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THE VALUE RELEVANCE OF MANAGERS’ AND AUDITORS’ DISCLOSURES
ABOUT MATERIAL MEASUREMENT UNCERTAINTY

ABSTRACT

Regulators seek to provide financial statement users with more information about how auditors
evaluate complex estimates. Because users encounter quditated information alongside
managemenprovided information about these estimates, we jointly exartie value relevance

of this information. We also examine whether visual cues in auditor disclosures influence the
way nonprofessional investors use this information. While disclosures from managers and
auditors providelifferent valuerelevant informatn about theame underlying issuewe find
thatusers do not weight information about the audit when it is presented in-adutbtive

format. Specifically, usenseightmanagement disclosures and futfigrrative auditor

disclosures as substitutes mlwation judgments. However, visual cues facilitate their weighting
of information about the audivhich also changes how they weight management disclosures.
Consistent with market signaling theougers reward robust supplemental management
disclosuresvhen audit reports provide visual cues. This suggests visual cues in auditor reports
can promote increased transparency from managers.

Keywords: measurement uncertaintigir value; audit reports; disclosure

Data availability: Contact the authors.



THE VALUE RELEVANCE OF MANAGERS’ AND AUDITORS’ DISCLOSURES
ABOUT MATERIAL MEASUREMENT UNCERTAINTY

I. INTRODUCTION

Whenaccounting standarddlow managersliscretion inmeasuringcomplex financial statement
estimatesreported amounts represent a point estimatengarange of reasonable valu@sg.,
Bratten, Gaynor, McDaniel, Montague, and Si@043. Therange of reasonabialuesfor an
estimateoftenincludes amounts that, if recordedhuld likely influencefinancial statement
user§ Qusers) decisionge.g., Christensen, Glover, and Wood 2012; Bell and Griffin 2012)
Such instances result in material measurement uncertainigh likely leadsusersto discount
security pricegi.e.,takeprice protectioh(e.g., Diamond and Vercehia 1991; Song, Thomas,
and Yi 2010)However, users must rely on reported informatiomémtify this uncertainty and
impoundit into security pricesAccountingregulatorsencouragenanagers to provide
supplemental disclosuseegardingmaterial measurement uncertai@BEC2003 FASB 2010a).
The PCAOBnNow also seekto provide gerswith information about how auditoesvaluate
estimates that reflect raaial measurement uncertainty (eRCAOB2014 2016. Because
users encounter auditprovided information alongside managemprdvided information about
theseestimates, wgintly examine the value relevance of management and addtdosures
regading material measurement uncertaivje alsoexamine whethevisual cues irauditor
disclosuresnfluence the way nonprofessional investors thsinformation

Issuers contend, and auditors agree,dht managemerghouldprovideoriginal
informationabout an entity (e.g., PCAOB13a,2013h 2013¢ 2013d. Under the current
financial reporting model, management bears primary responsibility for providing users with
originalinformation abouta companythroughassertiongi.e., aboutcontra¢s andaccounting

measurement procesgs. On the other hand, auditors bear primary responsibility for providing



users with information about the productmiattestationgi.e.,assurance While assertions

relate directly to contracts and the underly@agnomics, attestations relate only to assertions

(and not underlying economicshiformation about tkestatios thereforehas a relatively weaker

causal link to underlying economics thaformation in management@ssertios. Material

measurement uncemdy creates potential information asymmetry with respect to fxath

order informationin managementOs assertiangsecond-order information about auditorsO

attestation.* Notably, he existence afnderlyingmaterial measurement uncertainépresents

Obad newsO, which both management and auditors can communicate credibly (Skinner 1994).
Understanding usersO valuation judgments related to material measurement uncertainty is

important to standard setters as they consider approacteshitorg the information asymmetry

this uncertainty create$he current financial reporting environment provides issuers with

significant discretion in determining specitlisclosure practiceg(g., SEC 2003, 2008).

Understanding these judgments can helcate disclosure requirements around material

measurement uncertainty. Additionaltiie PCAOB proposes that auditopgovideinformation

about the production of assurance over highertainty estimatassingcritical auditing matter

disclosures in the it report PCAOB2016. Our study can inform conversations among

financial reporting stakeholders (e.qg., regulators, auditors, management, and users) about

potential upcoming implementation decisioakted to format these disclosures

We addresswo fundamental issues egbdto material measurement uncertaiatd

! Second-order refers to information about information, whijfest-order refers to information about an underlying
phenomenon (see, e.g., Silverstein 2001). Gershon (2010, 18) Satesddrder information refers to the
information that can guide you into understanding how particular words and statements should be ifderpreted
(emphasis in original). While management assertions provideofidst information about underlying economics of
contracts, auditor attestations provide only seemmtgr information about this firgirder information.

2 SECcomment letters highlightgificant and pervasive room for improvement in these disclosures in practice
(e.g., Ernst & Young 2014). Additionallyesearch finds considerable variation in compliance with disclosure
requirementsevenfor disclosures that deot involve complex judgrants (Ettredge, JohnstongpBe, and Wang
2011). This suggestthatvariation inthe quality of supplementdisclosure about material measurement
uncertaintywill be particularly pronounced in practice



information asymmetryfFirst, wejointly examine the value relevancgfirst-orderandsecond
orderinformation about material measurement uncertakityancial reporting stakeholders
articipate that many critical auditing matter disclosures will relate to issues about which
management already provides robust supplemental disclosures (e.g., PCAOB 2013a, 2013Db,
2013c, 2013d). Additionally,liservation®f expanded audit reports in the Un€veal instances
wherethe auditoprovides Okey audit mattetiSclosures with secorarder informationbut
managemenioes not providesupplementadlisclosures with corresponding fistder
information (e.g., Heineken 201%)ur study provides insightegarding the valuation
implications of material measurement uncertaurigerthese differeninformationscenarios.
Secondwe examinavhethervisual cues in auditor reports influente way
nonprofessional invests use informatioabout material meairement uncertaintiResearch
suggests that visual linkages between recognized amounts and disclosed information reduce
informationprocessing costgs compared to narrative linkadesy.,Einhorn and Hogarth 1981
1986 Maines and McDaniel 20QClor-Proell Proell, and Warfiel@014). Interestingly while
audit reports that reference specific amounts in financial statements:do-&wvely, reports in
certainassurance setting® sovisually (e.g., Ocomfort letterséze Appendi®d).® We exanine
whether users impound information about material measurement unceditiergntly when
auditorsidentify amounts visuallyersus narrativelin critical auditing matter disclosures.
Using a samplefdl02 nonprofessional investgra/e examine howupplemental
management disclosigandauditor disclosuremteractivelyaffect usersO valuation judgments.
Participants in all conditions receivequired,standardized ASC 820 disclosures that indicate

Level 3 inputs reflect managementOs assumptioisarn that the auditors issued a

3 AU 634, Letters for Underwriters and Certain Other Requesting Parties (PCAOB2003), describes a presentation
format wheréy auditors place labels adjacent to amounts on financial reports to indicate the results of procedures
applied to the respective amounts (pa)). B&)-C 920 AICPA 2013)describes the same presentation format
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unqualified (ClearD) opinionFirst, we manipulate management disclosure through a series of
statements about the material measurement uncertdiatievel 3 fair value estimatndthe
related investment gaisecondwe manipulate auditor disclosuaethree levels: absent, auditor
narrative disclosure, and auditor visual disclosBegticipants receiving the auditor narrative
disclosure manipulation viewfally -narrative critical auditing mattelisclosure relatetb

material measurement uncertainty in a Leveh&stment gainParticipants receiving the auditor
visual disclosure manipulation view a critical auditing matter disclosureithally identifies

the Level 3 investment gain with a label on the fach@®fincome statementVe measure
participantsO valuation judgmefaar dependent variablesing assessed P/E multiples.

We predict and findhatmanagement disclosure and auditor narrative disclosure function
as substitutes in reducing information asyetmy for nonprofessional investors (i.e., these users
discount P/E multiples nearly equivalently in response to either or Battiitor disclosures
must incidentally indicate the existence of fostler information in order to communicate
secondorder irformation.While nonprofessional investors appear to weight the existence of this
first-order information when auditor narrative disclosure is present, they do not incrementally
weight the secondrder information irtheir P/E multiple assessments

We al® predict and find thatisual cues change the way nonprofessional investors use
information about material measurement uncertamtizeir valuation judgment$Vhen
management disclosure is absent, nonprofessional invesooaint P/E multiples more in
responséo auditor visual disclosure thaditor narrative disclosur€onsistent with market
signaling theory (e.g., Spence 19FH2aly and Palepu 1993wve also find thamonprofessional
investorsappear to rewarthanagerant disclosurevhen auditor visual disclosure is pres@r.,
assesgigher P/E multiples when management disclosure is present than absent)

Our findings suggest thabnprofessional investors firlmbthfirst-orderandsecondorder
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information about matial measurement uncertairitybevaluerelevant This is consistent with
supplemental management disclosures and criticatirgidnatter disclosures providintifferent
information about theame underlying measurement uncertair®ur findingsalsodemonstrate
thatnonprofessional investors use informataout material measurement uncertainty
differently when auditor reports provide visuagrsusnarrativedisclosuresThese users appear
do not appear to weigeconedorderinformation when audit reports presénh a fully-
narrative formatHowever whenaudit reports visually identifthe relatecamounts
nonprofessional investors appear to weight lhiostrorderandsecondorderinformation in a
manner consistent witmarket signking theory (e.g., Spence 1973pecifically, these users
assess higher P/E multiples when management provides soippi¢ mentadlisclosures
alongside auditor visual disclosures than when managdailsnio do so This suggestthat
visualcues in auditor reportsan promotencreased transparenfrpm managers

Our studycontributes to prior research oseveradimensions. Firstyve draw the critical
distinctionbetweerfirst-orderinformation that GAAP requires managers to provegarding
material measurement uncertaiatydsecondorderinformationaboutthe relatedattestations
Our findings suggest that the vation implications of auditor disclosures amnditional on
whether management provides robust supplemental disetossecond, our findings
demonstrate the importance of presentation format and visual cues in commusieabing
orderinformation about material measurement uncertalntgoing sowe extencemerging
research on implications of critical auditing matesclosurege.g., Brown, Majors, and Peecher
2015; Christensen, Glover, and Wol#®14 Kachelmeier, Schmidt, and Valentia@14
Lennox, Schmidt, and Thompson 2015

