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ABSTRACT
Five treatments of a field-based survey are used to examine the disclosure effectiveness of financial risk regulation to investors’ purchase decisions. The effectiveness of financial risk disclosures on investor purchase decisions is defined in terms of the observed strength of interaction between news favorableness and information load. Information load is conditioned by whether financial risk information is presented as financial ratios; abbreviated financial reports; or detailed financial statements. Disclosure effectiveness is examined both within-subject (news favorableness) and between-subject (information load). Individual investors’ purchase decisions are found to be sensitive to both news favorableness and information load, especially where financial risk information is disclosed as financial ratios. 
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1. INTRODUCTION
  The regulation of the form and content of financial disclosures made by corporations in offering public securities is often justified on the grounds that it should communicate useful information to investors in making resource allocation decisions. However following several recent well-publicised corporate abuses affecting the credibility of corporate financial reports, in March 2003 the International Organisation of Securities Commissions (IOSCO) developed global guidelines to improve the quality of information provided by corporations to securities investors. This action closely followed efforts made by regulators in the USA, UK and several other countries to require enhanced financial disclosures and imposing more stringent codes of behaviour on preparers. 
However the increasing complexity of mandated financial disclosures also raises questions over the disclosure effectiveness of financial reporting, defined as the trade-off between the value of the information (defined hereinafter in terms of ‘news favourableness’) provided and its costs of provision in terms of either (i) direct and indirect costs involved in preparing, printing and distributing financial statements containing regulated financial disclosures; or (ii) information overload to users induced by inclusion of regulated financial or non-fiancial disclosures (FASB, 1998). The ICAEW (2005) proposes that public policy information requirements should take more account of individuals’ limited information processing abilities.
The disclosure effectiveness of financial regulation should be of concern to investors who typically rely on financial reports in order to purchase retail investment products. These products offer returns that are capital guaranteed by pension funds, mutual funds, insurance firms and other financial intermediaries.  Such products are currently more appealing than investing directly in capital markets that specialise in trading more speculative corporate securities. However, in contrast to the substantively rational decision-making behaviour engendered by active capital market participants, where secondary sources of information are relatively costless to obtain, retail investment products are featured by inelastic demand and limited rationality by individual investors. Moreover, in contrast to the ‘rational paradigm’ assumption upon which financial researchers often base their understanding of information processing abilities of rational decision-makers, Brennan (1995) and Hirshleifer (2003) argue that individual investors are unlikely to completely understand the process of determining asset prices or the operation of financial markets.
This study investigates the disclosure effectiveness of regulated financial risk disclosures conveyed by corporations offering retail products to individual investors. Disclosure effectiveness is defined in terms of both information load (i.e.: financial solvency disclosures in the form of financial statements, abbreviated financial reports or financial ratios) and news favorableness. Table 1 shows the variables studied in this research. The independent variable is information solvency. Five conditions are studied: (1) abbreviated financial reports alone; (2) abbreviated financial reports plus ratios; and (3) detailed financial statements alone; (4) detailed financial statements plus ratios; and (5) abbreviated financial reports plus detailed financial statements plus ratios. The effect of this information variable on three intervening variables are measured: (1) information load; (2) news favorableness; and (3) data load. 
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The significance of financial risks is generally a function of its nature, likelihood, magnitude and its immence. It is therefore a perception of human judgment, since it is function of how, by whom and under what circumsances it is perceived (Rescher, 1983; Boritz, 1990). Moreover, since many financially intermediated products are not directly tradeable, reliable information about their financial risk information is relatively costly to obtain (OECD, 1992). Consequently, most purchase decisions faced by individual investors ultimately rely on their subjective judgments (Pines, 1983). Since very little is known about how individual investors form mental models of the operation of capital markets, this suggests that the key to modeling their limited rationality is to understand their perceptions of financial risk disclosures, not postulating a ‘boundedly rational’ choice procedure (Lipman, 1991). 

