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Abstract

Using a sample of 22,442 firm-year observations for 3,721 U.S. listed firms, we show that
family firms, on average, issue annual reports with higher readability than non-family firms.
Higher readability could occur due to lower obfuscation or less information conveyance. By
controlling complexity and choosing readability measures linked to obfuscation, we attri-
bute the higher readability to lower obfuscation. Our investigation into the heterogeneity
in family firms shows that the positive effect of family control on reporting readability
exists for eponymous family firms but not for non-eponymous family firms. We also find
that family firms managed by founders or heirs issue more readable 10-K reports than non-
family firms, but family firms managed by outsiders do not exhibit such a difference. Cross-
sectional analyses show that the difference in readability between family and non-family
firms diminishes for firms with more earnings manipulation, weaker board governance, and
dual-class shares. Further, we find that investors perceive family firms’ annual reports with
higher readability to be more informative. Finally, we use state-level succession tax cuts as
an exogenous shock to link the higher readability to family insiders’ incentives and prefer-
ences. Our findings are consistent with the view that family insiders’ incentive to maintain
family reputation contributes to lower obfuscation in 10-K narrative disclosures.
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Introduction

This study examines whether family firms’ annual report (10-K) readability differs from
that of non-family firms. Family firms have a significant presence in the U.S. corporate
landscape, constituting a third of the Standard & Poor’s 500 companies and more than 10%
of the market capitalization of all listed firms (Ali et al., 2007; D. Wang, 2006). Several

'Oakland University, Rochester, MI, USA
2The University of Texas at Arlington, USA
3University of Alberta, Edmonton, Canada

Corresponding Author:

Bin Srinidhi, Department of Accounting, College of Business, The University of Texas at Arlington, 701 S. West
Street, Arlington, TX 76019, USA.

Email: srinidhi@uta.edu


https://doi.org/10.1177/0148558X231198894
http://crossmark.crossref.org/dialog/?doi=10.1177%2F0148558X231198894&domain=pdf&date_stamp=2023-09-30

2 Journal of Accounting, Auditing & Finance

well-known and highly capitalized U.S. firms, such as Wal-Mart, GAP, CBS, Thomson
Reuters, Marriott International, and Nordstrom, are family firms (Srinidhi et al., 2014).

The incentives for operating, strategic, and reporting decisions in family firms differ
notably from those in non-family firms with diffused ownership. Prior studies show that
family firms exhibit less separation between ownership and control than non-family firms
(Demsetz & Lehn, 1985; Shleifer & Vishny, 1997), resulting in a greater alignment of
interests and lower information asymmetry between investors and managers (i.e., lower
Type | agency problem). However, family firms face an agency conflict between family
insiders and non-family shareholders.! This inter-investor agency conflict, referred to as the
Type 2 agency problem, is not typical in diffusely owned firms. Moreover, in a family
firm, the controlling family is especially concerned about losing its socioemotional wealth
(Gomez-Mejia, Cruz, & Imperatore, 2014; Prencipe et al., 2014). While the family insiders
are keen to protect family influence and control from outside investors, they are also keen
to protect their family reputation.

These distinguishing features have led several studies to investigate the differences in
financial reporting quality and disclosure practices between family and non-family firms
(Ali et al., 2007; Anderson et al., 2009; Chen et al., 2008; D. Wang, 2006). However, there
is no consensus in the findings on whether family firms exhibit better or worse financial
reporting quality, disclosure practices, or information environments than non-family firms.?
The mixed evidence limits our ability to generalize prior results to other reporting attri-
butes, such as textual quality.

We are interested in annual report readability for three reasons. First, textual narratives
constitute 80% of annual reports (Lo et al., 2017). However, most current studies on family
firms® financial disclosures focus solely on the numerical component. Second, low 10-K
readability could result from managers’ intentional obfuscation to hide unsavory informa-
tion (F. Li, 2008; Lo et al., 2017). Textual obfuscation increases investors’ information
extraction costs, reducing their likely negative responses to that information (Bloomfield,
2002). Under the obfuscation view, low readability is deliberate and meant to mislead
investors, making it a matter of grave concern to investors and regulators. Third, despite
regulators’ advocacy for “‘plain English’” and simple disclosure (e.g., Cox, 2007; Securities
& Exchange Commission [SEC], 1998), readability has been steadily decreasing in both
the U.S. and other countries (e.g., Bonsall et al., 2017; Dyer et al., 2017; Lang & Stice-
Lawrence, 2015).

Managers have vastly more discretion in obfuscating the narrative content of 10-Ks
opportunistically than in managing the numerical values. They could write the report in a
simple, precise, and understandable manner when conveying the news they want to com-
municate but write it in a confusing, ambiguous, and unintelligible way when they want to
obfuscate unfavorable news that they are mandated to convey. Therefore, the preferences
and incentives of managers are likely the main drivers of deliberate obfuscation leading to
low readability of textual narratives. Given the different incentives and preferences facing
the managers of family firms versus those of their non-family counterparts, we expect the
readability of 10-K reports of family firms to differ from that of non-family firms. Ex-ante,
the direction of this difference is not obvious. Family firms are less likely than non-family
firms to obfuscate news because of a lower Type 1 agency problem and a higher incentive
to protect family reputation. On the other hand, family firms face a more severe Type 2
agency problem and could use textual obfuscation to extract private control benefits.
Therefore, it is an empirical question whether family firms have a higher or lower incentive
to obfuscate 10-K reports.



Liao et al. 3

Using an entropy-balanced sample of 22,442 10-K filings issued by 3,721 U.S. firms for
fiscal years 2003—2013, we find that family firms produce 10-K reports that exhibit higher
readability on average compared to 10-K reports issued by non-family firms. This result
sustains after controlling for factors that reflect firms’ business complexity. Our main find-
ing supports the view that family firms have lower agency conflicts and higher reputation
concerns, both potentially contributing to more readable 10-K reports issued by family
firms.

We seek to distinguish between the incentives due to agency conflicts and reputation
concerns by considering the heterogeneity of family firms in two dimensions. First, we
classify family firms into eponymous and non-eponymous (Minichilli et al., 2022). Agency
theory does not predict any difference in the agency conflicts between eponymous and
non-eponymous firms. However, socioemotional wealth theory predicts that eponymous
family firms care more about the firm’s reputation than non-eponymous firms because the
former carries the family name.

Second, we separate family firms into founder firms, heir firms, and outsider-managed
firms according to whether a founder, an heir, or a hired outsider takes the position of the
chief executive officer (CEO) or the chairperson of the board of directors (e.g., Villalonga
& Amit, 2006). Under both the agency conflict argument and the reputation concern argu-
ment, we expect to observe a stronger effect on founder and heir firms than on outsider-
managed firms. However, the different incentives between founders and heirs can help dif-
ferentiate the two arguments. As founding family members, both founders and heirs care
about family reputation. However, founders have stronger incentives to reduce agency con-
flicts than heirs because founders have significant undiversified investments of human capi-
tal in establishing the firm and sustaining it in its early stages. Under the agency theory
explanation, we expect founder firms to exhibit a stronger effect than heir firms.

Our results show that eponymous family firms produce more readable 10-K reports than
non-family firms, but there is no such difference for non-eponymous family firms. Further,
founder and heir firms, but not outsider-managed firms, issue more readable 10-K reports
than non-family firms. Among eponymous family firms, we observe that founder firms and
heir firms issue more readable 10-K reports than outsider-managed firms, but there is no
significant difference in 10-K readability between founder firms and heir firms. These find-
ings are consistent with the reputation concern argument but inconsistent with the agency
conflict argument.

To obtain a more comprehensive picture of the relationship between family control and
10-K readability, we identify three factors that may capture family insiders’ extraction of
private control benefits. Our cross-sectional tests show that the positive association between
family control and 10-K readability diminishes among firms with higher earnings manage-
ment, weaker board governance, or dual-class share structures. These results suggest that
the insiders’ tendency to exploit firm opacity and preserve family influence and control off-
sets the reputation effect of family control on improving 10-K readability.

We also examine the capital market effects of 10-K reports issued by family firms com-
pared to that issued by non-family firms to separate the obfuscation view from the informa-
tion conveyance view. Consistent with the obfuscation view, we show that family firms
with higher 10-K readability experience a more significant stock market response and a
greater increase in liquidity over the narrow window surrounding the 10-K filings than
non-family firms or other family firms do.

To mitigate endogeneity concerns, we use state-level succession tax cuts to conduct a
difference-in-difference-in-differences (DiDiD) analysis. The intergenerational control
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transfer is a crucial consideration for a family firm (e.g., Ellul et al., 2010; Kang & Kim,
2020; Tsoutsoura, 2015). A cut in succession taxes increases the net benefit of intergenera-
tional control transfer for family firms but not for non-family firms. Thus, succession tax
cuts widen the gaps in the reputation concerns and investment horizons between family and
non-family firms. We find that the positive effect of family control on reporting readability
becomes stronger for firms located in states that cut succession taxes than for other firms in
the post-tax-cut period. These findings suggest that the distinct reputation concerns of
family versus non-family firms constitute a determinant of readability.

We contribute to the literature in the following ways. First, we add to the debate on
whether family firms provide better or poorer financial disclosure to investors than similar
non-family firms. Prior studies, by and large, focus on numeric information in financial dis-
closures and document mixed evidence about how family control affects disclosure quality
(Ali et al., 2007; Anderson et al., 2009; Chen et al., 2008; D. Wang, 2006).3 These mixed
results make it hard to infer how family control is associated with the readability of corpo-
rate narrative disclosures. We present clear evidence that family firms issue more readable
10-Ks.