Third, weidentify visual cuesurrently used by auditors in practitetappear to

facilitate nonprofessional investora@ightingof disclosed informatiarPrior literature
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documents differences in the way users process recognized versus disclosed &awvismts (
Friday, Folami, Liu, and Mittelstaedt999 Davis-Friday, Liu, and Mittelstedt2004). However,
our findings suggest thesesual cuesanhelp bridge the documented gap in the decision
usefulness of recognized versus disclosed accounting inform&tienmemainder of this paper
proceeds as followsection 2 presestbackgroundnformation, theory, and hypotheses. We
discuss our experimental method3ection3. Section 4 reports resuliad fction 5concludes
II. BACKGROUND, THEORY, AND HYPOTHESES
Standard Setting and Regulation
The SECasserts that Omanagement has a unique perspective on its business that only it can
presentOSEC2003. Accordingly,FASB standards an8ECinterpretive guidance require
managers to disclose information related to important accounting issues, inclutittag cr
accounting policies and critical accounting estima&s32003 FASB 2010a 20100. We use
the term Ocritical accounting mattersO (hereafter;/Ks) to describe these policies and
estimates. @cctMs representirst-order information about amountgcognized and disclosed in
financial reports (e.gmanagementisclosures arounchaterial measurement uncertainty).
FASB standards an8ECinterpretive guidance providaanagersvith significant
discretion inimplementingdisclosure practices (e.EC 2003 2008 FASB 2010a). ASC 235
Notes to Financial Statements providesflexibility in identifying significant accounting policies
and provides only general guidance for developiegrelatedlisclosureskRASB 2010a) While
the SECrequires issuers to discuss assumptions underlying critical accounting estimates
encouragegbut does notequirg supplemental disclosure related to the sensitivity of estimates
to changes in key inputSEC2003 2008).CorrespondinglySECcommentetters indicate

significant variation in the quality of both required aughplementaCAcctM disclosuresabout



material measurement uncertainty (e.g., Ernst & Young 204y is consistent with research
thatreportsstrategicvariation in compliance wh disclosure requirements (Ettredgeal.2011).
The PCAOB -currentlyproposes that auditoc®mmunicateecond-order information
from auditorsabout material measurement uncertainty as critical auditing m@teresafter,
CAudMs) in audit report¢PCAOB 2016. When material measurement uncertainty exists,
auditors can only obtain assurance over a range of reasonable(Giitisensen et al. 2012,
Bell and Griffin 2012) The PCAOBOgroposed standard requires auditorslamtify such
situationswhen they arise and provide information about the production of assurance over the
related amounts CAudM disclosuregPCAOB2016, A7 BDA1-9). Importantly, theeCAOB
does not propose that auditors provaahg first-orderinformation about material meagment
uncertainty in QudMs (e.g., assertions about the underlying contract or measurement process).
Ratherthe PCAOB proposs that auditors providenly factualsecondorderinformation about
the assurance production procésg.,audit procedures, audit effort, audit eviderarggrisk
assessments). Thus, althoughu@Ms and ClcctMs can relate to the samaenountsand/or
disclosuregsee, e.g., PCAOB 20132013k 20139, CAudM informationfundamentally differs
CAccetM information Only auditors can producedadM information relatedly, issuers contend
thatonly managemerghouldprovide CicctM information(e.g., PCAOB2013a, 2013b, 2013c
Financial reporting stakeholders anticiptitat many QudM disclosures will relate to
issues hout which management already provides robuktc@®/ disclosures (e.g., PCAOB
2013a, 2013b, 2013c, 2013d). However, observations from recently expanded auditrreépert
U.K. revealinstances where auditors identbkey audit matters®out underlyingssues that
management does not address through supplemental disclsuesample, Deloit@sudit
report onHeinekei®s 2015 financial statements identifies a key audit medgi@mdingthe

valuation of a deposit liability on returnable packaging (Hkém 2015, 143)see Appendix C,
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Panel A) While Heineken reports@506 million payable for OReturnable packaging depositsO in
a table(Heineken 2014, 114), management provides no narrative explanation of this amount (see
Appendix C, panel B). This sugdsthatrobust supplement&AcctM disclosuresnight not
necessarily accompamyoposedCA4udM disclosuresn the U.S
Theory and Research on Users’ Valuation Judgments
Researchievealghatfirst-orderinformationaboutmaterial measurement uncertairgyalue
relevant(e.g., Song et al. 201Clor-Proell et al2014). Researctalsoshows that users
understand andalueinformation in auditor reports (foecentreviews, see Carson, Fargher,
Geiger, Lennox, Raghunandan, and Willikens 2048ck, BedardCoram, Davis, Espahbodi,
and Warne 2013Bpecifically, sers attend to negative signals in auditor reports (e.g., Libby
1979 Schneider and Church 2008Bhelton and Whittington 2008) and incorporatstsignals
in valuation decisions (e.g., Bamber &tdatton 197, Taffler, Lu, and Kausar 200&itron,
Taffler, and Uang 2008enon and Williams 20 0However inferences from this research
relate to firstorder, rather than secowdder, information. Namelyreport modifications under
the current audir reporting modeémphasizdirst-orderinformationabouta clientOs financial
condition(i.e., going concerassumptiopor accounting practicgg.g., changes in accounting
principles) Secondorderinformationabout the production of assurarfeqy., & in PCAOB
proposed QudM disclosuresprovides relatively weaker causal linkagasthe underlying
economic activitythan thisfirst-orderinformation

Individuals organize events in terms of cause and effect relations and thessfyre
informationto a greater extenwhen it ismorecausdl linked to a judgment (e.g.j2en 1977
Einhorn and Hogarth 198&im and Ahn 2002). This implies that users weikperiencenore
difficulty weighting secondorderinformationin proposed @udM discloauresin their valuation

judgmentgqas compared to firsirder information in @cctM disclosureybecause that
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information isless causally linketb the economics that underlie the valuatiGansistent with
thisimplication, emergingesearcheveals thaassurance report usdravedifficulty processing
information about the production of assuraice, seconebrder informatioh In a sustainability
reporting settingyeraMunoz, Gaynor, McDaniel, and Kinng€2015) find thatnon-expertusers
do not diffeentiate the level of assurance achieved based on descriptions of the verification
procedures performe&imilarly, Kachelmeieeet al.(2014 demonstrat¢hat optional
descriptions ofudit procedurgin CAudM disclosureslo not influence usersO perceion

However, incommunicatingsecondorderinformation, GludM disclosures also
incidentally indicate thdfirst-orderinformation about the underlying accounting issue eists.
Although VeraMunoz et al. (2015) and Kachelmeier et al. (2014) show that deerst react to
certain seconarder information in QudM disclosures, other studiesveal that variety of
usergroups doreact tooverall CAudM disclosuresUsing an instrument similar to our own and
to that in ClofProell et al(2014, Christensen et a{2014) find that C4udM disclosureseduce
nonprofessional investorsO willingness to invest in a compamrgingresearch alsmeveals
that C4udM disclosuresnfluencenonprofessional investors@nfidence in financial statements,
nonpofessional investorsO and jurgref@eptions of auditor responsibilitigbility, andjurorsO
assessments of auditor negligence.(&gckof, Bowlin, and Goodsd014 Kachelmeier et al.
2014 Brasel, Doxey, Grenier, and Reffett BdGimbar, Hansen, dOzlanski 2015°

However, o studies that examine market reactions to expanded audit report disclosures

in the U.K.providemixedevidenceegarding thgoint informativenes®f CAcctM disclosures

* For example, auditors cannot provide#aM disclosures about the:diting implications of material measurement
uncertainty in a estimate without alsmdicatingthatmaterial measurement uncertaieatysts in the estimate.

> Notably, these studies demonstrate that users view informatiami\@ as Obad newaBout the underlying
accounting issuavhich both management and auditors can communicate credibly (Skinner A@@iipnally, the
operationalization of mnagement disclosure and auditor disclosure in the current(§idgach treatment is
presented on its own separate screen in Qualtiesfesearlyequivalent salience between these two treatments.
These features of our experimental design cofbradource credibility andalience across the management
disclosure and auditor disclosure treatments.



(i.e., first-orderinformation)andCAudM disclosures (i.e secondorderinformation) Reid,
Carcello, Li, and Neg2015)find that theexpanded disclosures in these reportsementally
reduce information asymmetry (i.e., increased abnormal trading vokspecially for
companies wh weake information environrants). Lennoxet al.(2015) similarlyfind that
information inexpandedJ.K. audit reportseliably reflects financial reporting risks (e.g.,
measurement uncertainty). Howewteydo not find these expanded audit report disclostares
beincrementally informative to the disclosures already contamadnual reportghey also
report insignificant market reactions to these expanded discloSQakectively, hese studies
suggest that while useseem taunderstandnformation in poposed QudM disclosuresthey
experience difficulty weightingeconeorderinformationin their valuation judgments.

Based upon this discussiome expect that bothAzctM disclosures and LidM
disclosures will communicate firstrder information abounaterial measurement uncertgint
(i.e., whereas &cctM disclosures provide this information directly4#/M disclosures
incidentally indicate this information exist§)e furtherexpectthatusers willweightfirst-order
informationin their valuation jugments similarly, regardless of whether they receive it through
a CAcctM disclosure or fullynarrative GludM disclosureWe alsoexpectthat users will not
weight seconérder information when ZudM disclosures present it in a fullyarrative format
(i.e.,the only information that users will weight from fulharrative CludM disclosures is first
order information about the existence of the underlying is8ue)therefore expect thdully -
narrative CludM disclosures will not incrementally influence useralDation judgmentshen
management provides supplementdtc&M disclosuresFigure 1 illustrates these expectations.

INSERT FIGURE 1 HERE
In Figure 1,Point A representghe situation where management does not provide a

supplemental @cctM disclosureand the audit report does not provide4:@M disclosure. In
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this situation, we predict users will asse$¥Emultiple of n, which reflects the perceived firm
value in the absence of both fimtder and secondrder information about material
measuremdruncertainty At Point B managemeryrovides a supplementalcctM disclosure,
but theauditordoes not provide a4:dM disclosure Here we predict users will assess a P/E
multiple ofn - x, wherex represents thdiscount attributable to firsirder irfformation about
material measurement uncertainty.int G the auditor providea fully-narrative GludM
disclosure, but management does not provide a supplemefitaMCdisclosureHerg we
predict users will also assess a P/E multiple -of, as thg will weight the firstorder
information conveyedincidentally)in the C4udM disclosure, but not the secendder
information.At Point Dmanagement provides a supplementét&@M disclosure and the
auditor provides a fullnarrative GludM disclosureHere we predict that users walill only
weight firstorder information in their valuation judgments, resulting P& assessment of x.
Thisleads to our first hypothesis

H1: Nonprofessional investors will weight fully-narrative CAudM disclosures and
supplemental CAcctM disclosures as substitutes in their valuation judgments.