Although the regulation of financial ratios, financial statements and detailed financial statements is pervasive, very little is known how individual investors assimilate such disclosures into their purchase decisions. Financial theory often assumes that the primary decision-makers of interest are professional investors or decision-makers, who typically have some experience in reviewing financial documents, adopt relatively focused and well-defined decision making strategies, and typically use a limited number of information cues. By contrast, investors in retail investment securities are likely to be financially unsophisticated, make purchase decisions in unstructured environments, and must cope with vast amount of financial condition and non-financial risk disclosures that are provided directly by product offerors.
Research into the effects of various presentational and measurement properties of financial risk on human decision-making behaviour has generally documented that human judgments are sensitive to relatively minor contextual differences in task structure and content (Einhorn and Hogarth, 1981; Payne, 1982). Judgment research studies of investor decision-making examine how human judgments can be sensitive to data aggregation, information overload, order preferencing and presentational effects, and are mitigated by limitations in their ability to process accounting information (Dyckman et al., 1978 and 1987). Studies examine the effects of: (i) preferences for disaggregated versus aggregated forms of reporting (Lev, 1968; Ronen, 1971; Barefield, 1972; Abdel-Khalik, 1973); (ii) excessive information sources or 'information overload' (Casey, 1980; Shields, 1980; Snowball, 1980); (iii) the order in which financial solvency data is presented (Biggs, 1984; Enis, 1986; Bouwman et al., 1987); and (iv) graphical versus other presentation formats (Blocher et al, 1986; Taylor and Anderson, 1986; Sullivan, 1988; Kaplan, 1988; DeSanctis and Jarvenpaa, 1989); (v) comprehensive versus aggregated forms of income statement (Hirst and Hopkins, 1998). However none of the studies examine how retail investors try to filter out data load that typically crowd out more ‘concrete’ financial risk disclosures. 

This research typically uses stylized research instruments which are based on standardized decision tasks for use in laboratory conditions. It has not examined the disclosure effectiveness of specified forms of financial risk presentations, in the presence of other non-financial disclosures. Thus prior research designs do not seek to provide empirical results that are applicable to specific and realistic decision settings (McDaniel and Hand, 1996). Iselin (1993) and Gadenne and Iselin (2000) argue that ‘data complexity’ studied in prior experimental research confounds three variables; information load (the load of relevant information required for the judgement), data load (the number of cues that are irrelevant for the judgment) and uncertainty experienced in making the judgment. However this assumes that information and data can be defined as two separate and distinct sets. An alternative definition, adopted here, regards information as merely a subset of data, where data are all cues and information are the cues that are likely to be most relevant to a purchase decision. This alternative definition allows for the possibility that retail investors are likely to confound data and information together in realistic task settings. It also allows for the possibility that investors will not make a purchase decision (Corbin, 1980). Consequently uncertainty is measured in terms of the investor’s confidence level or likelihood of making a purchase decision.

The purpose of this study is to investigate how alternative combinations of regulator-specified forms of financial ratios and financial statements affect information load and data load and how these variables in turn affect the quality of individual investors’ purchase decisions. The strength of the interaction between these variables is also expected to bear upon purchase decisions made by individual investors. Information load affects how individual investors assess probabilities, judge values and combine information cues into an overall evaluation leading to a choice from among alternative investment offerings.2 Such judgment settings can empirically validate claims by accounting commentators that particular forms of financial solvency presentation are more ‘useful’ to individual investors than others (Lev, 1974; Frishkoff, 1981; Black, 1993). 
Uncertainty is not modelled explicitly since it is assumed that an individual investor’s purchase decision is evaluated not in terms of the calibration of probabilities but by the strength of confidence in making a purchase decision (or not). Information load is the number of relevant information cues. In addition to data load and information load, this study also posits that the favorableness of news conveyed by the prospectus also bears on the purchase decision. Prior analytical research suggests that news favorableness will also bear on investment purchase decisions (Milgrom, 1981). News favorableness is defined as whether the financial solvency of the offering corporation is sufficient to guarantee the promised return on the retail investment. This definition of news favorableness is consistent for intermediated financial products whose price is determined by a predetermined entry or exit price rather than traded in a capital market (Fama and Jensen, 1983). Data load is the number of cues provided which are not relevant to the decision to be made. It is assumed that data load comprises information cues which are uncorrelated with the purchase decision. The dependent variable is the probability of making a purchase decision.
2. INSTITUTIONAL SETTING