Second, we identify family reputation as a driving force behind corporate disclosure
practices by investigating the heterogeneity among family firms in eponymy and family
influence. We show that the improving effect of family control on reporting readability is
prevalent among eponymous family firms and family firms with a founder or heir serving
as the CEO or chairperson. These findings support the argument that differences in the
incentives and preferences of managers between family and non-family firms influence the
relationship between family control and financial reporting readability.

Third, we demonstrate that ownership and control structures constitute essential determi-
nants of disclosure readability. Prior studies are largely silent about the effect of a firm’s
ownership structure on its readability.* Our paper is the first to show that disclosure read-
ability can vary depending on family ownership and control, as well as related reputation
concerns.

The remainder of our paper proceeds as follows. We develop our hypothesis in the next
section. The third section presents our sample selection procedure, defines key variables,
and specifies empirical models. The fourth section discusses our empirical results. The fifth
section concludes the paper.

Literature and Hypotheses

Theoretical Frameworks for Family Firms

Extensive literature has examined the effect of family control within U.S. corporations. In
their paper on the survey of corporate governance, Shleifer and Vishny (1997) argue that
family ownership substitutes for board-based and other governance procedures through a
greater alignment of managers’ and investors’ interests. Early studies on family firms in the
finance literature show that family firms have a better return on assets and Tobin’s Q
(Anderson & Reeb, 2003) and a lower cost of debt (Anderson et al., 2003). These studies
attribute the better performance and lower risk in family-owned firms to less severe agency
problems caused by the separation of ownership and control. However, these early studies
also identify the Type 2 agency conflict—the entrenchment of insiders whose interests may
differ from those of outside investors—as a potential adverse effect of family ownership.
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While agency theory focuses on the economic benefits of family owners and managers,
recent literature on family firms highlights the socioemotional wealth theory (Gomez-
Mejia, Cruz, & Imperatore, 2014; Prencipe et al., 2014). This theory posits that owners and
managers of family firms perceive the loss of socioemotional wealth as more salient than
business risk. To safeguard socioemotional wealth, family insiders are protective of the
firm reputation, which reflects the external image of the family. However, they are also
reluctant to lose the influence and control over the firm to outside parties and may take
actions to preserve family influence and control at the expense of financial outcomes.
Gomez-Mejia, Campbell, et al. (2014) show that family firms are still likely to invest less
in R&D than non-family firms, even in the high-technology industry, where such underin-
vestment in R&D could significantly increase business risk. The authors attribute the hesi-
tation to invest in R&D among family firms to family owners’ aversion to loss of control
rather than to business risk.

The traditional agency theory and the socioemotional wealth theory focus on different
aspects of outcomes of corporate actions and make different assumptions about corporate
managers’ utility functions. We do not distinguish between these two frameworks when
developing our main hypothesis below.

Family Firm Studies in Accounting

Several accounting studies on family firms examine the effect of family control on infor-
mation environments in the U.S. setting. Ali et al. (2007) and D. Wang (2006) find that
family firms exhibit higher financial reporting quality.’ Srinidhi et al. (2014) show that
family firms with good governance choose higher-quality auditors, implying that these
firms encourage greater transparency than similarly placed non-family firms.® Besides,
Chen et al. (2010) find that family firms are less tax-aggressive and more transparent than
non-family firms. Ali et al. (2007) show that family firms issue more management earnings
forecasts than non-family firms.

In contrast, Chen et al. (2008) find that family firms, on average, are less likely to issue
management earnings forecasts, although more likely to issue earnings warnings, which are
bad news earnings forecasts of very short horizons. Using a sample of pharmaceutical
firms, Jayamohan et al. (2017) show that family firms tend to attribute poor firm perfor-
mance to external factors in their 10-K reports compared with non-family firms. Finally,
Anderson et al. (2009) look at market-based measures of firm opacity without focusing on
an individual disclosure outlet. They provide systematic evidence that family firms are
more informationally opaque than non-family firms.

The findings in the literature do not present a clear consensus on whether family firms
have a better or poorer information environment. In addition, research comparing family
and non-family firms has focused almost exclusively on numeric information rather than
textual disclosures. The study by Jayamohan et al. (2017) is an exception, but it focuses on
the pharmaceutical industry over a two-year period.

Readability of Financial Disclosures

Bloomfield (2002) suggests that managers could strategically obfuscate the text to withhold
negative news from investors. Consistent with this argument, F. Li (2008) shows that firms
with lower current earnings and transient profits or persistent losses produce less readable
10-K reports. Y. Li and Zhang (2015) show that poorly performing firms issue less
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readable 10-K reports when facing greater short-selling pressure. Lo et al. (2017) find that
firms with higher levels of earnings management also have lower readability scores, further
supporting the obfuscation explanation. Given that prior studies consistently find prominent
adverse market implications of lower readability of financial documents (C. F. Kim et al.,
2019; Lawrence, 2013; Lee, 2012; Lehavy et al., 2011; B. P. Miller, 2010; You & Zhang,
2009), understanding the determinants of readability is an important area for investigation.

Hypothesis Development

A family firm experiences less agency conflict between its owners and managers, often
because the senior managers are also family members (Srinidhi et al., 2014). The alignment
of interests between owners and managers reduces moral hazard and improves the incentive
for managerial effort. In addition, the family owners and managers are more familiar with
the firm’s operations and the environment because they have been involved with the firm
on a long-term basis, often since founding the firm. Their firm-specific operational and
environmental knowledge reduces information asymmetry between managers and investors
and limits the opportunity for managers’ self-serving actions. As a result, the managers in a
family firm (both the family managers and professional managers who are answerable to
the family insiders) have less incentive and opportunity to obfuscate the text to mask the
true performance of the firm.

Moreover, family owners and managers view the reputation of the firm as their family
reputation. A reputation loss to the firm is perceived as damage to the family’s reputation,
a consequence that is often more salient than a temporary financial loss. Therefore, family
firm managers are more likely than non-family firm managers to avoid getting a bad repu-
tation for obfuscating news in narrative disclosure, even in the face of a temporary financial
setback. These arguments suggest that family firms have less obfuscation, resulting in
higher readability of their 10-K reports than those filed by non-family firms.

A counterargument is that family insiders prioritize maximizing the family value over
the firm value. As a result, they might take actions that reduce the firm’s value but increase
the family’s shares disproportionately. As insiders, they have the ability and incentive to
take these actions. Leuz et al. (2003) show that insiders can use their accounting discretion
to conceal their private control benefits from outsiders. Further, the entrenchment of family
insiders shields them from the disciplining effect of outside investors’ takeover threats.’
Family insiders are also averse to losing authority, power, or control over the firm because
such a loss hurts their socioemotional wealth besides the financial benefits of control. For
example, family insiders could forego investment projects with a positive net present value
because such projects require capital infusion that dilutes the family’s control over the
firm. These arguments suggest that, compared with non-family firms, family firms could
resort to obfuscating textual disclosure to hide the expropriation activity and preserve
family influence and control.

The readability difference between family and non-family firms could be confounded if
the two have varying degrees of business or financial complexity. If family and non-family
firms differ only in intrinsic business or financial complexity, we should not observe a dif-
ference in reporting readability after controlling for the intrinsic complexity.

The takeaway from the above discussions is that the issue of whether (and how) family
firms differ in financial reporting readability compared with non-family firms is an empiri-
cal question. We thus state our hypothesis in the null form.
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Hypothesis: Other things being equal, family firms do not differ from non-family firms
in the readability of 10-K reports.

Research Methods

Measuring Family Control

In this paper, we classify a firm as a family firm in a particular year if it satisfies the fol-
lowing two criteria: (i) the family members, defined as the founder(s) or their descendants
within two generations, have at least 20% voting rights; and (ii) at least one family
member serves on the board. Our definition of family firms imposes significant threshold
restrictions on voting rights held by family members and is more stringent than that of sev-
eral prior studies on family firms’ earnings quality or disclosure choices (e.g., Ali et al.,
2007; Chen et al., 2008; D. Wang, 2006). Our definition ensures that family members
retain significant influence over the company (e.g., Barontini & Caprio, 2006; Barth et al.,
2005; Srinidhi et al., 2014).%

Measuring the Readability of 10-K Reports

A challenge to empirically studying management obfuscation in 10-K reports is that low
readability could indicate information conveyance rather than obfuscation. Accounting
standards require nuanced and finer reporting when dealing with complex operations.
Bushee et al. (2018) show that the conveyance of such nuanced information through finan-
cial reports can result in low readability. To address this challenge, we identify simplicity
and specificity as two aspects of readability and carefully select a set of empirical measures
of readability that are mapped more to obfuscation than to information conveyance.

Our first measure is the Bog Index (BOG), a plain English-based measure that sum-
marizes all the attributes listed by the SEC’s plain English advocate (Bonsall et al., 2017).
The Bog Index has three components, computed as follows:

Bog Index = Sentence Bog + Word Bog — Pep, (1)

where Sentence Bog focuses on the average sentence length of a document; Word Bog iden-
tifies readability issues with word usage, exemplified by passive verbs, hidden verbs, legal
terms, wordy phrases, overwriting, and clichés; and Pep accounts for good writing attri-
butes such as names, interesting words, and sentence length variety. While the first two
components of the Bog Index are related to the simplicity aspect of readability, the final
component incorporates the specificity aspect. A higher value of the Bog Index suggests
that the document is less readable. For expressional ease, we define the variable BOG as
the negative value of the Bog Index.

Our second measure is the modified Fog Index (MODFOG). The Fog Index combines
sentence length and the use of complex words, calculated as follows:

Fog Index = (words per sentence + percent of complex words)X0.4, (2)

where complex words are words with three or more syllables. Higher values of the Fog
Index indicate that the text is more difficult to understand. To address the misspecification
issue stemming from the definition of complex words, C. F. Kim et al. (2019) adapt the
Fog Index to the financial context by reclassifying a list of multi-syllable words as simple
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words. The modified Fog Index focuses on the simplicity aspect of readability. For ease of
interpretation, MODFOG is the negative value of the modified Fog Index.