Linking this theoretical discussion tke Heineken example in Appendix I€] predicts
thatuserswill treat the key audit matter disclosuretive Deloitte audit report aga substitute for
robustsupplemental @cctM disclosuresrom Heinekenrmanagemenwhen makingvaluation
judgments (Heineken management did not provide such disclosures in the annualTregort).
last sentence of the key audit matter in the Heinekdit egport includes secondrder
information that proposedAzdM disclosures would requirséePCAOB 2016): OAs a response
to this risk, we performed, amongst others, substantive procedures on the CompanyOs calculation

of the returnable packaging liability, flesing on the valuation and completeness of the liabilityO
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(Heineken 2015, 143). In communicatitiis seconedorderinformation DeloitteOsdisclosure
also incidentallyrevealsthat first-order information about measurement uncertagnigts.
Theory and Research on Presentation Format

Researchevealsthat financial statement format affects u§rdgments For example
Maines and McDaniel (2000)nd that usersO weighting of the volatility of unrealized gains
varies depending on the format of the financial statement where the gains are r€ported.
Proell et al. 2014 find nonprofessional investors bettircipher the reliability implications o
measuremergubjectivitywhen fair valuggainsappeaiin a separate colunin theincome
statementThey further find that reliability judgments partially mediate the effect of this
increased salience on valuation judgmeResearclalsoreports that usrs place relatively
greater weight on recognizedrsus disclosedmountdn their valuation judgments (e.davis
Friday et al.1999 Ahmed, Kilic, and Lobo 2006)We extendthis research bgxamining
whether visual cues in auditor reports influeneewhay nonprofessional investors weight
disclosed information about material measurement uncertainty in valuation judgments.

Research in psychologynsistentlydemonstrates thaisual cues orient attention to
stimuli (see, e.g., Posner 1980; Posner amioe@ 1984)This suggestauditors can use visual
cues tadraw usersO attention to financial statement amotnetsthe audit report contains
secondorderinformationabout those amountis order to weight thisecondorderinformation,
users must store the information in working memory while they analyze the related amounts and
disclosures in the financial statements and footnotes. Research demonstrates limitations of
working memory (see, e.g., Baddeley and Hitch 1974; lamckVVogel 1997) and suggests that

higher working memory loads interfere with information processing (e.g., de Fockert, Rees,

® Contemporaneous research also finds that visual representations help auditors themselves to understand complex
estimates (BackofCarpenter, an@hayer 2015pand accounting firms encourage the use of visualization to interpret
data (e.g.Pavenport 2013; KPMG 2015
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Frith, and Lavie 2001)\isual cues that identify specific financial statement amounts eliminate
the need for users to rememberiathamounts relate teeconeorderinformation thereby
reducingthe volume of informationf users must hold in working memory when analyzing
financial statement€ollectively, this suggests that visual cues ilthorient usersO attention
to specificamounts andeduce the cognitive codfsatusers must incur timcorporatethe related
seconedorderinformation in their valuatiojudgments gee, e.g., Maines and McDanz€00).

AU 634, Letters for Underwriters and Certain Other Requesting Parties, degribesvisual
cuesavailable for auditors to use when reporting procedures and results in Ocomfort lettersO
(PCAOB 2003, par. 58)This standardpecifically allowsauditorsto place labels adjacent to
amounts on copies of financial reports (e.g-KB) 10-Qs, andprospectusgghatindicate
seconedorderinformationabout theespective amounts. Under this format, auditors use the body
of the comfort letter to define OtiakarksO that indicate the results of procedures applied to
reportedamounts. Auditors then write or type these-cirks directly on copies of financial
reports(i.e., adjacent to the respective amouats] attach these copies to the comfort letter (see
an example in Appendik).” We refer to thigracticeas auditorvisual disclosure

Tick markson the face of the financial statemeptsvidevisualcuesaboutsecondorder
information in the auditorOs report regardirgrespectivamounts (see, e.g., Lipe 1998).
Following Maines and McDani€R000, we expecthese vigal cues t@aggregatseconedorder
informationwith the respective amounts and theré&mjlitate users@eighting of tlis
information in their valuation judgment&dditionally, research showhatusers view firsorder
informationabout material measurement uncertaag@bad news0r investorge.g, Diamond
and Verrecchia 19950ng et al. 2010Research also suggests timanyusergroups view

secondorderinformation in GudM disclosuresasObad newdOr investorge.g., Bakof et al.

" Copies of financial reports with tiekarks attached tcomfort letters are referred to as OcigsO in practice.
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2014 Christensen et al. 201Kachelmeier et al. 20148raselet al. 201§. Following this,our
second hypothespredictssecondorderinformationwill have a stronger effect on usersO
valuation judgments the presence of visual cues (iaugditor visual disclosurghanin the
absence of these cues (iauditornarrativedisclosureg:

H2: Visual cues facilitate nonprofessional investors’ use of second-order
information about material measurement uncertainty in valuation judgments.

In Figure 1,Point E represents the situation where the auditorOs report providegh C
disclosure with visual cues and management does not provide a supplementisi C
disclosure. In this situation, we predict that users will assess a P/E multipler efy, wherey
represents the discount attributable to seamaer information when management does not
provide supplemental &zctM disclosuresLinking this theoretical discussion tioe Heineken
example in Appendix Ghe Deloittereport does not prxade visual cues andeineken
management does not provide supplemental disclosures. H2 predicts that if Deloitte provides
visual cues in the audit report, then nonprofessional investors will weight the sedend
information in the key audit matter disslure in their valuation judgments and incrementally
reduce their assessments of firm value.

Our third hypothesis extentf2 andpredics that nonprofessionahvestorswill weight
first-order informatiordifferently in their valuation judgments when thedgo weight second
order information in these judgmen@onsistent wittmarket signalingheory (e.g., Spence
1973), Healy and Pale@993 suggest that management can mitigate threats to the credibility
of financial reports by providing expanded disdlies.Thus,if auditor disclosurethreaten the
credibility of reported amounts, themanagers camitigate usersO concernsvojuntarily
providing robustsupplementatlisclosuresHowever, if auditor disclosures threaten the

credibility of reported amous andmanagemenprovides only limitedlisclosureghatdo not
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mitigateusers@oncernsthenuserswill weight thesecredibility threatsn their valuation
judgmentqe.g, Holthawsen and Watts 2001Following this, weexpectthat when users weight
secondorder information in their valuation decisions, they will take less (more) price protection
in this seconerder information when management voluntarily provides (does not provide)
robust supplemental disclosures

Research awsistently demonstrates thateus attend to negative information in audit
reports (e.g., Libby 197%chneider and Church 2008helton and Whittington 2008) his
suggets thatsecondorderinformationabout material measurement uncertainty thileaterthe
credibility of the relatecamountsin H2, wepredictthat visual cues will facilitate
nonprofessional investorsO use of seawddr informatiorabout material measurement
uncertainty. Followinghis discussionour third hypothesigredicts tle following:

H3: Robust supplemental management disclosures will mitigate the predicted
negative valuation effects of second-order information that is accompanied by
visual cues.

In Figure 1,Point F represents the situation where the auditorOs pepoides a QudM
disclosure with visual cues and management provides a supplemgata\i@lisclosure. In this
situation, we predict that users will assess a P/E multiple of- z, wherez represents the
discount attributable to secowdder informatiom when management provei®bust
supplemental @cctM disclosuresThat is,z representg$l) the discount attributable to the
secondorder information about material measurement uncertaintyij.elus (2) the premium
attributable to the signalingffed of robustsupplemental @cctM disclosures (i.ez) (e.g.,
Spence 1973; Healy and Palepu 1998lus z = k£ + ¢. Additionally,y represent$l) thediscount
k plus(2) thediscount attributable to the lack of supplementat&M disclosures (i.es). Thus

y =k + s H3 predicts that the premium,is numerically greater than the discour(i,e.,z > y).
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H3 has hypothetical implications in the context of Heneken example in Appendix C
Recall thathe Deloittereport does not provide visual cusdHeinekenmanagement does not
provide supplemental disclosuré® predicts thaif Deloitte providesvisual cues in the audit
report,nonprofessional investors will weight the secamnder information (i.e., as well as the
first-order information) irtheir valuation judgments. H3 predicts that Heineken management can
mitigate the predicted effect of this secamder information on these valuation judgments by
providing robust supplemental disclosures.

III. EXPERIMENTAL METHOD

Participants
Participantsaare102 Masters of Business Administration (MBA) students framequired
financial accounting cours# a large public universitin the United Stated?articipants
completed the experiment near the end of the course after covering sfaratasichl stéement
analysismaterial® All participants received course credit and cash compensation of $20 for
completing the experimentVe present descriptive statistics for participantsO education, work,
and investing experience in TableParticipants hava mea of 5.86 years of work experience,
have taken 18accounting courses and Q.flnance courses, and are 2Byears old.
Participantdhave a meanf 3.3 years of investing experienaad a mean GMAT score of
64302 Forty-severnpercent of participantisave made personal investments in the stock market.