The hypothesized relationships are tested in the setting of the Australian retail financial product market, where firms preparing sales documents offering conceptually similar retail financial products to the Australian public were required to produce promotional brochures containing various format presentations. The Australian institutional setting and study period is of interest because of the existence of a number of anomalies and inconsistencies in the regulation of apparently equivalent types of retail securities (Klumpes, 1993). These practices were subsequently investigated by the Australian Law Reform Commission (1994) which recommended, inter alia, greater uniformity in the disclosure of mandated forms of financial information at the point of sale.

This study focuses on the election by Australian firms to incorporate regulated financial risk disclosures into sales documents offering various types of financial products to individual investors during the 1990s. This institutional setting is of interest to this study for a number of reasons.


First, there is a demand for retail financial products with which individual investors have not had much experience and thus do not have an opportunity to evaluate their associated financial risks. Corporations offering conceptually similar retail financial products which appear to satisfy these conditions are examined: debentures offered by Australian finance firms, capital secured investment funds offered by management firms and capital guaranteed investment contracts offered by life insurance firms. Unlike the long-term capital growth potential offered by relatively more speculative equity markets, all these products provide the individual investor with a secure and non-volatile income stream over time.  However during the study period, there was very little publicly available information about the financial aspects of these products or their offerors other than the limited and inconsistent financial disclosures made available in their offer documents (Klumpes, 1991).3 

Second, there are clearly differentiable production costs and disclosure opportunities in a changing regulatory environment. In this institutional setting, regulation is endogenous with producer choices regarding preparation costs (due to regulatory-induced information production and compliance costs). During the study period, Australian firms could choose from alternative regulatory settings in which to promote conceptually similar retail financial securities. This regulatory enviroment differed both between products and over time, from the formal pre-registration of prospectus documents that included audited financial statements, through to the preparation of relatively unregulated sales brochures subject to no financial risk disclosure requirements. Consequently sales documents significantly differed in the extent to which they contained both financial and non-financial information disclosures. 4 

Third, study period captures major variations in the size and complexity of sales documents offering retail financial products. Prospectuses offering debenture securities were subject to an extensive pre-vetting procedure which mandated specified financial risk disclosures, including the provision of full financial statements prepared by an independent investigating accountant. Finance firms offering debenture securities were required to issue prospectuses which were subject to an extensive regulatory pre-vetting procedure, mandatory audited financial statements and other specified financial disclosures. Subsequently, finance firms could issue ‘short form’ prospectuses that were still subject to prevetting but included only abbreviated financial reports or a ‘key data summary’.5 Firms offering open-ended or closed mutual investment funds were also required to issue prospectuses, but these were only required to convey ‘relevant information to investors’.6 By contrast, sales documents issued by life insurance firms were subject to voluntary promotional brochure guidelines which did not include any pre-vetting procedure and required only the disclosure of a ‘key data summary’.7 These variations in the financial disclosure regulation of financial product sales brochures were similar to those which existed in the USA at this time.