Our third measure is the proportion of numbers used in the narrative disclosure in a 10-
K report (PCTNUM) (Campbell et al., 2021; Lundholm et al., 2014). Consistent with
Lundholm et al. (2014), we count the number of substrings with numeric characters,
excluding those denoting a year or a date. A higher value of PCTNUM suggests that the
text is more specific and thus easier to digest. We multiply this measure by 1,000 for
expressional convenience.

Our three measures of readability can be empirically or conceptually mapped to manage-
ment obfuscation rather than information conveyance. Prior studies have conducted validity
tests to show that the Bog Index and the modified Fog Index of 10-K reports are negatively
related to firms’ information environments (Bonsall et al., 2017; C. F. Kim et al., 2019). In
addition, the proportion of numbers is a relative measure that already controls, in its
denominator, the effect of the total amount of information conveyed by managers. Firms
may try to be more informative, but if they intend to facilitate investors’ understanding of
the information, they can be more specific by using more numbers instead of writing long
paragraphs without including any numbers. In this sense, a smaller proportion of numbers
indicates management obfuscation rather than information conveyance.’

In addition to separately using the above three readability measures, we construct a com-
posite readability score. Consistent with De Franco et al. (2015), we compute percentile
ranks of each measure and take the average rank as an aggregated readability measure
(READ).

Empirical Model

To test our hypothesis, we estimate a regression of readability on family control as well as
the known determinants of readability (F. Li, 2008; Lo et al., 2017):

Readability = B, + ByFAMILY + Controls + 38, + 3¢, + «. (3)

In Equation 3, Readability represents one of our readability measures: BOG, MODFOG,
PCTNUM, and READ. Our key variable, FAMILY, is a dummy variable that indicates the
existence of family control as defined above. F. Li (2008) finds that firms with poor current
earnings performance tend to issue difficult-to-read 10-K reports, and we thus expect a pos-
itive coefficient of EARN. Besides, we control for firm size (SIZE), market-to-book (MTB),
firm age (AGE), special items (S/), earnings volatility (EARN_VOL), returns volatility
(RET_VOL), business complexity (NBSEG and NGSEG), financial complexity (NITEM),
unusual events (SEO and MA), and Delaware incorporation (DLW). We also control for
earnings management, proxied by firms’ behavior of meeting or just beating earnings tar-
gets (MBE), to ensure that any result for readability in our paper is not simply a manifesta-
tion of earnings management. Finally, we include year dummies (6,) and industry dummies
(¢;) in all regressions to control for time trends and industry heterogeneity, respectively, of
financial reporting readability.'”

Data Sources and Sample Selection

We download the Bog Index data from Professor Brian Miller’s webpage.'' To construct
the modified Fog Index and the proportion of numbers, we acquire 10-K filings from the



Liao et al. 9

SEC online EDGAR system and parse the filings following the procedure presented in the
online appendix of C. F. Kim et al. (2019). Besides, we obtain family control and board
characteristics data from GMI Ratings (formerly Corporate Library); equity offerings data
from the SDC Global New Issues database; mergers and acquisition data from the SDC
Platinum M&A database; stock returns data from CRSP; and financial data from
Compustat.

Our initial sample includes all observations with information on family control from
GMI Ratings for 2004—2014. We choose this period because GMI Ratings started providing
information on family control in 2004, and our version has complete data up to 2014. As
the year variable in GMI Ratings indicates the year of proxy statements, our sample covers
the fiscal years 2003—2013."% The final sample for our main tests consists of 22,442 firm-
year observations for 3,721 firms. See Appendix B for our sample selection procedure.

Entropy Balancing

To mitigate the potential confounding caused by the differences in firm characteristics,
especially business complexity, between family and non-family firms, we use an entropy
balancing technique, which has recently gained popularity in accounting literature (e.g.,
Chapman et al., 2019; Gallemore et al., 2019; McMullin & Schonberger, 2020). Entropy
balancing is a quasi-matching approach that assigns a weight to each observation to balance
the treatment and control sample distribution properties.

Results

Descriptive Statistics

Panel A in Table 1 presents the descriptive statistics for the variables used in Equation 3.
Of our 22,442 firm-year observations, 2,207 belong to family firms, representing 9.8% of
our sample. This figure is comparable with Srinidhi et al. (2014), who adopt the same
approach to define family firms. We notice that the proportion of family firms in our
sample is smaller than in prior related studies (e.g., Ali et al., 2007; Chen et al., 2008; D.
Wang, 2006). The smaller proportion is consistent with our expectations, given that we
employ a more stringent definition of family firms. The sample means of the Bog Index
and the modified Fog Index are 85.660 and 12.872, respectively, similar to the statistics
reported by Bonsall et al. (2017) and C. F. Kim et al. (2019)."* On average, the 10-K
reports in our sample contain 20.5 numbers per 1,000 words.

In Panel B of Table 1, we separately report the mean and median values of the readabil-
ity measures for family and non-family firms and make a univariate comparison. The
results indicate that family firms produce more readable 10-K reports than non-family
firms, and the differences in readability are significant at the 1% level.

Panel C of Table 1 reports the means and standard deviations of the control variables
before the entropy balancing procedure, while Panel D reports these statistics after entropy
balancing. The results indicate that family and non-family firms have significantly different
characteristics, but the entropy balancing procedure eliminates such differences.'*

Table 2 presents the correlations among readability, family control, and control vari-
ables. We find that each of the three measures of readability and the aggregated readability
score exhibits significant positive correlations with family control, consistent with the
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Table I. Descriptive Statistics

Panel A: Descriptive Statistics.

Variable N Mean SD Ql Median Q3

FAMILY 22,442 0.098 0.298 0.000 0.000 0.000
BOG 22,442 —85.660 6.308 —90.000 —86.000 —81.000
MODFOG 22,442 —12.872 1.339 —13.664 —12.761 —11.963
PCTNUM 22,442 20.500 9.839 14.785 18.324 22.620
READ 22,442 50.495 21.870 33.667 50.667 67.667
EARN 22,442 0.060 0.135 0.029 0.073 0.122
SIZE 22,442 7.050 1.567 5914 6918 8.017
MTB 22,442 1.921 1.247 1.145 1.502 2.198
AGE 22,442 20.210 17.067 8.000 15.000 28.000
Sl 22,442 —-0.014 0.047 —-0.010 —0.001 0.000
EARN_VOL 22,442 0.017 0.020 0.006 0.010 0.019
RET_VOL 22,442 0.116 0.067 0.069 0.099 0.144
NBSEG 22,442 1.108 0.459 0.693 0.693 1.609
NGSEG 22,442 1.164 0.501 0.693 1.099 1.609
NITEM 22,442 5.584 0.056 5.553 5.591 5.620
SEO 22,442 0.105 0.307 0.000 0.000 0.000
MA 22,442 0.420 0.494 0.000 0.000 1.000
DLW 22,442 0.612 0.487 0.000 1.000 1.000
MBE 22,442 0.015 0.122 0.000 0.000 0.000

Panel B: Readability Differences between Family and Non-family Firms.

FAMILY = | (N = 2,207) FAMILY = 0 (N = 20,235) Testing the differences
Variable Mean Median Mean Median t-Stat. z-Stat.
BOG —83.381 —83.000 —85.909 —86.000 18.00%** 18.55%%*
MODFOG —12.619 —12.533 —12.899 —12.792 4.56%%%* 6.78%**
PCTNUM 21.407 19.136 20.401 18.228 9.37%%* 9.50%**
READ 57.262 58.333 49.757 50.000 | 5.39%*%* 14.95%%%*
(continued)

notion that the 10-K reports filed by family firms are more readable than those filed by
non-family firms.

Family Control and |0-K Readability

Table 3 presents the results of the regressions of our readability measures on the status of
family control and the control variables. While columns 1-3 report the results for BOG,
MODFOG, and PCTNUM, respectively, column 4 reports the result for the aggregated
readability score, READ. The coefficients of FAMILY are significantly positive, at least at
the 5% level across the readability measures, indicating that family firms issue more read-
able 10-K reports than non-family firms do. The results further suggest that family firms
produce 10-K reports that are simpler and more specific than non-family firms. Taking
BOG as an example, the difference in BOG between family and non-family firms is 1.212,
or 19.2% of the standard deviation of this readability measure in our sample. Thus, the
association between family control and 10-K readability is statistically and economically
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Table I. (continued)

Panel C: Sample Distributions of the Control Variables before the Entropy Balancing Procedure.

FAMILY = | (N =2,207) FAMILY =0 (N = 20,235) Testing the differences

Variable Mean SD Mean SD t-Stat. F-Stat.
EARN 0.084 0.104 0.057 0.138 8.93*** |.78%%*
SIZE 6.727 1.451 7.085 1.575 —10.20%** |.18%***
MTB 1.760 I.165 1.938 1.255 —6.39%%* | 16***
AGE 22.615 14.984 19.948 17.259 6.98%** |.33%%*
SI —0.013 0.046 —-0.014 0.047 |.66* 1.02
EARN_VOL 0.015 0.016 0.017 0.021 —5.45%*%* |.76%*%*
RET_VOL 0.114 0.067 0.116 0.067 —1.67* 1.00
NBSEG I.157 0.468 1.103 0.458 5.26%** 0.96
NGSEG 1.106 0.473 1.170 0.503 —5.73%%* | ]3%%*
NITEM 5.588 0.048 5.583 0.056 4. | 2%** |.38%*%*
SEO 0.043 0.202 0.112 0315 —10.10%%* 2.43%**
MA 0.376 0.484 0.425 0.494 —4.46%** 1.04
DLW 0.486 0.500 0.626 0.484 —12.92%%%* 0.94**
MBE 0.014 0.120 0.015 0.122 —0.26 1.05

Panel D: Sample Distributions of the Control Variables after the Entropy Balancing Procedure.