Sixty-five percent of participants had previously evaluated a companyOs perfoasiagce

8 participantshad the requisite coursework necessary to qualify as proxies for nonprofessionatinfes., Clor
Proell et al2014 Elliott, Hodge, Kennedy, and ProBR07).We obtained institutional review approval for the
study andjaveall participants the optioto completean alternative task (two students chose this optitimg.
faculty member that instructed this course had no other involvement with this study.
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financial statement§ hirty percent of participants are female a®g8rcent of participants
speak English at honfe
INSERT TABLE 1 HERE
Materials and Procedures
The instrument has five parts: instrucsqRart I) preexperiment informatiofPart I1),
company informationRartlll ), experimental manipulation®&rtlV), andmanipulation/
attention checks antemographicsRartV). SeeAppendix Dfor experimental materiaf§
Figure2 summarizes the information provided, manipulations introduced, and data collected in
each part. Participants must complete these five parts in order and canndiaekiiona
completed part. However, participants can navigate between screens within each of five parts.
Part Il provides participants with a brief overview of the fair value hierarchy in ASC 820 and
lists representative examples of measurement inputs for each |gvelhierarchyPart Ilalso
provides definitions and formulas for the financial statement ratios presented in the experiment.
INSERT FIGURE2 HERE
Partlll provides information from the Investor Relations department of T&wisal,
Ltd, a publiclytraded midsized specialty manufacturer of tools. This information includes a
company description, a press release for its 2011 annual results, comparative industry
information, the companyOs 2011 income statement, and fair value disclosures from the
companyOs 2011 earnings release. The information indicates the company is generally
performing well and compares favorably to industry averages. Additionally, the income

statement indicates the company earned net income of approximately $182 million, which

° We usea series of-tests foreach of these descriptive variables to test the random assignment performed by
Qualtrics.We find differences in some of these variables across(tellsinvesting experience, personal

investments in the stock market, evaluating a companyOs perfousarngénancial statements, and ftithe work
experience). We discuss this further in the Methods section; our results are robust to controlling for these variables.
9We adaptedhte instrument used i@lor-Proell et al. (2014) and thank those authorsFaring the instrument
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includes an investment gain of $60.4 million. The fair value disclosures contain boilerplate
descriptions of the input levels in the fair value hieramhg specifically stat€OThe entire
amount of the $60,400,000 investment gain relates to Level 3 investatemitiesO
Partlll alsopresents a series of six questions. The first question solicits participantsO
assessmesbf TransGlobalOs P/Eultiple using a continuous scale from 10 to'2@he next
two questions ask participants to rate Tr@hsbalOs gential for future earnings growth and the
risk of an investment in TrarBlobalOs common stock, respectively, on a continuous scale from
1 to 10. The following three questions ask participants to rate the degrees of relevance,
reliability, and faithful reresentation, respectively, of Tra@GobalOs financial statements, on a
continuous scale from 1 to 1dWe usethesepre-treatmenmeasurements to control for
idiosyncratic differences in petieatment measurements of our dependent variables itvVPart
Part IV containgll experimental manipulatiai® In all cells, we provide information
from the auditorOs report that indicates the auditor issued an unqualified opinkppgsedix
D, Panes A andB). We also provide all participantsith the companyOs fair value footnote,
which containgequired ASC 820 disclosuréappendix D Panel C Section ). Participants that
receive the management disclosure treatment view information that detoeilmesterial
measuremenincertainty inherent ithe companyQsvel 3 Trading Securitiesnd the related

gain Appendix D PaneD).*

" Following Clor-Proell et al. (2014) and Barton and Mercer (2064 ,instrumentonveysthat(1) companis in
thisindustry have historically had trailing P/E multislanging from 10 to 20(2) aP/E multiple takes into account
company and econoryide factors, ang@3) all else equal, higher P/E multiples result in higher stock prices

21n these questions,ayprovide brief definition®f relevance and faithful representatierivedfrom the joint
FASB/International Accounting Standards Bo@i8SB) conceptual framewor&inda briefdefinition of reliability
derivedfrom thesupersede&ASB conceptual framework

13\We countetbalancemanipulationgo control for ordering effects.

14 SEC guidance directs companiesXconsider enhanced discussion and analysis ofE critical accounting estimates
and assumptions thatE provides greater insight into the quality and variability of information regarding financial
condition and operating perimanceO (SEC 2003)e adapted the wordirfgr this manipulation fronC4cctM
discussions about Level 3 fair value measurements using annual reports for various public and private entities.
Based on our own review of variousi&M disclosures, tb wordingin thesedisclosuresvasparticularly
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We also administer the two audittisclosurereatments in PalV: auditornarrative
disclosure and auditmisual disclosureThe information communicated in baththese
treatments is identicaBoth of these treatmenitsdicate thathe auditorOs report contains a
modification related to the reasonable assurance obtained over the companyOs Olnvestment
gainsO and OLevel 3 trading securitiesO. Both treatnuicasethat the auditors audited these
amounts by testing the processes that management used in developing the estimate. Both
treatments alsmdicatethat the auditors obtained reasonable assurance over a range of
acceptable values and, although the reportesliats fall within a range of acceptable values,
that range contains amounts that are materially different than the reported amount. Neither
treatment mentions where the recorded point estimate falls within the acceptable range.

The auditomarrativedisclosure and auditmisual disclosurgreatments diffeonly in
terms ofpresentation formaWWhile auditor visual disclosure provides visual cues that identify
the amounts in the financial statemetotsvhich thissecondorderinformation relatesauditor
narrative disclosure does ndtie auditomarrativedisclosure treatmemrovidesthis second
orderinformationand identifies the related amounts narrativelthe body of the audit opinion
(seeAppendix D Panel E). The auditaisual discloste treatmenincludesa markeeup copy of
the annual repodsan attachmerb the audit reportAppendix D Panel F). Irthis markeeup
copy, the auditor hakbeledeach amounwith a letter(i.e., either an OAO or a OBOR.label
OAO indicates thediureport does not contain specifiecondorderinformation about the

respective amounThe labelOBO indicates that thecondorderinformationabout material

transparent and forthcoming abduij thejudgment and uncertainty inherent in predicting future evépyshe
related measurement uncertainty and sensitivity of measurements to changes in assamg(®jrthe possibility
thatestimates could change materiatythe neatterm See Appendix Bor example of management disclosures
aboutmaterial measurement uncertainty.
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measurement uncertainty in the body of the audit opinion relates to the respective amount. OBO
appears next to tf60.4 million investment gajfOAO appears next to all other amotints.

We designedboth auditor disclosurgeatments to operationalize a#zM disclosure in
accordance with theCAOBOgroposed auditing standard for the auditorOs reporting model
(PCAOB2016. Both treatments fulfill the proposed requirements thaid™ disclosurs: (1)
identify the CludM, (2) describe therincipal considerabns that led the auditor to determine
the matter is a QudM, (3) describe how the LiidM was addressed in the audihd @) refer to
the relevant financial statement accounts and disclosures that relate #utivd SeePCAOB
2016, A1-9). The auditomarrativedisclosure and auditaisual disclosuréreatments differ only
with respect to requirement)(

Following the experimental manipulations in Ra&tt participants complete the same six
questions they responded to in RHrtFollowing ClorProel et al.(2014), we use participas®
assessed P/E multiples from Part(i¥., posttreatment measurea$ our dependertriable and
control forparticipantsO assessed P/E multiples from Part 1| (i.etrgatenent measusgin our
modek. Participans then complete an attention check question and a series of manipulation
check questions in Pavt Following the experiment, avcollect demographic information.

IV. RESULTS
Attention and Manipulation Checks
We include two questions to determine whethetiggpants attended to threaterial
measurement uncertainty inherenthie $60.4 million investment gaiRour of the102

participantancorrectly answered a true/false question about whétkanvestment gain reflect

15 Providing participants with the markegp income statement and markeg summary of faivalue disclosures in

the auditowvisual disclosuréreatment reexposed those participants to financial information. We therefore provided
non-markedup copies of both the income statement and the fair value disclosures to all participants that did not
receive the auditorisual disclosuréreatment to avoid a potential procedural confound.
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significant managememsssumptions; we exclude these responses from the analyses. We also ask
participants to rate the precision of the investment gainsoala from one@Not Precise at
AllQ to seven(OVery Precis¢(Xhe mean responsd 2.80indicates that participants athded to
the materialmeasurement uncertaintpnstruct'®

We also include closeended and opeanded manipulation check questions. In clesed
ended questiond8 of the remaining 98id not correctly indicatéhe specificmechanism(s)
used to communicateaterial measurement uncertainfyVe use opemnded questions tallow
participants to demonstrate an understanding of how management and the auditor communicated
material measurement uncertainfyvelve of the 18 participants thamisseda closedended
guestion indicated a correct understandinghefrespectiveisclosuremechanisms in the related
openended questioff We exclude responses from tig participants who failed both ttepen
andclosed ended manipulation check questions, resulting in a final samhp2*®
Hypothesis Tests
We present descriptive statistims P/E judgments Table 2 Table3 presentsesultsfrom our

hypothesigesting 2 X 3 ANCOVAmModel which use posttreatment P/E mitiple assessments

16 Measurement uncertainty is a component of estimation uncertainty, which is characterized by the distinct
constructs of subjectivity and imprecision (e.g., Nelson, Smith, and PalmroseB28@8net al.2013 Griffin

2014). Our attention checlesultsshow participants attended to both constructs.

Y Fourparticipants that did not receive eitlifrtheauditordisclosuretreatments failed to indicate that the auditorOs
report contained no modifidans to the standard wording. Fquarticipants that recedd the management

disclosure treatment failed to indicate that management communicated the magasatement uncertainty
associated witlthe investment gairkight (two) participants that received the auditarrativedisclosure (auditor
visual disclosire) treatment faild to indicate that the audi¢éport communicated the matenmakasurement
uncertaintythrough an explanatory paragraph (labels in copies of financial statements).

18 A secondyear PhD student not associated with this project made te¢seninations. This individual was blind

to the research questions and to experimental conditions. This individual has twelve years of public accounting
experience and held the title of OSenior ManagerO at a Big Four firm prior to entering a PhD program.
9|nferences are unchanged when we excludéSilarticipants that answexdone or more closednded

manipulation check questisiincorrectly
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as the dependent variable and-pe&tment P/E multiple assessments as a covafidle
present graphical illustrations ofir results in Figure.