Table 2 summarises the various financial disclosure requirements affecting offerings of Australian financial products during the study period. It suggests that there were clearly differentiable opportunities as to what financial risk disclosures should be contained in financial documents offering financial products to the Australian public during the study period. These requirements differed primarily in terms of their requirements for Australian firms to disclose either (i) summary financial indicators; (ii) abbreviated financial reports; or (iii) detailed financial statements.
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3. DEVELOPMENT OF HYPOTHESES
Since regulators typically try to prohibit financial institutions from offering similar retail investment products to the public that differ by level of information solvency, the hypotheses are presented in terms of the interaction of news favorableness, information (data) load or both on the likelihood of making purchase decision, under a given information condition. News favorableness is defined in terms of financial solvency of the financial institutions offering financially-intermediated products to individual investors. Such institutions will typically have a range of underlying financial conditions no matter what level of information load or data load is present in the prospectus. In the absence of explicit price competition which differentiates product quality, Brennan (1995) argues that an individual investors’ purchase decision is primarily determined by  the financial strength of the institution offering retail securities. In this study, it is assumed that the disclosure of regulated financial solvency presentations contained in documents selling retail financial products is primarily intended to facilitate investors to distinguish between those conveying ‘good news’ and ‘bad news’ solvency information (e.g. high gearing ratio) (Milgrom, 1981).
Financial institutions that offer retail investments but which face relatively severe liquidity problems and/or are affected by poor financial strength will consequently convey relatively ‘bad news’ concerning the underlying financial solvency supporting the guarantee, relative to other firms with stronger financial strength. It is likely that the likelihood of making a purchase decision is posited to be positively influenced by the degree of news favorableness. 

The news favorableness hypothesis states that :

H1: Ceteris paribus, an increased degree of news favorableness conveyed by financial risk disclosures will result in a higher probability of making a purchase decision.

Prior experimental-based empirical research has demonstrated that judgments may be sensitive to the format in which financial risk disclosures are presented. Where financial risk information conveys relevant information to the investor’s purchase decision and is in the form of summary financial indicators or abbreviated financial reports, it is reasonable to suppose that individual investors incorporate these signals into their judgments. Prior research has demonstrated that a limited number of financial ratios are able to predict insolvency (Beaver, 1966, Altman, 1973). Alternatively, an increase in information load, due to the presence of redundant information cues that are embedded within detailed financial statements (e.g. where relevant cues are inconspicuously reported as footnotes), will cause individual investors to overlook these disclosures and thus reduce their confidence level. The information load hypothesis states that:

H2:  Ceteris paribus, the higher information load in ratios and statements will result in a lower probability of making a purchase decision.
News favorableness and information load may interact to increase the complexity of the decision environment facing individual investors in making a purchase decision. Iselin (1989, 1990) has studied how complexity can affect managerial decision-making. It is likely that information load and the degree of news favorableness may interact to increase uncertainty through an an increase in environmental complexity. A increase in information load for a given degree of news favorableness will increase uncertainty. A decrease in news favorableness for a given level of information load will also increase uncertainty. Higher uncertainty in turn makes it more difficult for investors to make purchase decisions and the probability of making a purchase decision will reduce as a result. The stronger the association between these factors, the stronger will be the impact of disclosure effectiveness on the probability of making a purchase. The environmental complexity hypothesis states that:
H3: Ceteris paribus, The higher uncertainty associated with an increased level of association between the degree of news favorableness and information load will result in a lower probability of making a purchase decision. 
4. METHOD
(i) Research design
The effects of the intervening variables on the dependent variable (purchase decision) is studied in a three by two way ANOVA factorial design where participants are randomly allocated to three levels of financial risk information (financial ratios, abbreviated reports and detailed financial statements), and to two levels of the intervening variable news favorableness (good news or bad news). It is assumed that variation in the interaction of these independent variables (financial risk information and news favorableness) directly affects information load. The effect of significant variation in those variables on the dependent variable (purchase decision) is then examined by varying a given information load.   
(ii) Experimental Task

This section discusses in turn (1) the general nature of the experimental task, (2) the manner in which the variables were operationalized, (3) subject selection procedures, and (4) the experimental procedure.

General Nature of the Task

The task involves the use of research instruments featuring sales documents which offer various types of retail financial products to individual investors, and which vary in information condition depending upon the presentation as specified by the applicable product-based financial regulation. The overall experimental design comprised both 'within subject' and 'between subject' comparisons. 'Within subject' comparisons relate to the news favorableness hypothesis H1. 'Between subject' comparisons relate to the information load hypothesis H2. These involved evaluations by treatment and control subject groups of financial documents which differed in both the format (within experiment) and extent (between experiment) of financial risk disclosure. Finally, the environment complexity hypothesis H3 examines the interaction of ‘between subject’ and ‘with subject’ comparisons of news favorableness and information load for each task setting.