FAMILY = | (N = 2,207) FAMILY = 0 (N = 20,235) Testing the differences

Variable Mean SD Mean SD t-Stat. F-stat.
EARN 0.084 0.104 0.084 0.104 0.0l 1.00
SIZE 6.727 1.451 6.727 1.451 0.00 1.00
MTB 1.760 1.165 1.760 1.165 0.00 1.00
AGE 22.615 14.984 22610 14.981 0.00 1.00
Sl —0.013 0.046 —-0.013 0.046 0.00 1.00
EARN_VOL 0.015 0016 0.015 0.016 —-0.01 1.00
RET_VOL 0.114 0.067 0.114 0.067 0.00 1.00
NBSEG 1.157 0.468 1.157 0.468 0.00 1.00
NGSEG 1.106 0.473 1.106 0.473 0.00 1.00
NITEM 5.588 0.048 5.588 0.048 0.00 1.00
SEO 0.043 0.202 0.043 0.202 —-0.01 1.00
MA 0.376 0.484 0.376 0.484 0.00 1.00
DLW 0.486 0.500 0.486 0.500 0.00 1.00
MBE 0.014 0.120 0.014 0.120 0.00 1.00

Note. Panel A presents descriptive statistics on 10-K readability, family control, and control variables. Panel B
presents a univariate comparison in 10-K readability between family and non-family firms. Panel C reports the
differences in control variables between family and non-family firms before the entropy balancing procedure. Panel
D reports the differences after the entropy balancing procedure. We take the negative values of the Bog Index and
the modified Fog Index, such that higher values of BOG and MODFOG indicate higher readability. For expressional
ease in Panels C and D, we report the standard deviations of the variables instead of the variances, although the F-
statistics are for testing the differences in the variances between the two groups. All variables are defined in
Appendix A. *, ** and *** indicate statistical significance at the 10%, 5%, and 1% levels.

significant. In the remainder of the paper, we focus on the aggregated readability score
(READ) because it incorporates all the readability aspects we are concerned about.
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Table 2. Correlation Matrix.

Variable A B C D E F G H | J
FAMILY A 0.119 0.062 0.030 0.102 0.060 —0.068 —0.043 0.047 0.011
BOG B 0.124 0.294 0.067 0.642 0.279 0.011 —0.035 0.060 0.085
MODFOG C 0.063 0.312 0.612 0.821 0.210 0.073 —0.103 O0.119 0.034
PCTNUM D 0.045 0.161 0.499 0.596 0.092 0.154 —0.077 0.148 0.040
READ E 0.100 0.637 0.848 0.779 0.266 0.093 —0.104 0.148 0.073
EARN F 0.041 0.240 0.177 0.089 0.217 0.350 0.025 0.144 0.137
SIZE G —0.068 0.003 0.089 0.144 0.100 0.370 0.149 0.329 0.161
MTB H —0.058 0.007 —0.053 —0.063 —0.045 0.401 0.246 —0.124 0.056
AGE | 0.083 0.070 0.148 0.151 0.161 0.141 0.258 —0.080 0.047
Sl J 0.035 0.096 0.005 0000 0.046 0.074 0.031 0.067 0.008
EARN_VOL K —0.018 —0.001 —0.113 —0.151 —0.111 —0.066 —0.315 0.283 —0.161 —0.038

RET_VOL L —0.015 —0.084 —0.135 —0.174 —0.168 —0.286 —0.471 —0.072 —0.253 —0.129
NBSEG M 0.035 —0.057 0.079 0.072 0.040 0.060 0.189 —0.163 0.262 —0.029

NGSEG N —0.036 —0.073 0.108 0.030 0.025 O.II1 0.159 O0.110 0.126 —0.178
NITEM O 0.017 —0.043 0.058 —0.006 0.002 0.070 0.014 0.068 0.125 —0.302
SEO P —0.067 —0.098 —0.093 —0.024 —0.090 —0.176 —0.030 0.020 —0.160 0.042
MA Q —0.030 —0.030 0.027 0.035 0.012 0.160 0.231 0.029 0.023 —0.031
DLW R —0.086 —0.090 —0.053 —0.071 —0.094 —0.048 0.025 0.088 —0.249 —0.100
MBE S —0.002 —0.013 —0.017 —0.012 —0.018 —0.014 —0.025 0.019 —0.012 0.005
Variable K L M N o P Q R S

FAMILY A —0.036 —0.011 0.035 —0.038 0.028 —0.067 —0.030 —0.086 —0.002
BOG B —0.090 —0.100 —0.050 —0.062 —0.025 —0.107 —0.021 —0.090 —0.013
MODFOG C —0.166 —0.131 0.071 0.103 0.053 —0.092 0.024 —0.048 —0.014
PCTNUM D —0.126 —0.163 0.067 0.026 —0.015 —0.013 0.031 —0.065 —0.011
READ E —0.167 —0.165 0.042 0.025 0.00] —0.095 0.014 —0.094 —0.018
EARN F —0.347 —0.339 0.125 0.108 0.037 —0.212 0.172 —0.092 —0.021

SIZE G —0.250 —0.435 0.196 0.159 0.005 —0.036 0.238 0.026 —0.024
MTB H 0339 0.018 —0.193 0.021 0.034 0.067 —0.036 0.082 0.023
AGE | —0.178 —0.215 0.283 0.135 0.119 —0.130 0.031 —0.210 —0.012
S J —0.053 —0.206 0.013 —0.062 —0.174 0.030 0.017 —0.062 0.018
EARN_VOL K 0.345 —0.186 —0.087 —0.006 0.127 —0.140 0.111 —0.006
RET_VOL L 0.431 —0.138 0.006 0.093 0.115—-0.173 0.121 —0.003
NBSEG M —0.184 —0.153 0.088 0.060 —0.078 0.089 —0.040 —0.007
NGSEG N 0.006 0.034 0.084 0.380 —0.112 0.032 0.119 —0.003
NITEM O 0.066 0.100 0.075 0.405 —0.160 0.037 0.153 —0.013
SEO P 0.032 0.082 —0.079 —0.122 —0.147 —0.035 —0.001 0.010
MA Q —0.159 —0.167 0.088 0.042 0.040 —0.035 0.026 0.008
DLW R 0.125 0.148 —0.040 0.131 0.130 —0.001 0.026 0.001
MBE § —0.012 —0.005 —0.007 —0.005 —0.015 0.010 0.008 0.001

Note. The table reports the correlations between 10-K readability, family control, and control variables. The
Pearson (Spearman) correlations are above (below) the diagonal. For expressional ease, we take the negative
values of the Bog Index and the modified Fog Index, such that higher values of BOG and MODFOG indicate higher
readability. All variables are defined in Appendix A. Boldface indicates the 5% significance level.

The estimated coefficients of control variables are generally consistent with our predic-
tions and those reported in prior studies (e.g., F. Li, 2008; Lo et al., 2017). First, the read-
ability of 10-K reports is positively related to current earnings in three out of the four
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Table 3. Regressions of 10-K Readability on Family Control.

Dependent variable =

Independent variable BOG MODFOG PCTNUM READ
FAMILY |.2]2%%* 0.134%*%* 0.708%** 3.529%#*
(4.28) (2.62) (2.16) (3.84)
EARN 9.73 | #** 1.008%*** 0.682 21.082%**
(8.50) (4.98) (0.46) (5.84)
SIZE —0.458*** 0.007 0.689%** —0.691*
(—4.63) (0.29) (5.11) (=191
MTB 0.266** —0.053** —0.231 0.614
(2.23) (—2.18) (—1.30) (1.40)
AGE 0.019* 0.005%%** 0.027** 0.080%*
(1.77) (2.81) (2.20) (2.53)
S 5.608%** 0.351 —1.253 10.155
(3.01) (0.90) (—0.58) (1.53)
EARN_VOL —14.747* —4.789%** —14.456 —87.970%**
(—1.73) (—3.29) (—1.50) (—3.30)
RET_VOL —5.752%** —0.554 0.084 —13.601**
(—3.67) (—1.59) (0.04) (—2.30)
NBSEG —1.220%** 0.004 0.239 —2.44]**
(—3.92) (0.06) (0.62) (—2.37)
NGSEG —0.086 0.200%** 0.297 0.945
(—0.26) (3.55) 0.72) (0.87)
NITEM 3.500 0.972 10.805** 18.312*
(1.16) (1.48) (2.32) (1.77)
SEO —0.604** —0.116 —0.763 —2.749%*
(—2.30) (—1.37) (—1.15) (—2.07)
MA —0.524%** —0.036 0.239 —0.640
(—3.24) (—1.06) (1.04) (—1.15)
DLW —0.333 0.061 —0.073 0416
(—1.12) (1.07) (—0.20) (0.42)
MBE —0.551 —0.162 —0.429 —3.373%*
(—1.18) (—1.51) (—0.49) (—2.01)
Year dummies Yes Yes Yes Yes
Industry dummies Yes Yes Yes Yes
Observations 22,442 22,442 22,442 22,442
Adj. R? 0.294 0.123 0.201 0.062

Note. This table presents the results for the OLS regressions of 10-K readability on family control in the entropy
balancing sample. For expressional ease, we take the negative values of the Bog Index and the modified Fog Index,
such that higher values of BOG and MODFOG indicate higher readability. All variables are defined in Appendix A.
The t-statistics reported in parentheses are computed using standard errors clustered by firm. *, ** and ***
indicate statistical significance at the 10%, 5%, and 1% levels (two-tailed), respectively.

columns, suggesting that firms with poorer performance issue less readable 10-K reports.
Second, we show that 10-K reports are generally more readable among older firms, firms
with lower earnings or return volatility, firms with lower business complexity, and firms
without seasoned equity offering activity. Third, we find that firms’ MBE targets tend to
issue less readable 10-K reports when using the aggregated readability score, whereas the
results for the three individual readability measures are somewhat weaker. More
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importantly, even after these control variables and industry/year fixed effects are included
in the model, the difference in 10-K readability between family and non-family firms
remains significant.'®

Our main finding suggests that family firms tend to obfuscate disclosure text less than
non-family firms in their annual reports. This finding is attributable to two features of
family firms. First, family firms experience a lower agency conflict. Second, family firms
are more concerned about potential reputation loss. The main test does not allow us to iso-
late these two arguments because it operationalizes the family firm concept through one
dummy variable. To understand the nature of the relation between family control and
reporting readability, we next examine the heterogeneity among family firms.

