuERE ARG " Zingales received a bachelor's degree in
economics summa cum laude from Universitr Bocconi in ltaly in 1987 and a
PhD in economics from the Massachusetts Institute of Technology in 1992. He
joined the Chicago Booth faculty in 1992.
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