The experimental design involved two steps. First, subjects’ purchase decisions association with information load was examined through variation in promotional brochures which exist across various types of financial product offerings. Second, subjects matching these requirements were then randomly allocated to two evenly sized groups to examine the association of investment intention with news favorableness. Thus, the news favorableness hypothesis H1 was examined within subjects and the information load hypothesis H2 was examined between subjects. 

The financial disclosure variations contained within each experimental treatment are described in more detail below:

· Experimental treatment 1 documents comprised either detailed financial statements only or detailed financial statements with abbreviated financial reports.

·  Experimental treatment 2 documents comprised either (1) detailed financial statements only; (2) detailed financial statements, abbreviated financial reports and summary indicators or; (3) as per (2) but with summary indicators shown in a prominent manner. 

· Experimental treatment 3 documents comprised either abbreviated financial reports and summary indicators, but one also contained detailed financial statements. 

· Experimental treatment 4 documents comprised either abbreviated financial reports only or detailed financial statements and summary indicators. 

· Experimental treatment 5 documents comprised both summary indicators in combination with either detailed financial statements or abbreviated financial reports. 

Experimental treatments 1, 2 and 3 reflected variations in the amount of regulated financial information disclosures included in prospectuses issued by finance firms offering debetnture securities, while experimental treatments 4 and 5 reflected variations in the type of regulatory disclosure regime affecting investment funds and guaranteed investment contracts. 

Each experimental treatment comprised two documents containing various combinations of detailed financial statements, abbreviated financial reports and summary indicators (discussed in more detail below). Figure 1 is a schematic of the experimental design. 

-------------------------------------

INSERT FIGURE 1 ABOUT HERE

-------------------------------------

Operationalization of Variables
News favorableness was proxied by comparing investor evaluations of documents conveying 'good news' information about financial position and performance of a retail financial product with their evaluations of an alternative document which conveyed 'bad news' information about another comparable retail security. In all cases it is assumed that an increase in news favouarableness will increase the probability of purchasing the security. Australian retail financial products during the study period were collected and used to represent equivalent retail investment opportunities provided by ‘poor’ and ‘good’ quality financial institutions. The nature and level of financial risk disclosures contained in these documents was manipulated so that one conveyed relatively ‘good news’ information and the other relatively ‘bad news’ information about the financial risk of the retail financial product provider over a five year trend period (in terms of nearness to insolvency, past performance trends and two key financial risk or insolvency ratios identified by prior research as being reliable predictors of financial distress: total liabilities/total assets and current ratio). The decision to restrict the number of alternative products was based on the assumption that the costs of investigation and search are relatively high for individual investors. Steps were taken to manipulate the financial documents so as to disguise the identities of these firms and to ensure that, relative to the ‘good news’ case, documents containing 'bad news' was consistent with finance/management/life insurance firms exhibiting either financial distress or failure.

Information load is operationalized by varying the level of financial risk between subjects. A number of manipulations were made to the prospectuses in order to de-sensitise the subjects as to the actual identities of the firms issuing the prospectus, and to reduce the possibility of alternative explanations for the results other than the ‘main effects’ of the intervening variables. Consequently, financial statements of both firms were shown for the holding company only; group results and cross-guarantees between related corporations were excluded. Prospectuses were also adjusted to make them appear consistent in terms of the retail securities on offer, references to names and places were substituted with initials or non-specific terms. Consequently the only significant variation between the two prospectuses under review concerned either the news favorableness of the relevant information condition and the information load as operationalized by increasing the quantity of redundant cues contained in financial ratios, abbreviated financial reports and detailed financial statements. 
Subject Selection Procedure
In experimental treatments 1 to 3, the subjects were existing investors in debenture securities. Subjects were randomly selected from the debenture register of a major Australian financial services company from an identified subgroup of investors who had (1) a record of having previously invested in prior debenture security offerings; (2) invested A$5,000 in such offers. These criteria were imposed to avoid the potentially confounding effects of the lack of experience and/or materiality of investments in the experimental judgments. In experimental treatment 4, a similar subject selection procedure was followed to select a random sample of investors in investment trusts offered by two Australian financial institutions. In experimental treatment 5, subjects were drawn from Australian households. Access to the randomly selected potential subjects was obtained conditional upon (i) initial standardized letters asking whether they would be prepared to participate in the study; and (ii) the individual test results of those who agreed to participate would remain anonymous.