Heterogeneity Among Family Firms

Significant within-sample variations exist among family firms. Prior studies consider the
heterogeneity in management and control structures of family firms when examining the
firm value of family versus non-family firms (D. Miller et al., 2013; Villalonga & Amit,
2006). Following the suggestions from recent literature (e.g., Salvato & Moores, 2010), we
examine the role of family-related characteristics that reflect different incentives and pre-
ferences between founding family members and outsiders in shaping the readability of 10-
K reports. Such an investigation can help us distinguish between agency conflict and repu-
tation arguments.

First, we examine eponymy as a feature that shapes reputation concerns among founding
family members. Prior studies argue that eponymous firms have higher reputation costs
because a damaged firm reputation would directly affect the founders and their family
members (Belenzon et al.,, 2017; Deephouse & Jaskiewicz, 2013). Under this premise,
Minichilli et al. (2022) show that eponymous firms exhibit higher financial reporting qual-
ity than non-eponymous firms. Similarly, we expect our main finding to be concentrated
among eponymous family firms if it is mainly attributable to the reputation argument under
the socioemotional wealth theory. On the other hand, eponymy is not relevant under the
traditional agency theory. Agency theory does not predict any difference between epon-
ymous and non-eponymous family firms in the improving effect of family control on 10-K
readability.

For each of the 2,207 family firm-year observations in our sample, we check the firm
name to determine the eponymy of the family firm. Specifically, we define EPONYMOUS
as an indicator variable that equals one if the family firm’s name includes the entire last
name or the standalone initials of the first and last names of the founders or their family
members and zero otherwise. In contrast, NONEPONYMOUS equals one if the firm is a
family firm but not eponymous and zero otherwise. This definition results in 778 epon-
ymous and 1,429 non-eponymous family firm-year observations. To test the predictions
regarding eponymy, we replace the key variable in Equation 3, FAMILY, with
EPONYMOUS and NONEPONYMOUS.

Column 1 of Table 4 shows that the coefficient of EPONYMOUS is significantly posi-
tive, whereas the coefficient of NONEPONYMOUS is positive but not significant. In other
words, the 10-K reports issued by eponymous family firms are more readable than those
issued by non-family firms, but this distinction does not extend to non-eponymous family
firms. This result supports the reputation argument under the socioemotional wealth theory
rather than the agency conflict argument under the traditional agency theory.
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Table 4. Heterogeneity Among Family Firms.

Dependent variable = READ

Whole sample Eponymous firm sample
Independent variable (N 2) 3)
EPONYMOUS 4.054***
(3.34)
NONEPONYMOUS 1.623
(1.54)
FOUNDER (A) 2.409** 4.369%*
(2.01) (2.22)
HEIR (B) 4.738*** 3.596**
(4.07) (2.24)
OUTSIDER 1.884
(1.03)
p-value for testing (A) = (B) 0.131 0.648
Control variables in Equation 3 Yes Yes Yes
Year dummies Yes Yes Yes
Industry dummies Yes Yes Yes
Observations 22,442 22,442 778
Adj. R* 0.042 0.062 0.039

Note. This table presents the results for the OLS regressions of 10-K readability on family control in the entropy
balancing sample, accounting for the heterogeneity of family firms. All variables are defined in Appendix A. The
models include all the control variables listed in Equation 3, which are not reported for brevity. The t-statistics
reported in parentheses are computed using standard errors clustered by firm. ** and *** indicate statistical
significance at the 5% and 1% levels (two-tailed), respectively.

Second, we study the influence of founding family members in managing and monitor-
ing the firm by classifying family firms into founder, heir, and outsider-managed firms.
Under the traditional agency theory, founder and heir firms are subject to different levels
of agency conflicts. As founders heavily invest their non-diversifiable human capital in
establishing the firm and are fully committed to its survival and growth, the agency conflict
between owners and managers is minimized when founders play an influential role in the
firm. On the other hand, heirs inherit control from founders and thus are often less devoted
to the firm and more likely to exploit their entrenched position to expropriate outside inves-
tors. Consistent with such differences between founders and heirs, Villalonga and Amit
(2006) show that family firm premiums are prevalent only in cases where the founder is
the CEO or the chairperson of the board of directors. Prior studies also show that heirs ser-
ving as the CEO are generally perceived to be value-destroying (e.g., Pérez-Gonzalez,
2006; Villalonga & Amit, 2006). As a result, we expect the positive effect of family control
on reporting readability to be concentrated among founder firms if the traditional agency
theory dominates in explaining our main finding.

Under the socioemotional wealth theory, we expect the founders and heirs to have simi-
lar incentives to protect the firm reputation because the firm’s reputation is closely tied to
the family’s reputation. Both founders and heirs would be concerned about potential
damage to their family’s reputation. Consistent with this view, Minichilli et al. (2022)
show that the reputation effect of eponymy on financial reporting quality equally applies to
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the first and later generations of founding families. In a similar vein, we expect our main
finding to be strong for both founder and heir firms if it is primarily driven by the reputa-
tion argument.

To test these predictions, we manually search proxy statements, company websites,
Capital 1Q, and D&B Hoovers to identify the founders of each family firm in our sample.
For each family firm-year observation, we determine whether the CEO and the chairperson
is the founder or a family member that inherits control from the founder(s). We then cate-
gorize family firms into founder firms, heir firms, and outsider-managed firms. If the CEO
or the chairperson is a founder, we classify the firm as a founder firm. If the founder holds
neither of the two positions, but at least one is taken by a family member of the founder(s),
we classify the firm as an heir firm. If neither the founders nor their family members serve
as the CEO or the chairperson, we classify the firm as managed by hired outsiders. Among
the 2,207 family firm-year observations, our data collection procedure yields 884 founder,
993 heir, and 330 outsider firm-years. We next replace the key variable in Equation 3,
FAMILY, with three variables: (i) FOUNDER, an indicator variable that equals one for
founder-managed family firms and zero otherwise; (ii) HEIR, an indicator variable that
equals one for heir-managed family firms, and zero otherwise; and (iii)) OUTSIDER, an
indicator variable that equals one for family firms managed by hired outsiders, and zero
otherwise.

As shown in column 2 of Table 4, the coefficients of FOUNDER and HEIR are signifi-
cantly positive, while the coefficient of OUTSIDER is not significant. In addition, we do
not observe a significant difference between the coefficients of FOUNDER and HEIR. This
result means that both founder and heir firms issue more readable 10-K reports than non-
family firms, but outsider-managed family firms do not.'®

To pin down the difference among founder, heir, and outsider-managed family firms, we
further examine such differences within the sample of eponymous family firms. In column
3 of Table 4, we estimate the effect of FOUNDER and HEIR on 10-K readability, using
outsider-managed eponymous firms as the benchmark. We find that both FOUNDER and
HEIR load positively, but their coefficients are not significantly different. This result shows
that the reputational effect of eponymy applies similarly to founder and heir firms.

Taken together, the results from investigating the heterogeneity among family firms sug-
gest that the positive effect of family control on 10-K readability is linked to the influence
of family members in managing and monitoring the firm and, more importantly, attributa-
ble to the reputation, not the agency conflict argument.

Cross-Sectional Variations

Thus far, we have established that family firms (versus non-family firms) tend to issue
more readable 10-K reports and attribute this finding to greater reputation concerns among
founding family members. To further link our findings to the socioemotional wealth theory,
we next investigate whether the improving effect of family control on reporting readability
is offset when family insiders are more likely to exploit opacity to extract private control
benefits. We identify three factors that capture family insiders’ incentive and opportunity to
expropriate outsides: earnings management, weak board governance, and dual-class share
structures.

Earnings Management. We expect the improving effect of family control on 10-K read-
ability to be smaller among firms that manage earnings more for two reasons. First,
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earnings management by a family firm may reflect the family insiders’ intention to expro-
priate outside minority investors and protect family control by hiding the true firm perfor-
mance. We expect the positive effect of the reputational concern of the family to be offset
by the expropriation motive reflected in earnings management. Second, Lo et al. (2017)
find that firms may obfuscate disclosure text to mask their earnings management behavior.
Along this line, earnings management per se provides more incentive to obfuscate textual
information for any firm, thus diminishing the difference between family and non-family
firms in their obfuscation incentives.

Weak Board Governance. We expect that weaker board governance provides family insi-
ders with more opportunities to entrench themselves and extract private benefits of control.
Consistent with Srinidhi et al. (2014), we construct a board governance index
(BOARD_INDEX) that incorporates five characteristics of board composition: board inde-
pendence, board diversity, board diligence, audit committee size, and board expertise. A
lower board governance index indicates less effective board monitoring and, in turn, a
higher likelihood of entrenchment or minority shareholder expropriation. See Appendix B
for the detailed definition of the index.