With respect to the random assignment performed by Qualtrecperform a series of
tests to examine whether means of any descriptive variables differ betweeGa®ltsred to
participants in other conditiongarticipantghat receive onlyhe auditor visual disclosure
treatment (i.e., Cell OEO in Table 2) less commonly made péns@s#inents in the stock
market and have less investing experience, less experience evaluating a company by analyzing
its financial statements, and less Hithe work experience. Similarly, participants that receive
only the auditor narrative disclosureatment (i.e., Cell OCO) more commonly made personal
investments in the stock market and have more investing experience and more experience
evaluating a company by analyzing its financial statem@uiisresults argimilar when we
controlfor all possibé combinatiors of thesefour variablesandonly full-time work experience
approaches marginal significaneen we include it imur2 X 3 ANCOVA model ¢ = 2.58 p
= 0.11, twotailed) We therefore control fulime work experience in our hypothesists®*

INSERT TABLES2 AND 3 HERE

In our 2 X 3 hypothesitesting ANCOVA model, we find a significaimteraction
between management disclosure and auditor communid¢ated.12,p < 0.01, onetailed)

This is consistent with our predictionsconditionaleffectsin H1, H2, and H3 anohdicates that
main effectdn this modelannot be sensibly interpreted (Keppel and Wickens 2004, \W&Y/).
testH1 using the planned contrastTable 3, Pand (i.e., Cell A > [Cell B + Cell C + Cell

D]/3). Consistent witiH1, this contrast is significanf'(= 7.5Q p < 0.01).Additional pairwise

2 This ANCOVA design enables us to use each participant as his/her own control when analyzing treatment effects
(i.e., a pretest posttest desigB)or-Proell et al. (2014) note that controlling for greatment measures is preferable

to analyzing changes. We obtain similar results when analyzing changes in participants® P/E multiple assessments.
Z Results are essgally the same, and inferences are unchang&eén weexcludethis control from the model
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compaisonsshowthatthe effect of aditor narrativedisclosure is negative when management
disclosure is absent'= 4.05 p = 0.02, oneailed)and theeffect of management disdure is
negative when auditorarrativedisclosure is absent'= 6.07, p < 0.01, oneailed). Further
consistent wittH1, pairwise comparisons indicate that the effect of audaamativedisclosure

is insignificant when management disclosure is prggent0.02,p = 0.89 two-tailed) and that
the effect of management disclosure is insignificant when auditoativedisclosure is present
(F = 0.2, p = 0.65 two-tailed)? This pattern ofesults suggest substitution effect, whereby
fully-narrativeC4udM disclosuresio not influencexonprofessionahvestorsO valuation
judgments whemanagement providesbustsupplementaCAcctM disclosures.

H2 predicts that visual cues will facilitate nonprofessional investorsO weighting of
seconedorderinformationin valuation decisiondgRkesearch showthatseveral user groups
considersecondorderinformation in C1udM disclosures to beb@d newsO (e.g., Backof et al.
2014 Christensen et al. 201Kachelmeier et ak014 Brasel et al. 2016 Therefore, in
conditions where management disclosure is absergxpect participanteho weightsecond
orderinformationto assess lowd?/E multiples than those who do not. &\test this prediction
usingtheplanned pairwise compariseim Table 3, Pagl C. Consistent with H2, participants
assessarginallylower P/E multiplesvhen only auditor visal disclosure is present (Cel) E
than when only auditor narrative disclosure is present (C&l'€)2.30, p = 0.07, ondailed).
P/E multiple assessmenitsCell Eare also lower than thoseross Cell C an@ell D (i.e., both
conditions with the auditor narrative disclosure treatm@nt) 97.53,p < 0.0]). Collectively,

our Hland H2 results suggest thvathile secondorderinformation is valugelevant,

#2\We also use the Otwo eway significance testsO approach to test whether adjusted P/E multiple assessments in
Cell D are statistically equivalent to those inl@&land Cell BConsistent with H1, mean adjusted P/E multiple
assessment in Cell D are lower than the upper limit and higher than the lower limit of the 95% confidence interval of
the adjusted mean for both Cell B£ 3.56,p = 0.03 andF = 2.38,p = 0.06, respectively) and Cell € € 6.44,p =

0.01 andF = 1.67,p = 0.10, respectively) (see Table 3, Panel Bpalalues are on&iled).
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nonprofessional investors do not weight this information when it is presented in-adulyive
format. Additionally, visual cues facilitate this weighting.

INSERT TABLE3 HERE

Our third hypothesis predicts thaarticipants willincorporate management disclosure in

their valuation judgments differently under an auditor narrative disclosure regime versus an
auditor visual disclosure regimiéollowing market signaling theory (e.g., Spence 1973; Healy
and Palepu 1993), we predict thabust supplementéist-orderinformation (i.e., in the
management disclosure treatmemil) mitigate potential negative effects sdcondorder
information(i.e., in the auditor communication treatments) on P/E multiple assessments
Following H1 andH2, wefurther predictthe mitigating effect of management disclosure will
existin anauditor visual disclosure regimleut not in an aditor narrative disclosure regimé/e
test H3 using the planngiirwise comparisonia Table 3, Panel DConsistent with H3,
participants assess P/E multiples higher in response to the management disclosure treatment
when auditor visual disclosure is presem.( CellF > Cell E; F = 2.80,p < 0.05), but not when
auditor narrative disclosure is presdre.(Cell C vs Cell D; F = 0.20,p = 0.65).Further, the
effect of management disclosure is differ@m., less negative or more positivehe auditor
visual disclosure regiman inthe auditomarrativedisclosure regime.g.,[Cell F- Cell E] >
[Cell D - Cell (; F=2.30,p = 0.07).If managers attend to this signaling potential, these results
suggesthat visualcues in auditor reports mg@yomote transparen@round material
measurement uncertainty through enharstgiblementaCAcctM disclosurs.

INSERT FIGURE3 HERE
Additional Analyses
While we ran our experiment using a fully factoriak 2 X 2 design, we omifrom our

empirical analysesertain cells that reflect situations we would not expect to see in practice.
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Includingcells where auditonarrativedisclosure and auditmisual disclosurénteract
introduces noise and reduces model poWemever, esultsusinga fully factorial 2 X 2 X 2
ANCOVA model (untabulated) yielshferenceghat aredentical to those from ourypothesis
testing modelWe furter analyze our data usingveo separat@ X 2 ANCOVA models to test
the respective auditor narrative disclosure and auditor visual disclosure regimes. Results from a 2
X 2 ANCOVA with management disclosure (absent versaseqat) and auditorarrative
disclosurgabsent versus presgnteld the same inferences with respect to H1 as our hypothesis
testing modelAdditionally, comparing results from this 2 X 2 ANCOVA model with results
from a 2 X 2 ANCOVA model with managenteatisclosure and auditor visual disclosure (absent
versus present) yields the same inferences with respect to H3 as our hyge#tiegjsnodel.

V. CONCLUSION
We jointly examine the value relevancefiodt-orderandsecondorderinformation about
materid measurement uncertainty/e also examine whetheisual cues in auditor reports
influence the way nonprofessional investaesghtbothfirst-orderandsecondorder
information about material measurement uncertainty in their valuation judgr@emtesults
revealthatrobustsupplementainanagemendisclosuresandfully -narrativeauditor disclosures
are substitutesm communicating information abouhderlyingmaterial measurement
uncertainty to nonprofessional investorhis is consistent with rearch thatoes nofind an
effect ofauditordisclosures on security pricesd., Lennox et al. 2015) and suggests aliitor
disclosuredecomemore importantvhenmanagement does not provide robust supplemental
disclosuresOur resultsalsoreveal tlat nonprofessional investors react more stronggetmnd
order information wheauditordisclosureprovidevisual cuesCollectively, these results
suggesthatnonprofessional investors weight secamder informatiorwhen auditodisclosures

includevisual cues, but not wheauditreports preserdisclosuresn afully -narrativeformat
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Our resultsalsoreveal thatisual cues change the wagnprofessional investovgeight
bothfirst-orderand secondrderinformationabout material measurementcertainty
Consistent with market signaling thedetg., Spence 1973)onprofessional investors assess
higher PIE multiples in response tobust supplementahanagemerdisclosure when audit
reports communicate secendder information usingisualcues These resultsuggesthat
visual cues in auditor reports witicentivizemanagers$o providerobust supplement&l4cctM
disclosuresFuture researcamight examine how managers respond to these incentives

Our findings incrementally contribute toiqr research on three dimensiokgst, we
jointly examine the value relevancgfirst-orderandseconedorderinformation about material
measurement uncertaini}/e draw the critical distinction betweérst-orderCAcctM
information andsecondorderCAudM information. We also clarify that both4cctM disclosures
and GudM disclosuregprovidedifferent information about theame underlying issuesSecond,
we demonstrate the importance of presentation format and visual cues in commusecbing
orderinformation about material measurement uncertainty. Collectivahfirmdings suggest
that thevaluation implications of @udM disclosures are conditional on the presentation format
of these disclosures and theality of managementOsi&+M disclosures.

Third, weidentify visual cuesurrently used by auditors in practitetappear to
facilitate uses@veightingof disclosed informatiarin doing so, we contribute to research on
recognition versus disclosure (e.g., Bernard and Schipper D@94 Friday et al. 1999;
Hirshleifer and Teoh 2003; Davigiday et al. 2004Ahmed et al. 2008y1Yller, Reidl, and
Sellhorn 2015)Namely, our findings suggest visual cwasmhelp bridge the documented gap in
the decision usefulness of recognized versus disclosed accounting information

Our findingshaveinteresting implications for regulatippractice and future research

Visual cues can be readily used in the contexteptioposed PCAOB requirement that:@M
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disclosures Oidentify the relevant financial statement accounts and disclosures that relate to
critical auditing mattersO (PCAOB 2016,-8)1 C4udM disclosures can relate to many amounts

in different places throughtan annual reporOur findingssuggest that effective

implementation of this requirement will directly influence whether users can process the second
order information in these disclosurgfie PCAOB has not yet addressed the potential
implementaton ofthis proposed requirememyr findings can inform conversations among
financial reporting stakeholders about potential upcoming implementation decisions.

Additionally, theFASB and SEGllow issuers significant discretion implementing
disclosure pragates related to material measurement uncert¢®BC 2003; FASB 2010a).
Research, in turn, suggests signific@md sometimes strategiariationexistsin these
disclosurepracticeqe.g.,Ettredgeet al.2011, Ernst and Young 2014). Our findings hiigghit
the importance of robust supplemental disclosures in reducing information asymmetry around
material measurement uncertair®ur findings alsoimply thatmanagers can use robust
supplemental disclosures to mitigate potentially detrimental valuatieats of CludM
disclosureslf managers attend to this signaling potentiadual cues in auditor reports may
promote transparendyom managemenEuture research caontinue tcexamine howchanges
to the auditorsO reporting model might influence genséliscretionarydisclosure practices.
Future researcmight also examinemanagementOs usevisiual cuego link recognized amounts
to disclosed information.