Dual-Class Share Structures. Villalonga and Amit (2006) argue that, through issuing dual-
class shares, families obtain control of a firm with a disproportionately low cash flow own-
ership, thus intensifying the agency conflict between family insiders and minority investors.
Along this line, Ali et al. (2007) show that the improving effect of family ownership on
earnings quality and voluntary disclosure practices is lower in firms that choose a dual-
class share structure. Likewise, we expect the positive relation between family control and
10-K readability to diminish in firms with dual share classes.

Column 1 of Table 5 reports the result for estimating Equation 3 augmented by the inter-
action term of FAMILY X MBE. We find that FAMILY loads positively in the model. At
the same time, the interaction term FAMILY X MBE loads negatively, and the sum of the
coefficients of FAMILY and FAMILY X MBE is not significantly different from zero.
Columns 2 and 3 show that the interaction terms FAMILY X LOW_BOARD_INDEX and
FAMILY X DUAL_CLASS load negatively. Also, we find that the overall effect of
FAMILY, captured by the sum of the coefficients of FAMILY and the interaction terms, is
not significantly different from zero across the two columns. These results indicate that
consistent with our predictions, the positive relationship between family control and 10-K
readability (i) exists only in cases where the firm is less likely to manipulate earnings, (ii)
exists only when the board governance is strong, and (iii) the firm does not have dual-class
share structures.

Obfuscation Versus Information: Testing Market Response to |0-K Filings

We argue that our main result is consistent with family firms being less likely to obfuscate
textual information. However, Bushee et al. (2018) show that low readability can also
reflect the conveyance of complex information. In this sense, an alternative explanation for
our main result is that family firms (versus non-family firms) are less responsive to inves-
tors’ information needs. Therefore, they provide less information, thus increasing 10-K
readability.

To disentangle the obfuscation argument, we test whether investors perceive the 10-K
reports with higher readability issued by family firms to be more informative. Specifically,



18 Journal of Accounting, Auditing & Finance

Table 5. Cross-Sectional Variations.

Dependent variable = READ

(1 @ ©)
Independent variable MBE LOW_BOARD_INDEX DUAL_CLASS
FAMILY (A) 2.502%** 2.935%* 3.364%**
(3.07) (2.47) (3.17)
FAMILY X Entrench_Proxy (B) —4.959* —3.321** —3.437*
(—1.80) (—2.0I) (—1.66)
Entrench_Proxy —1.281 —0.021 1.474
(—0.88) (—0.03) (r.or)
p-value for testing (A) + (B) =0 0.375 0.859 0.967
Control variables in Equation 3 Yes Yes Yes
Year dummies Yes Yes Yes
Industry dummies Yes Yes Yes
Observations 22,442 16,245 20,361
Adj. R? 0.041 0.069 0.042

Note. This table presents the OLS regression of 10-K readability on family control conditioning on the effect of
management entrenchment in the entropy-balanced sample. Entrench_Proxy represents MBE, LOW_BOARD_INDEX,
and DUAL_CLASS in columns |, 2, and 3, respectively. All variables are defined in Appendix A. The models include
all the control variables listed in Equation 3, which are not reported for brevity. The t-statistics reported in
parentheses are computed using standard errors clustered by firm. *, **, and *** indicate statistical significance at
the 10%, 5%, and 1% levels (two-tailed), respectively.

we estimate the following regression of 10-K informativeness on family control and its
interaction with an indicator variable that captures the high readability of 10-K reports:

Informativeness = vy, + v\ FAMILY + v, FAMILYXHIGH_READ

+ ysHIGH_READ + Controls + 38, + 3¢, + &. 4)

In Equation 4, the dependent variable, Informativeness, represents one of the two mea-
sures of 10-K informativeness. Our first measure is |CAR|, the absolute value of cumulative
abnormal returns over the [0,+1] window relative to the 10-K filing date. A more informa-
tive 10-K filing should generate greater abnormal returns over the filing period (Brown &
Tucker, 2011). Our second measure is CHG_LIQUIDITY, the negative value of Amihud’s
(2002) measure of illiquidity estimated over the [0,+1] window relative to the 10-K filing
date adjusted by illiquidity in the pre-filing periods. If a 10-K filing is informative, the
information asymmetry should decrease, and liquidity should thus increase around the
filing date (Guay et al., 2016).

The variable of interest is the interaction between FAMILY and HIGH_READ. In this
test, we focus on variations of readability that cannot be explained by the control variables
or industry/year fixed effects in Equation 3. Specifically, we estimate Equation 3 by
excluding FAMILY, obtain the residual value, and define HIGH_READ as an indicator vari-
able that equals one if the residual value falls in the top quintile, and zero otherwise.
Consistent with prior studies (Brown & Tucker, 2011; Feldman et al., 2010; Griffin, 2003;
Loughran & McDonald, 2011; K. Wang, 2021), we include four additional variables in
Equation 4 to control for other factors that potentially affect stock market reactions to 10-K
filings: investors’ response to earnings announcements (EARN_NEWS), optimistic/
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Table 6. The Informativeness of 10-K.

Dependent variable =

Independent variable |CAR| CHG_LIQUIDITY
FAMILY (A) —0.001 0.001
(—0.75) (0.42)
FAMILY X HIGH_READ (B) 0.009*** 0.004*
(2.70) (1.68)
HIGH_READ —0.000 —0.000
(—0.0l) (—0.11)
p-value for testing (A) + (B) =0 0.004 0.081
EARN_NEWS 0.0867%*** 0.017%**
(13.00) (3.60)
TONE 0.167* —0.119
(1.70) (—1.58)
LATE 0.018%*** 0.008%**
(4.79) (2.87)
INST_OWN —0.007%** —0.018***
(—3.38) (—11.71)
Control variables in Equation 3 Yes Yes
Year dummies Yes Yes
Industry dummies Yes Yes
Observations 17,772 17,234
Adj. R? 0.155 0.054

Note. This table presents the results for the OLS regressions of 10-K informativeness on family control in the
entropy-balanced sample, considering the differences in the readability of 10-Ks. All variables are defined in
Appendix A. The models include all the control variables listed in Equation 3, which are not reported for brevity.
The t-statistics reported in parentheses are computed using standard errors clustered by firm. * and *** indicate
statistical significance at the 10% and |% levels (two-tailed), respectively.

pessimistic language in 10-K filings (TONE), late filings (LATE), and institutional owner-
ship (INST_OWN).

As reported in Table 6, the interaction term FAMILY X HIGH_READ loads positively
in both columns. In addition, the sum of FAMILY and FAMILY X HIGH_READ is positive
and statistically significant. These findings indicate that the market perceives a 10-K report
issued by family firms as more informative only when the reporting readability is high.
Overall, our test of stock market effects of 10-K filings shows that the higher 10-K read-
ability exhibited by family firms than non-family firms is more likely attributable to the
obfuscation explanation than the information conveyance explanation.

State-Level Succession Tax Cuts: An Exogenous Shock on Family Control

To mitigate potential endogeneity concerns, we use state-level succession tax cuts as an
exogenous shock on the incentives of a family firm to pass control to later generations. We
obtain state-level changes in inheritance, gift, generation-skipping, and estate taxes for
20032010 from Massa and Zaldokas (2016). For years after 2010, we manually collect
information on succession tax cuts from Thomson Reuters RIA Checkpoint State Tax
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Reporters, supplemented by intensive Google searches.'” Over our sample period, we iden-
tify 42 states that repealed at least one type of succession tax.'®

The staggered succession tax cuts that apply to a family firm’s state of headquarters
location increase the financial advantage of retaining the family control and passing it on
to future generations. Therefore, it enhances the family owners’ incentive to preserve
family control, maintain the family’s reputation, and engage in long-term investments. In
contrast, we do not expect a reduction in succession taxes to affect non-family firms signif-
icantly. Differently stated, the staggered succession tax cuts provide an exogenous shock
on the differences between family and non-family firms in their incentives and preferences.
If the difference in 10-K readability between family and non-family firms is driven by
family insiders caring about the firm reputation, one should expect the difference to widen
after a state cuts its succession taxes.

We test this prediction by applying the generalized difference-in-differences approach
(Bertrand & Mullainathan, 2003) to the coefficient of FAMILY in Equation 3:

Bl :go+§1P0ST,TAXCUTS~,+2A5+26t, (5)

where s and ¢ denote states and years, respectively. POST _TAXCUTy, is a dummy variable
that equals one if state s has cut succession taxes by year ¢, and zero otherwise. By substi-
tuting Equation 5 into Equation 3, we obtain the following model

READ = ag + {(GFAMILY + {{FAMILYXPOST.TAXCUT + a;POST.-TAXCUT +
Controls + S\ XFAMILY + 38 XFAMILY + 3\, + 35, + S¢; + n.

(6)

The coefficient of this interaction term, FAMILY X POST_TAXCUT, is a DiDiD estimator
that captures the effect of state-level succession tax cuts on the relation between family
control and 10-K readability. The variable FAMLY also interacts with state and year dum-
mies to capture the cross-state and temporal variations, respectively, of the improving
effect of family control on 10-K readability. Since we do not have information on the exact
dates of the succession tax cuts, we exclude the years of the tax cuts from our sample in
this analysis to avoid misclassifying a firm-year observation as pre-treatment or post-
treatment.

As shown in column 1 of Table 7, the coefficient of FAMILY X POST_TAXCUT is sig-
nificantly positive at the 5% level, indicating that state-level succession tax cuts strengthen
the positive relationship between family control and 10-K readability. Using the difference
in 10-K readability between family and non-family firms in the benchmark state-year (rep-
resented by the coefficient of FAMILY) as a reference point, such difference widens by
9.0% due to a reduction in state succession taxes. Overall, the results link the readability
difference between family and non-family firms to family owners’ incentive to preserve the
family’s reputation to ease the transfer to future generations."’

To check the parallel trends assumption, we expand Equation 6 by replacing the dummy
variable POST_TAXCUT with the following six variables: TAXCUT(—3), TAXCUT(—2),
TAXCUT(—1), TAXCUT(+1), TAXCUT(+2), and TAXCUT(3+). These variables represent
the years relative to the year of the succession tax cut, leaving the earliest years to the
benchmark group. For example, TAXCUT(—3) indicates 3 years before the succession tax
cut, while TAXCUT(3+) indicates 3 or more years after the succession tax cut. Column 2
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Table 7. Difference-in-Difference-in-Differences Analysis of State-level Succession Tax Cuts.

Dependent variable = READ

Independent variable (hH 2)
FAMILY 47.156%** 32.603%**
(3.78) (3.83)
FAMILY X POST_TAXCUT 4.254%*
(2.15)
POST_TAXCUT 1.055
(1.34)
FAMILY X TAXCUT(—3) 8.529
(1.43)
FAMILY X TAXCUT(—-2) 8.059
(1.30)
FAMILY X TAXCUT(—1) 7.125
(1.53)
FAMILY X TAXCUT(+1) 9.379%*
(2.15)
FAMILY X TAXCUT(+2) 10.060%**
(2.30)
FAMILY X TAXCUT(3+) 6.707%*
(1.78)
Standalone TAXCUT(7) dummies N/A All included
Control variables Yes Yes
FAMILY X Year dummies Yes Yes
FAMILY X State dummies Yes Yes
Year dummies Yes Yes
State dummies Yes Yes
Industry dummies Yes Yes
Observations 16,744 16,744
Adj. R? 0.111 0.114

Note. This table presents the results of the difference-in-difference-in-differences analysis based on state-level
succession tax cuts. Column | reports the analysis of the difference in 10-K readability between family and non-
family firms in states that experienced a succession tax cut versus states that did not before and after the tax cut.
Column 2 tests the dynamic effects of the succession tax cuts on 10-K readability. All variables are defined in
Appendix A. The models include all the control variables, which are not reported for brevity. The t-statistics
reported in parentheses are computed using standard errors clustered by firm. *, **, and *** indicate statistical
significance at the 10%, 5%, and 1% levels (two-tailed), respectively.

of Table 7 shows that the interactions of FAMILY with TAXCUT(+1), TAXCUT(+2), and
TAXCUT(3+) load positively, while those with TAXCUT(—3), TAXCUT(—2), and
TAXCUT(—1) do not load. We conclude that the effects of succession tax cuts on 10-K
readability do not exist before the tax cuts, appear in the first year after the tax cuts, and
sustain in subsequent years.

Obfuscation Versus Ontological Complexity

Although we have carefully designed our empirical analyses to attribute the higher read-
ability of family firms’ 10-K reports to lower obfuscation, one may still be concerned
about the ontological complexity explanation that family firms are inherently more complex
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than non-family firms (see Bloomfield, 2008). Ideally, such a concern can be mitigated by
focusing on the discretionary components of 10-K disclosures. However, it is notoriously
challenging to disentangle discretionary disclosures from nondiscretionary or boilerplate com-
ponents of 10-K reports. We argue that most nondiscretionary or boilerplate components
should arise from industry or market dynamics, which can be reasonably eliminated by
adjusting for industry norms of readability. The rationale is that if a sentence or block of text
in the 10-K is commonly used by firms in the same industry, it should affect (either increase
or decrease) the readability of all 10-Ks in this industry in the same manner.

We thus conduct the following two robustness checks. First, we include the industry—year
joint fixed effects in Equation 3 and find that the coefficients of FAMILY are highly compara-
ble with those reported in Table 3, both economically and statistically. Second, our results hold
when we re-estimate Equation 3 using industry-adjusted readability measures as the dependent
variables. These untabulated results reduce the concern that our results are driven by nondiscre-
tionary disclosures that is common among industry peers. In this sense, the chance is low that
our results are mainly driven by ontological complexity instead of obfuscation.?’

Conclusion

In this paper, we find that family firms issue more readable 10-K reports than non-family
firms. This result holds in an entropy-balanced sample that largely eliminates the differ-
ences in other determinants of readability, including inherent firm complexity between
family and non-family firms. In examining the effect of heterogeneity among family firms,
we find that eponymous family firms issue more readable 10-K reports than non-family
firms, but this result does not extend to non-eponymous family firms. In addition, the posi-
tive effect on 10-K readability exists for family firms managed by founders or their family
members but not for those managed by outsiders. Our cross-sectional tests show that the
positive effect of family control on 10-K readability is reduced in firms with higher earn-
ings management, weaker board governance, and dual-class share structures. Further,
family firms’ 10-K reports with higher readability are perceived by investors to be more
informative than those issued by non-family firms. Finally, using state-level succession tax
cuts as an exogenous shock on family owners’ incentive to continue the business under
family control, we show that the positive relation between family control and 10-K read-
ability strengthens after a succession tax cut.

Overall, our results suggest that family firms exhibit lower obfuscation of textual infor-
mation in financial reports than non-family firms. This positive effect on readability is attri-
butable to the family insiders’ incentives to maintain the firm’s reputation, consistent with
the socioemotional wealth theory of family firms.

Our paper is among the few that study narrative disclosure in the family firm context.
We contribute to the debate on disclosure practices of family versus non-family firms,
where the existing literature provides mixed results. By investigating the heterogeneity
among family firms, we identify the reputation costs of family insiders as an important
factor shaping corporate disclosure practices. This paper is also the first to link disclosure
practices to family insiders’ incentives and preferences through the exogenous variations of
family owners’ succession incentives brought by a reduction in succession taxes at the state
level. Finally, we contribute to the readability literature by showing that financial reporting
readability varies with family control in particular and corporate ownership and control
structure in general.
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Appendix A Variable Definitions.

Variable Definition

Main tests

AGE The number of entire years since the firm’s initial appearance in the CRSP
monthly stock returns file.

BOG The Bog Index developed by Bonsall et al. (2017). A higher Bog Index means

that the 10-K report is more difficult-to-read. To make our results easy to
interpret, we take the negative value, so that our measure BOG is higher for
more readable 10-K reports.

DLW An indicator variable that takes the value of one if the company’s state of
incorporation is Delaware, and zero otherwise.

EARN Operating income (#oiadp) scaled by total assets (#at).

EARN_VOL The standard deviation of quarterly operating income (#oiadpq) scaled by

total assets (#atq) over the prior twelve fiscal quarters. We require at least
seven quarters of non-missing data to construct this variable.

FAMILY An indicator variable that takes the value of one if (i) the family members,
defined as the founder(s) or their descendants within two generations, have
at least 20% voting rights, and (i) at least one family member serves on the
board; and zero otherwise.

MA An indicator variable that takes the value of one if the firm is an acquirer in
the fiscal year according to the SDC Platinum M&A database, and zero
otherwise.

MBE An indicator variable that takes the value of one if the firm’s change in EPS
(#epsfx) falls in the small range from zero to two cents, and zero otherwise.

MODFOG The modified Fog Index developed by C. F Kim et al. (2019). A higher value

of the modified Fog Index means that the 10-K report is more difficult-to-
read. To make our results easy to interpret, we take the negative value, so
that our measure MODFOG is higher for more readable 10-K reports.

MTB Market value of assets (#csho X #prcc_f + #lt) divided by book value of assets
(#at).

NBSEG The natural logarithm of one plus the number of business segments.

NGSEG The natural logarithm of one plus the number of geographic segments.

NITEM The natural logarithm of the number of non-missing Compustat items.

PCTNUM The number of numbers (excluding numbers in tables) in the 10-K report

scaled by the total number of words in the report. We multiply this variable
by 1,000 for expressional convenience.

READ An aggregated measure of readability, constructed by taking the average of the
percentile ranks of BOG, MOD_FOG, and PCTNUM.

RET_VOL The standard deviation of monthly stock returns over the fiscal year.

SEO An indicator variable that takes the value of one if the firm has a seasoned

equity offering during the fiscal year according to the SDC Global New
Issues database, and zero otherwise.

S Special items (#spi) scaled by total assets (#at).

SIZE The natural logarithm of the market value of equity (#csho X #prec_f).

Tests of the heterogeneity among family firms

EPONYMOUS An indicator variable that takes the value of one if (i) FAMILY = | and (ii) the

firm’s name includes the entire last name or the standalone initials of the
first and last names of the founders or their family members, and zero
otherwise.

NONEPONYMOUS  An indicator variable that takes the value of one if (i) FAMILY = | and (ii) the
firm’s name does not include the entire last name or the standalone initials
of the first and last names of the founders of the firm or their family
members, and zero otherwise.

(continued)
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Appendix A (continued)

Variable Definition

FOUNDER An indicator variable that takes the value of one if (i) FAMILY = | and (ii)
either the CEO or the chairperson is a founder of the firm, and zero
otherwise.

HEIR An indicator variable that takes the value of one if (i) FAMILY = | and (ii)

neither of the two positions is taken by a founder but at least one is taken
by a family member of the founder(s), and zero otherwise.

OUTSIDER An indicator variable that takes the value of one if (i) FAMILY = | and (ii)
neither the founders nor their family members serve as the CEO or the
chairperson, and zero otherwise.

Cross-sectional and additional tests

|CAR| The absolute value of cumulative abnormal returns over the [0, 1] window
relative to the 10-K filing date, where the abnormal return is the firm’s
stock return adjusted by the return of the value-weighted market index.

CHG_LIQUIDITY The negative of the average value of Amihud’s (2002) illiquidity measure over
the [0,+1] window relative to the 10-K filing date, adjusted by the average
value over the [—50,—5] window. The Amihud (2002) measure of illiquidity
is (10° X|RET|)/(PRICE X VOL), where RET, PRICE, and VOL are stock
returns, close price, and trading volume, respectively.