Our experimental materials refletvo design choices that we made to maximize
consistency wh practice and facilitate valid theoretical inferences using our sample of MBA
student participants. First, based on feedback during pilot testing, we used the following wording
to introduce the auditorarrativedisclosure and auditaisual disclosuréreatments OThe

auditorOs report contains the followémg modification to the standard wording ofckean
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opinionO (emphasis in instrument). It is possible that some participants incorrectly inferred that
the auditor issued a qualified opinion. However weeild expect participants that draw such an
inference to take incremental price protection and we do not observe this response to either
treatment in our results. Second, due to the format in the andit@tivedisclosure and auditor
visual disclosuréreatments, the ordering of information differs, by necessity, between these
treatments. To control for potential recency effects, we designed our instrument such that the last
piece of information that we convey in both conditionthesamountghatrelae (and do not
relate) to the GudM. We communicate this information narratively (visually) in the auditor
narrativedisclosure (auditovisual disclosuretreatment. Additionally, it is difficult to predict
whether and how primacy or recency effects would influenceesults

Our study is subject teertainlimitations. We explore only specific types of management
and auditodisclosuresand only ondevel of material measurement uncertaitpexplored
levels of each of these three independent variables could have a different effect on investor
decision making than those we document in the present $ielfocus on those possibilities
that seem mogeasible given the current state of financial accounting and auditor regul&on
alsoacknowledge that the effects of dtgatmentdikely depend on the significance of the
account in questiorkuture research can examine management and addittwsiresrelated to
ranges of acceptable values for estimates that reflect material measurement undeutanety.
research can also examine whetiereffects of auditadisclosuresliffer for aggressive versus
conservative (or neutral) estimatEsirther this study measures investorsO reaction twel n
new disclosureG4udMs) andnovel visual cuedt is possible that the effects we detect will

change over repeated exposures that act to redisceovelty.
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APPENDIX A
Excerpts from a Recent Letter to an Underwriter

Note Below are excerpts from an actual recent Agreed Upon Procedures Letter issued by a large international
accounting firm. These excerptiistrateauditor visual disclosur@mitted wording is indicated by an O...O and
redacted identifying information has been replaced with a string of OXOs.

Panel A: Wording in Body of Comfort Letter

O...We have not audited any financial stateme XXX as of any date or for any period subsequent to XXX

3X, 20XX. Although we have conducted an audit for the year ended XXX 3X, 20XX, the purpose (and therefore the
scope) of the audit was to enable us to express our opinion on the consolidated ftatecdnts as of XXX 3X,

20XX and for the year then ended, but not on the consolidated financial statements for any interim period within that
year. Therefore, we are unable to and do not express any opinion on the unaudited consolidated financial
information as of and for the foumnonth periods ended XXX 3X, 20XX and 20XX, included in the Preliminary

Official Statement, or on the financial position, results of operations, or cash flows as of any date or for any period
subsequent to XXX 3X, 20XX...

At your request, we have read the items identified by you on the attached pages of the Preliminary Offering
Statement and have performed the procedures indicated in Attachment A, which were applied as indicated with
respect to the letters explained therein...

Attachment A to the Letter Dated XXX XX, 20XX
XXXXX, Inc.

In all instances where we compared amounts, percentages or ratios and found such amounts, percentages or ratios
to be in agreement, such agreement is after rounding or truncating as deemed appropriate by XXXXX, Inc. and
Affiliates (“XXXXX"). In addition, we make no comment as to reasons for any increase or decrease, or as to the
specific components of the amount or percentage or the definitions of certain terms.

Letter key to certain procedes:

(A) Compared or agreed to amount or amount derived from the audited consolidated financial statements of
XXXXX as of XXX 3X, 20XX and 20XX, and for the years then ended... and found them to be in agreement
after giving effect to rounding, if applicable.

(B) Compared the amount to XXXXXOs internally generated accounting records and related schedules and found it
to be in agreement after giving effect to rounding, if applicable.

(C) Recalculated based on amounts in XXXXX0Os audited consolidated financiabstataoted in (A) above and
found the amounts to be in agreement after giving effect to rounding, if applicable. However, we make no
comment with respect to any indicated causal relationship.

(D) Recalculated based on amounts from XXXXXOs internally geneatednting records and related schedules

and found them to be in agreement after giving effect to rounding, if applicable. However, we make no
representation as to the completeness of these analyses or to any indicated causal relationships...O
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APPENDIX A

Excerpts from a Recent Letter to an Underwriter (continued)

Panel B: Excerpts from Preliminary Offering Statement referenced in letter in Panel A

(“Circle-ups”)

Note The Preliminary Offering Statement contains several sections. The exoalgsare from

the OSelected Statistical and Financial InformationO section and the OManagementOs Discussion

and AnalysisO section

SELECTED STATISTICAL AND FINANCIAL INFORMATION
XXX, INC. AND AFFILIATES
SUMMARY CONSOLIDATED STATEMENTS OF OPERATIONS @

A

NET XXX XXX REVENUE
OTHER OPERATING REVENUE
TOTAL REVENUE

EXPENSES

XXX

XXX

XXX

XXX

XXX

XXX

XXX

Other Expenses
TOTAL EXPENSES
INCOME FROM OPERATIONS

NON-OPERATINGGAINS
(Los9, NET

EXCESS OFREVENUE OVER
EXPENSES

(0000s Omitted) B
Four Months Ended
Fiscal Year Ended XX 3X, \ XX 3X,

20XX 20XX 20XX 20XX 20XX
$1,060,811 $1,080,368 $1,114,102| | $372,783 $381,259
44,505 44,967 51,107 16,334 17,521
1,105,316 1,125,335 1,165,209 389,117 398,780
439,368 448,370 454,514 151,552 156,674
139,931 138,261 125,637 46,242 46,174
91,574 94,231 94,377 31,540 30,437
41,647 42,655 42,222 14,525 13,465
63,170 63,407 60,290 20,127 19,704
17,124 15,866 15,575 5,270 5,159
39,017 37,480 36,225 13,086 14,872
228,142 222,750 244,393 84,462 89,564
1,059,973 1,063,020 1,073,233 366,804 376,049
45,343 62,315 91,976 22,313 22,731
13,211 (6,260) 7,694 10,859 4,337
$58,554  $56,055 $99,670 $33,172 $27,068

(1) Refer to Appendix B for disclosure on the results of the financials had XXX been-spéigored
on a historical basis for Fiscal 20XX and 20XX.

(2) Ini“lies interest expelie reflected in-operating gains, neff&8,038 (20XX), $8,958 (20XX

0 (20XX) i@: .. for the four months ende

respectively.

A

B B
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APPENDIX A
Excerpts from a Recent Letter to an Underwriter (continued)

Panel B (continued): Excerpts from Preliminary Offering Statement referenced in letter in
Panel A (“Circle-ups”)

Note The Preliminary Offering Statement contains several sections. The excerpts below are from

the OSelected Statistical and Financial InformationO section and the OMana@isversion
and AnalysisO section.

MANAGEMENT’S DISCUSSION AND ANALYSIS

Four Months Ended January 31, 2012 D
B or the four months ended 3X, 20XX A&al Period 20XX0), income from
operations 7 million w& 4 million bettlan the prior fiscal year ¥B3cal Period
20XX0). Operating cash flow approximated Fiscal Period 20XX. D
B D

XXXXX at most XXXXX locations were down slightly and, irvtotal, were 1.1% lower
than Riscal Period 20XX| Management had planne@ldbXXXXX comipared to the prior year.
Gross| XXXXXX and XXXXX revenue in Fiscal Period 20XX §.0 million higher than
Fiscal|Period 20XX as a|result of increased XXXXX volumes and XXXXX intensity. The

XXXXX and XXXXX mix|was somewhat higher in FiscaeRod 20XX compared to Fiscal

Period 20XX, resulting in an increased XXXXX ratio. This has been a continued trend. Other
Operating Revenue wé 2 million higher than Fiscal Period 20XX, which was primarily driven
by $1.5)million of revenue recorded inaton to XXXXX payment from XXXXX.
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APPENDIX B
Example management disclosures of material measurement uncertainty

Below are excerpts from recent audited annual reports and practitioner guidance that we used in
developing the Management Disclosure treatm

Company A (privately held technology company): Goodwill Footnote

Olt is at least reasonably possible that managementOs estimate resulting in an impairment not being
recorded will change in the near term and the effects of the change could bel toetieeia
financial statements.O

Company B (RDK 10/1/2013 10-K): Critical Accounting Policy disclosures in MD&A

OThe preparation of financial statements in conformity with generally accepted accounting
principles requires management to make estimateassuinptions about future events that affect

the reported amounts of assets, liabilities, revenues and expenses and the disclosures of contingent
assets and liabilities. Future events and their effects cannot be determined with absolute certainty.
Therefore management's determination of estimates and judgments about the carrying values of
assets and liabilities requires the exercise of judgment in the selection and application of
assumptions based on various factors including historical experience, eurdez®pected

economic conditions and other factors believed to be reasonable under the circumstances. Actual
results could differ from those estimates. The Company constantly reviews the relevant,

significant factors and makes adjustments where the fadtsiecumstances dictate.

Management has identified the following accounting policies as the most critical in the preparation
of the Company's financial statements because they involve the most difficult, subjective or
complex judgments about the effe€tnatters that are inherently uncertain.O

Guide to annual financial statements - Illustrative disclosures for banks (KPMG 2013): Fair
Value Footnote

OFor more complex instruments, the Group uses proprietary valuation models, which are usually
developedrom recognized valuation models. Some or all of the significant inputs into these
models may not be observable in the market, and are derived from market prices or rates or are
estimated based on assumptions. Examples of instruments involving significaisewable

inputs include certain ovghe-counter (OTC) structured derivatives, certain loans and securities
for which there is no active market and retained interests in securitizations (as discussed below).
Valuation models that employ significant uisebvable inputs require a higher degree of
management judgment and estimation in the determination of fair value. Management judgment
and estimation are usually required for selection of the appropriate valuation model to be used,
determination of expectddture cash flows on the financial instrument being valued,
determination of the probability of counterparty default and prepayments and selection of
appropriate discount rat€.
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Appendix C
Example of Auditor Disclosure of Material Measurement Uncertainty without
Accompanying Supplemental Management Disclosure

Note: Panel A and Panel B below contain excerpts from the 2015 HeinekenAdnJal Report
(Heineken 2015). Panel A includes all of the fwstier information about returnable packaging
deposit¢hat management provided in the Annual Report (i.e., only the reported amount of the
related liability). Panel B includes the excerpt from DeloitteOs opinion that identifies a Okey audit
matterO around the valuation of the liability for returnable pauaigposits.

Panel A: Management disclosure of liability (page 114)

31. Trode and other payables

Note: Management does not provide a narrative explanation of these returnable packaging
deposits anywhere in the annual report.

Panel B: Auditor disclosure of material measurement uncertainty in liability (page 143)

Returnable packaging — valuation of deposit liability

During the course of business the Company provides retumnable packaging to its customers. In most instances the Company collects deposits for
returnable packaging. A particular area of judgement is involved in assessing the value of the deposit liability. There is a risk that the assumptions used in
the calculation of the liability for returnable packaging are unreasonabie, which could result in an incorrect valuation of the liability for returnable
packaging. As a response to this risk we performed, amongst others, substantive procedures on the Company’s calculation of the returnable packaging
liability, focusing on the valuation and completeness of the deposit liability.
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APPENDIX D
Experimental materials

Panel A: Default audit report information
Note: Participants that did not receive either the AudNarrativeDisclosure oAuditor Visual Disclosure

Treatments (i.e., Cell A and Cell B) viewed the following information related to the companyOs audit Rgort
V.

INFORMATION ON THE INDEPENDENT
AUDITOR’S REPORT

The company’s auditors issued a clean opinion’ on the
2011 and 2010 financial statements and footnotes. The
auditor’s report contains no modification to the standard
wording of a clean opinion.

' A clean opinion is issued when the independent auditor
believes that the company’s financial statements are sound; that
is, the statements are fairly and appropriately presented, and in
accordance with GAAP. A clean opinion is the most common
type of auditor's report and is referred to in auditor vernacular as
an “unqualified opinion.”

Panel B: Audit report information when modifications are present

Note Participants that receivegither the AuditoNarrativeDisclosure treatment (i.e., Cell@hdCell D) or the
Auditor Visual Disclosurgreatmenti.e., Cell EandCell F) viewel a screen with the following information related
to thecompanyOs audit report in Part IV

INFORMATION ON THE INDEPENDENT AUDITOR’S REPORT

The company’s auditors issued a clean opinion’ on the 2011 and 2010 financial
statements and footnotes. The auditor’s report contains the following one modification to
the standard wording of a clean opinion (click ahead to view the modification):

! A clean opinion is issued when the independent auditor believes that the company’s financial
statements are sound; that is, the statements are fairly and appropriately presented, and in
accordance with GAAP. A clean opinion is the most common type of auditor's report and is
referred to in auditor vernacular as an “unqualified opinion.”
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APPENDIX D
Experimental materials (continued)

Panel C: Default annual report information
Section 1: Baseline measurement uncertainty information

Note Participants thatid not receive théuditor Visual Disclosuréreatment viewdthis information, exactly as
presented below, in Pdl (i.e., Cell A, Cell B, Cell C, and Cell DParticipants that receidehe Auditor Visual
Disclosuretreatment viewdthis information, as presented in Panel F, Section 3 sfagendix, in PatV (i.e.,
Cell E and Cell F)Because thduditor Visual Disclosurgreatment contains this information by design, we also

provided this information to participants that did not receiveftiditor Visual Disclosuréreatment to avoid an
information confoud.

The Fair Value Accounting Footnote from TransGlobal’s 2011 annual report
provides additional information on the “Investment gains” of $60,400,000
reported in its 2011 income statement. The footnote states the following:

“The Company uses fair value accounting for its trading
securities. Fair value is measured based upon observable and
unobservable inputs. Observable inputs reflect market data
obtained from independent sources, while unobservable inputs
reflect the Company’s assumptions. These two types of inputs
create the following hierarchy:

* Level 1 — Quoted prices for identical instruments in active
markets

* Level 2 — Quoted prices for similar instruments in active
markets; quoted prices for identical or similar instruments in
markets that are not active; and model-derived valuations
whose inputs are observable

* Level 3 — Model-derived valuations that reflect the Company’s
own assumptions and projections”

Additionally, the footnote contains standard disclosures that show the following:

* The entire amount of the $60,400,000 investment gain relates to “Level 3
investment securities.”
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APPENDIX D
Experimental materials (continued)

Panel C: Default annual report information (continued)
Section 2: Income statement

Note Participants that didot receive the Auditovisual Disclosurdreatment viewdthis information, exactly as
presented below, in PdN (i.e., Cell A, Cell B, Cell C, and Cell DParticipants that receidehe AuditorVisual
Disclosuretreatment viewdthis information, as presented in Panel F, Section 3 of this appendix, ivVRaet |
Cell E and Cell F)Because the Auditdvisual Disclosurdgreatment contains this information by design, we also
provided this information to participants that did not receive the Auditaral Disclosurdreatment to avoid an
information confoud.

SELECTED ANNUAL REPORT INFORMATION
Below is a copy of the income statement included in the Annual Report
(Note: The amounts are identical to those in the Earnings Release in Part A.)
Trans-Global Exports, Ltd.
Statement of Comprehensive Income
For the year ended December 31, 2011
(Amounts in thousands except per share data)

2011
Net sales $2,716,256
Cost of goods sold 1,831,250
Gross profit 885,006
Selling, general & administrative expenses 402,500
Income from operations 482,506
Investment gains 60,400

542,906
Interest expense 252,378
Income before income taxes 290,528
Income tax 108,571
Net income 181,957
Earnings Per Share $1.82
Shares Outstanding 100,000

40



APPENDIX D
Experimental materials (continued)

Panel D: Management Disclosure treatment

INFORMATION ON THE NOTES TO THE AUDITED
FINANCIAL STATEMENTS AND MANAGEMENT’S
DISCUSSION AND ANALYSIS

The company has included disclosures in the notes to the audited
financial statements (“Footnotes”) and management’s discussion and
analysis (“MD&A”) sections of its annual report that indicate the
following:

* Management made assumptions about future events in estimating
the fair value of the Level 3 Trading securities and the related
gains on these investments. Future events and their effects cannot|
be determined with absolute certainty. Therefore, the
measurement of these amounts required significant judgment.

* Management calculated the fair value of the Level 3 Trading
securities and the related gains on these investments using a
proprietary model, i.e., one that was developed “in-house” and
by using company-specific assumptions.

* Management considered reasonable alternative assumptions in
making these estimates, and these alternative assumptions
yielded amounts that are materially different than the amounts
ultimately reported in the financial statements.

e Itis at least reasonably possible that management’s estimate
resulting in an Investment Gain will change in the near term
and the effects of the change could be material to the
financial statements. (A change is material if it is important
enough to influence decisions of financial statement users.)

Panel E: Auditor Narrative Disclosure treatment

Note Participantghatreceived the AuditoNarrativeDisclosure treatmentiewed thenformationbelow (i.e., Cell
C and Cell D).

paragraph, which states that the amounts reported as “Investment
gains” and “Level 3 trading securities” in the financial statements
and footnotes are materially imprecise estimates. This explanatory
paragraph further indicates the following information:

* The auditors evaluated the reasonableness of these amounts by
reviewing and testing the process used by management to
develop the estimate.

* For these materially imprecise estimates, the auditors obtained
reasonable assurance over a range of acceptable values. Although
the amounts reported in the financial statements are each within a
range of acceptable values, that range contains amounts that are
materially different than the amount ultimately reported in the
financial statements.

* For all amounts reported in the financial statements, other than
the amounts reported as “Investment gains” and “Level 3 trading
securities,” the auditors obtained reasonable assurance that the
reported amount is free from material misstatement.
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APPENDIX D
Experimental materials (continued)

Panel F: Auditor Visual Disclosure treatment
Note Participantghat received the Auditdrisual Disclosurdreatmentsiewed theinformation in Section 1,
Section 2, and Sectidhof this panel (i.e., Cell E and Cell Participants that did not receive the Audittsual

Disclosuretreatment did not view this information.

Section 1: Language in auditor’s report

describes the nature of the audit procedures performed over
different amounts in the financial statements. The auditor has
indicated the nature of the procedures performed for each amount
in the financial statements by placing a letter (i.e., either “A” or
“B”) next to each reported amount. The language in the auditor’s
report indicates the following:

Modification # 1: The auditor’s report contains language that

A. For amounts labeled with an “A,” the auditors obtained
reasonable assurance that the reported amount is free from
material misstatement.

B. The amounts labeled with a “B” are materially imprecise
estimates. The auditors evaluated the reasonableness of these
amounts by reviewing and testing the process used by
management to develop the estimate, and the auditors obtained
reasonable assurance over a range of acceptable values. Although
the amounts reported in the financial statements are each within a
range of acceptable values, that range contains amounts that are
materially different than the amount ultimately reported in the
financial statements.
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APPENDIX D
Experimental materials (continued)

Panel F: Auditor Visual Disclosure treatment (continued)
Section 2: Audit report attachments (Income Statement)
Note: The followinginformationappeaedbelow the image idppendix D Panel F, Section Participants thatid

not receive the Auditovisual Disdosuretreatment (i.e., Cell A, Call B, Cell C, and Cell D) vietthe information
in Appendix O Panel C, Sectionih Part IVto avoid an information confound.

SELECTED ANNUAL REPORT INFORMATION FROM
AUDITOR’S REPORT

Below is a copy of the income statement included in the auditor’s report
(Note: The amounts are identical to those in the Earnings Release in Part A.)

Trans-Global Exports, Ltd.
Statement of Comprehensive Income
For the year ended December 31, 2011
(Amounts in thousands except per share data)

2011
Net sales $2,716,256 A
Cost of goods sold 1,831,250 A
Gross profit 885,006
Selling, general & administrative expenses 402,500 A
Income from operations 482,506
Investment gains 60,400 B

542,906
Interest expense 252,378 A
Income before income taxes 290,528
Income tax 108,571 A
Net income 181,957
Earnings Per Share $1.82
Shares Outstanding 100,000
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APPENDIX D
Experimental materials (continued)

Panel F: Auditor Visual Disclosure treatment (continued)
Section 3: Audit report attachments (Fair Value Footnote)
Note The followinginformationappeagedbelow the image il\ppendix D, Panel F, Section Participants thadid

not receive the Auditovisual Disclosurdreatment (i.e.Cell A, Call B, Cell C, and Cell D) vieedthe image in
Appendix O Panel C, Sectionip Part IVto avoid an information confound.

SELECTED ANNUAL REPORT INFORMATION FROM THE
AUDITOR’S REPORT

Below is a summary of the Fair Value Disclosures included in the Auditor’s Report,
(Note: The amounts are identical to those in the Earnings Release in Part A.)