DUAL_CLASS An indicator variable that takes the value of one if a firm has multiple classes
of common stock, and zero otherwise.
EARN_NEWS The absolute value of cumulative abnormal returns over the [—1,+1] window

relative to the earnings announcement date before the 10-K filing date,
where the abnormal return is the firm’s stock return adjusted by the return
of the value-weighted market index.

HIGH_READ An indicator variable that takes the value of one if the 10-K report is highly
readable, and zero otherwise. Specifically, we estimate Equation 3 by
excluding FAMILY and obtain the residual value, which represents the
component of READ not explained by the control variables or industry/year
fixed effects in Equation 3. We define a 10-K report as highly readable if the
residual value falls within the top quintile.

INST_OWN The proportion of outstanding shares held by institutions.

LATE An indicator variable that takes the value of one if the 10-K report is filed
more than 90 days after the fiscal year-end, and zero otherwise.

LOW_BOARD_INDEX An indicator that takes the value of one if BOARD_INDEX is below the
median, and zero otherwise. BOARD_INDEX is an aggregated measure of
board governance, constructed by taking the average of the percentile ranks
of the following five variables: (i) %OUTSIDER, the proportion of outside
directors (excluding affiliated directors) who serve on the board; (ii)
%FEMALE, the proportion of female directors among outside directors; (iii)
%ATTEND, the proportion of directors who meet 75% attendance standards;
(iv) %AUDIT, the proportion of audit committee directors to the maximum
number of the sample; and (v) %FINEXPERT, proportion of accounting or
financial experts who serve on the audit committee.

POST_TAXCUT An indicator variable that takes the value of one if the firm is located in a
state that has experienced a succession tax cut by the fiscal year, and zero
otherwise.

(continued)
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Appendix A (continued)

Variable Definition

TAXCUT(1) An indicator variable that takes the value of one for the 7th year relative to
the year of a succession tax cut, and zero otherwise. For example,
TAXCUT(—3) indicates three years before the year of the succession tax cut;
TAXCUT(3+) indicates three or more years after the year of the succession
tax cut.

TONE The absolute value of the tone of the 10-K report, where the tone is the
difference between the proportion of positive words and that of negative
words. We follow the word classification scheme developed by Loughran
and McDonald (201 1) to define positive and negative words.

Appendix B Sample Selection Procedure.

Sample structure N

Initial sample: Firm-year observations with information on family control from GMI 31,592
ratings for the period 20042014

Deleting:

Observations that cannot be matched to Compustat (2,244)

Observations that cannot be matched with a 10-K filing with at least 3,000 words (2,023)
and non-missing information for our readability measures

Observations with operating earnings scaled by total assets greater than | or less than —| (142)

Observations missing data for constructing the control variables (5,101)

Final sample 22,442

Distinct sample firms 3,721

Appendix C State-Level Succession Tax Cuts.

State Year State Year
Alabama 2005 Mississippi 2005
Alaska 2005 Missouri 2005, 2013
Arizona 2005 Montana 2005
Arkansas 2005 Nebraska 2007
California 2005 Nevada 2005
Colorado 2005 New Hampshire 2003, 2005
Connecticut 2005, 2008 New Mexico 2005
Delaware 2005 North Carolina 2005, 2009, 2013
Florida 2005 North Dakota 2005
Georgia 2005 Ohio 2005, 2013
Hawaii 2005 Oklahoma 2010

Idaho 2005 Pennsylvania 2005
lllinois 2005 Rhode Island 2005
Indiana 2005, 2013 South Carolina 2005

lowa 2005 South Dakota 2005
Kentucky 2005 Tennessee 2005, 2013
Louisiana 2004, 2005, 2008 Texas 2005
Maine 2010 Utah 2005
Maryland 2005 Virginia 2005, 2007
Massachusetts 2005 West Virginia 2005

Michigan 2005 Wyoming 2005
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Notes

1. We use the term “‘insiders” to denote both family investors and managers whose interests are
aligned with the family interests.

2. See the second section for a detailed discussion of this literature.

3. For example, the inconclusive evidence provided by Ali et al. (2007) and Chen et al. (2008) indi-
cates that even for the same disclosure outlet (i.e., management earnings forecasts), whether
family firms provide more or less disclosure depends on sample coverage, sample periods, and
disclosure types among other factors.

4. An exception is Bova et al. (2015), who show that ownership reduces unionized employees’ incen-
tive to extract above-market rents, thus decreasing the proprietary cost of disclosure and enhancing
disclosure readability.

5. This finding also applies to some non-U.S. settings. For example, Prencipe et al. (2011) show that
income smoothing is less likely among family firms than non-family firms in Italy.

6. Alternatively, Prencipe and Bar-Yosef (2011) examine the role of corporate governance in curbing
earnings management in family versus non-family firms in Italy. These authors show that the
impact of board independence on earnings management is weaker in family firms.

7. For example, poor reporting quality can increase the uncertainty in a firm’s valuation, which may
deter potential acquisition attempts (e.g., Y. Kim et al., 2020; McNichols & Stubben, 2015; Skaife
& Wangerin, 2013).

8. In untabulated tests, we tighten this criterion by requiring at least 50% voting rights. We also
check the robustness of our results by defining family firms as those with the family holding at
least a 5% equity stake (Anderson et al., 2012). Our results are robust to using these alternative
definitions of family firms.

9. Although we carefully choose the readability measures, we acknowledge the remaining concerns
about whether these measures capture underlying firm characteristics beyond managers’ control.
However, we argue that if a firm consistently exhibits lower readability in 10-Ks across all three
measures of readability we choose, it is likely that managers are intentionally obfuscating textual
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10.
11.
12.

13.

14.

15.

16.

17.

18.

information. The rationale is that managers without an obfuscation intent can avoid one or two (if
not all) of the three poor writing attributes: a higher Bog Index, a higher modified Fog Index, and
a smaller proportion of numbers.

See Appendix A for detailed definitions of all the variables.

The data on the Bog Index are available from http://kelley.iu.edu/bpm/activities/bogindex.html.
Our sample period covers the 2007—2009 financial crisis. To check whether our results are
affected by the crisis period, we divide the sample into three subperiods: pre-crisis, within-crisis,
and post-crisis. Untabulated results show that the positive effect of family control on 10-K read-
ability is significant across the three subperiods.

Note that we take the negative values of the Bog Index and the modified Fog Index for our
empirical analysis to make our results easy to interpret.

An alternative widely used method of balancing the covariates is propensity score matching (PSM).
We use the PSM approach in an untabulated robustness check. Specifically, we estimate a logistic
regression of family firm status on all the control variables included in Equation 3. For each family
firm in each year, we match a non-family firm (without replacement) that has the closest propensity
score in the same year with a caliper distance of 0.001. This one-to-one matching procedure yields
2,157 pairs of family and non-family firm-years that satisfy the balancing property. We next re-esti-
mate the regressions of our readability measures on family firm status using the propensity score-
matched sample. We find that the coefficients of FAMILY remain significantly positive, and their
magnitudes are comparable with those of the corresponding coefficients reported in Table 3. Overall,
these results show that our main finding is robust to the commonly used PSM approach.

To mitigate potential confounding effects from time-invariant unobservable firm characteristics,
we also analyze pre-sample mean-scaled readability. The commonly used methods of firm fixed
effects, such as including firm dummies and mean differencing, are not suitable for our study
because our key variable, FAMILY, is largely time-invariant. That is, it is very rare for a family
firm to transition into a non-family firm or vice versa within our sample. Hence, we adopt the
pre-sample mean scaling method to control for firm fixed effects following prior economics stud-
ies (Aghion et al., 2013; Blundell et al., 1999). Specifically, we calculate the average readability
of the 10-K reports filed by each firm during the three-year pre-sample period (i.e., 2000-2002).
We then include this pre-sample mean of the dependent variable as an additional control variable
in Equation 3. Untabulated results show that the relation between family control and 10-K read-
ability is robust to this method.

In an untabulated test, we perform entropy balancing on each variable that indicates a type of
family firms (i.e., EPONYMOUS, NONEPONYMOUS, FOUNDER, HEIR, and OUTSIDER) and
re-estimate Equation 3 with each of these variables as the primary independent variable. To
implement this procedure cleanly and avoid pooling different types of family firms together, we
separately compare each type of family firm with non-family firms. For example, when applying
the entropy balancing procedure to FOUNDER, we keep founder firms and non-family firms in
our sample while excluding heir firms and outsider-managed firms. Our results show a similar
pattern among family firms to that reported in Table 4.

Our study focuses on the repeal of state-level estate, inheritance, gift, or generation-skipping taxes,
rather than the changes in tax rates. It deserves noting that the tax rates, the exemption thresholds,
and the progressivity of different types of succession taxes may have also changed over our sample
period. However, the complexity of the taxation system makes it difficult, if not impossible, to
track those changes. The level of marginal tax rates is also hard to determine because it depends
on the type of assets in the bequest and the family structure. Thus, we follow Kang and Kim
(2020) to focus on the staggered changes in the presence of these four types of succession taxes.
See Appendix C for the list of states with a succession tax cut during our sample period. Among
the states with succession tax reductions, nine experienced reductions in multiple years. We
exclude these nine states from our analysis to ensure that each firm in our treatment sample is
treated once.
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19. In an unreported test, we find similar results after controlling for state-year joint fixed effects in
Equation 6.

20. If the difference in 10-K readability between family and non-family firms is attributable to inher-
ent firm complexity, one would expect to observe a stronger result for firms operating in more
complex industries. In another untabulated robustness check, we examine whether the relation
between family control and 10-K readability varies with operating uncertainty, R&D intensity,
M&A activity, or litigation risk at the industry level. We do not find significant industry hetero-
geneity in any of these aspects.
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