The Fair Value Accounting Footnote from TransGlobal’s 2011 annual report
provides additional information on the “Investment gains” of§$60,400,000

reported in its 2011 income statement. The footnote states the following: 'B

“The Company uses fair value accounting for its trading
securities. Fair value is measured based upon observable and
unobservable inputs. Observable inputs reflect market data
obtained from independent sources, while unobservable inputs
reflect the Company’s assumptions. These two types of inputs
create the following hierarchy:

* Level 1 — Quoted prices for identical instruments in active
markets

* Level 2 — Quoted prices for similar instruments in active
markets; quoted prices for identical or similar instruments in
markets that are not active; and model-derived valuations whose
inputs are observable

* Level 3 —Model-derived valuations that reflect the Company’s
own assumptions and projections”

Additionally, the footnote contains standard disclosures that show the following:
B

* The entire amount of the§$60,400,000finvestment gain relates to “Level 3

investment securities.” This amount is labeled with a “B.”
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FIGURE 1
Ilustration of Hypotheses
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Note: The labels on this graph represent our operational depeademdependent variableshich differ slightly
from the terms we use when developing theoretical predictasagement disclosure corresponds to robust
supplemental @cctM disclosures from management. Auditor narrative disclosure corresponds toduthyive
CAudM disclosures. Auditor visual disclosure corresponds4ad® disclosures with visual cueshe mapping of
cells AthroughF in this figure corresponds to the mapping in Table 2 (i.e., Management Disclosure is absent in Cell
C and present in Cell Dyith respect to H2 and H3,representshe valuation effect of secoratder information
when management does not provide sepmntal ClcctM disclosures. This is comprised bf the discount
attributable to the secormtder information about material measurement uncertaintyi{j.plus 2)the discount
attributable to the lack of supplemental&:M disclosures (i.es). Thus,y = k + s Additionally, z represents the
discount attributable to secomtder information when management does provide suppleme#t¢aiNe
disclosuresThis is comprised of) the discount attributable to the secamder information about material
measirement uncertainty (i.ek) plus 2)the premium attributable to the signalieffectof robustsupplemental
CAcctM disclosures (i.ef). Thusz =k + ¢.

45



Part I:
Instructions
(Identical in all conditions)

N /

Notes: Participants can navigate between screens within each of the five parts of the experiment. Participants must complete the experiment in order and must
complete each part before navigating to the next part. Participants cannot navigate back to a completed part of the experiment. * We provide these items to
participants in conditions where the Auditor Visual Disclosure treatment is absent only. The Auditor Visual Disclosure treatment includes versions of these
materials that include auditor-defined labels and that are presented as part of the auditor’s report. We include copies of both the 2011 income statement and the
fair value disclosures from the 2011 earnings release in conditions where the Auditor Visual Disclosure treatment is absent to avoid a potential procedural
confound. ” We counter balance all manipulations to control for order effects. We utilize all potential treatment orderings, except for [Auditor Narrative
Disclosure — Management Disclosure — Auditor Visual Disclosure] and [Auditor Visual Disclosure — Manager Disclosure — Auditor Narrative Disclosure], which

FIGURE 2

Overview of Experimental Instrument and Procedures

Part II:
Pre-Experiment

Information

(Identical in all conditions)

* Background on Fair
Value Accounting

* Definitions and formulas
for financial statement
ratios in the experiment
(Return on Assets, Profit
Margin on Sales Ratio,
Price-Earnings Ratio)

Manioulati

* None

Data Collected

* None

N /

interrupt the presentation of the auditor’s report.

( Part 111 \

(Identical in all conditions)

Luf ion Provided

» Company description

* 2011 earnings release

* Comparative industry
information

* 2011 income statement

 Fair Value Disclosures =

from 2011 earnings
release

Manipulations I |

* None

Data Collected
* Baseline DV

\ Measurements J
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PART IV
(Differs by condition)

Information Provided

* Unqualified (“clean”)
audit opinion

* 2011 income statement
(identical to Part A) ¢

* Fair value disclosures
from 2011 earnings
release (identical to Part

Ay
b

* Management Disclosure
* Auditor Disclosure
* Auditor Labeling

* Post-treatment DV

\ Measurements J

(v )

(Identical in all conditions)

* None

* None

Data Collected
* Manipulation Check

Questions
& Demographic Data
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FIGURE 3
Valuation Judgment Results
(2 X 3 ANOVA with Management Disclosure and Auditor Communication)
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Notes: Thedependent variable is participantsO P/E multiple assessments on a scale from 10 to 20 after viewing any
experimental manipulations, adjusted for variation in participantsO P/E multiple assessments prior to viewing
manipulations. We manipulaldanagement Disclosure at two levels (present or absent), between participants.
Participants that receive théanagement Disclosure treatment view robust supplementad4e:M disclosures

related to measurement uncertainty inherent in a Level 3 investment. There is no refeitegsz Grc:M

disclosures in conditions whebanagement Disclosure is absent. We manipulatg:ditor Communication at three
levels, between participants. Participants in all conditions learn that the auditor issued an unqualified opinion.
Participants in tb Auditor Disclosure Absent condition learn that there are no modifications to the standard wording
of an unqualified opinion. Participants that receive4hé@itor Narrative Disclosure treatment view information

from a C4udM disclosure in the audit repditat narratively identifies the related amounts. Participants that receive
the Auditor Visual Disclosure treatment view information from a4adM disclosure in the audit report that visually
identifies the related amounfBhe mapping of cells A throughiF this figure corresponds to the mappind-igure

1 andTable 2
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TABLE 1

Descriptive Statistics for Participants® Education, Work, and Investing Experience

Full-time work experience (in years)

Number of accounting courses completed

Number of finance courses completed

Age (in years)

Investing experience (in years)

GMAT Score

Percent who have made personal investments in the stock market

Percent who have previously evaluated a
company’s performance by evaluating
financial statements

Percent who are female

Percent who speak English at home

48

Median
Mean
SD

Median
Mean
SD

Median
Mean
SD

Median
Mean
SD

Median
Mean
SD

Median
Mean

SD

Overall

n=127
5.00
5.86
3.16

1.00
1.84
1.53

1.00
1.70
2.14
28.00
28.91
3.54
2.00
3.35
4.39

650
643.02

66.85

47%

65%

30%

86%



TABLE 2
P/E Multiple Assessment Descriptive Results

Panel B: Adjusted P/E Multiple Assessments froflnX 3 ANOVA with Management Disclosure and Auditor

Communication(absent vs. auditonarrative disclosure vs. auditovisual disclosurg Adjusted Mean (SE) [n]
Cell

Management Disclosure:

Absent Present
17.25 15.98
(0.39) (0.34)
Absent [15] [19]
A B
. 16.16 15.91
Auditor Auditor (0.38) (0.40)
oL Narrative
Communication: . [15] [14]
Disclosure
C D
. 15.32 16.27
Auditor (0.39) (0.40)
Visual
Disclosure [15] [14]
E F

Note: This table presents Adjusted P/E Multiple Assessmewhich represent participants’ P/E multiple assessments
after viewing any experimental manipulations, adjusted for variation in participants’ P/E multiple assessments prior
to viewing any experimental manipulations. A lower Adjusted P/E Multiple Assessmémdicates a stronger effect of
the manipulation(s) on participants’ judgments. Participants assess P/E multiples on an 11-point scale anchored by
10 and 20.
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TABLE 3
Hypothesis Testing Models

Panel A:2 X 3 ANOVA BbManagement Disclosuré Auditor Communication(Model 1)

Sum of
Source Squares df F p>F
Management Disclosure 0.85 1 0.38 0.27
Auditor Communication 11.23 2 2.53 0.04
Management Disclosure x Auditor Communication
(Test of H1) (one-tailed p-value) 18.29 2 4.12 0.01
Pre-treatment P/E assessment 228.21 1 102.82 0.00
Full-time work experience 5.73 1 2.58 0.11
Error 186.44 84
Panel B Tessof H1
Test F p>F
Planned Contrast
Cell A > (Cell B + Cell C + Cell D)/3 (one-tailed p-value) 7.50 0.00
Planned Pairwise Comparisons
Cell A > Cell C (one-tailed p-value) 4.05 0.02
Cell A > Cell B (one-tailed p-value) 6.07 0.01
CellB=CellD 0.02 0.89
CellC=CellD 0.20 0.65
Equivalence Tests (two one-way significance tests approach)®
Cell Dyean < Cell By, (one-tailed p-value)? 3.56 0.03
Cell Dyean > Cell B; (one-tailed p-value)? 2.38 0.06
Cell Dyean < Cell Cy, (one-tailed p-value)? 6.44 0.01
Cell Dyean > Cell C | (one-tailed p-value)? 1.67 0.10
Panel C: Tests of H2
Planned Pairwise Comparisons F p>F
Cell E < Cell C (one-tailed p-value) 2.30 0.07
Cell E < (Cell C + Cell D) (one-tailed p-value) 97.50 0.01
Panel D: Tests of H3
Planned Pairwise Comparisons F p>F
Cell F > Cell E (one-tailed p-value) 2.80 0.05
(Cell F - Cell E) > (Cell D - Cell C) (one-tailed p-value) 2.30 0.07

# Two one-way significance tests (“TOSTs”) test the equivalence of two samples by testing the joint hypothesis that
the mean of one sample is less than the upper bound and greater than the lower bound of a specified confidence
interval around the mean of the other sample. Following Schuirmann (1987), we test the equivalence of Cell D to
Cell B (Cell C) by testing whether the mean of Cell D is less than [greater than] the upper limit [lower limit] of the
95% confidence interval of the adjusted mean for Cell B (Cell C).

Note: See notes on next page.
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TABLE 3
Hypothesis Testing Models (continued)

Notes: The dependent variable is participants’ P/E multiple assessments on a scale from 10 to 20 after viewing any
experimental manipulations, adjusted for variation in participants’ P/E multiple assessments prior to viewing
manipulations. We manipulate Management Disclosure at two levels (present or absent), between participants.
Participants that receive the Management Disclosure treatment view robust supplemental CAcctM disclosures
related to measurement uncertainty inherent in a Level 3 investment. There is no reference to these CAcctM
disclosures in conditions where Management Disclosure is absent. We manipulate Auditor Communication at three
levels, between participants. Participants in all conditions learn that the auditor issued an unqualified opinion.
Participants in the Auditor Disclosure Absent condition (Auditor Communication = 0) learn that there are no
modifications to the standard wording of an unqualified opinion. Participants that receive the Auditor Narrative
Disclosure treatment (Auditor Communication = 1) view information from a CAudM disclosure in the audit report
that narratively identifies the related amounts. Participants that receive the Auditor Visual Disclosure treatment
(Auditor Communication = 2) view information from a CAudM disclosure in the audit report that visually identifies
the related amounts. Full-time work experience is measured as the number of years of full-time work experience
reported by the participant. Pre-treatment P/E assessment represents the P/E multiple assessed by the participant
prior to viewing any manipulations. See a mapping of cell references in Table 2. p-values for tests of hypotheses
with directional predictions are one-tailed, as noted; other p-values are two-tailed.
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