The data relating to address and contact details of these investors was considered to be highly proprietary by the individuals and relevant financial intermediaries who co-operated in this study. For experimental treatments 1 to 4, access to the randomly selected potential subjects was permitted only on the grounds that (i) potential subjects be sent standardized letters from the relevant financial intermediary asking whether they would be prepared to participate in the study; (ii) the results of individual investors who agreed to participate in the study would be anonymised. This procedure, while enabling access to a much more realistic task setting than is typically used by other experimental accounting studies of human judgment (which often rely on student cooperation), severely limits the ability to control the response rate via the follow-up of non-respondents, and thus is subject to potential respondent self-selection bias (Campbell and Stanley, 1963).

Procedure
 
The regulation of financial risk disclosures by Australian firms offering retail financial products was intended to affect the judgments of potential investors who were legally required to receive these documents prior to making any purchase decision. To keep the task setting realistic, in all five experimental treatments, investors who agreed to participate were mailed a research instrument comprising alternative hypothetical offerings of retail financial products in the same format that they might expect to receive if they were potential investors. This comprised the following materials:

(i) A covering letter which invited participation in an experiment to review materials describing two hypothetical finance/management/life insurance firms both offering retail financial products at the current rate of interest.

(ii) A package of four questions. All intervening variables were measured subjectively. Subjects asked whether they would consider investing in each proposal if they had money available by circling a position on a likert scale. The choice of an eleven point scale was consistent with the results of prior research which suggest the use of categorical value scales that permit decision makers sufficient scope to make fine distinctions between alternatives (VonWinterfeldt and Edwards, 1986, pp. 249-251). After completing the experimental task, subjects were asked an open-ended question as to reasons for their choice and finally were asked to rate their level of education and/or experience in reviewing financial documents or financial analysis. This was intended to verify prior judgment-based research findings that experienced financial analysts are more likely to a more adopt directed search pattern than novices (Bouwman et al., 1987).

(iii) Two alternative financial product proposals based on financial documents issued by two Australian financial services firms.  One proposal was manipulated so as to provide 'good news' information about its financial position and performance, and was labelled 'Y Company Ltd'. The other was manipulated so as to provide 'bad news' information, and labelled 'X Company Ltd'.


5. EMPIRICAL TESTS
(i). Overall ANOVA Results


Subject response rates were similar across all four experiments, ranging from 19% in experimental treatment 1 (out of 200 potential respondents) and 19.5% in experimental treatment 2 (out of 200) through to 21.6% (out of 250) in experimental treatment 3 and 23.75% in experimental treatment 4 (out of 400) and 17.9% (out of 1,100) in experimental treatment 5.11 Although low, these response rates are similar to those obtained by other experimental treatments of this type which rely on mail-outs.12 All of the investors who initially agreed to participate in the study subsequently completed and returned the questionnaire.13

Table 3 shows the cell means and standard deviations of these responses. The ANOVA summary is presented in Table 4.
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 Hypothesis H1 proposes that investment intentions based on sales documents are positively associated with news favorableness, while hypothesis H2 proposes a negative association with information load. This requires a significant two way variation for both factors within investors. For experimental treatments 1, 2 and 4, these variations are significant at the 8% level. The variations are also significant for both factors in experimental treatment 3,  but only at the 10% level for news favorableness. However neither variations are statistically significant in experimental treatment 5. Hypotheses H1 and H2 are supported in experimental treatments 1 to 4. 

(ii) Interaction of Within and Between Subject Variations


To gain some insight into the interaction effects of the strength of association between the main effects variables on investment intention as required by the environmental complexity hypothesis H3, the LSD (least significance distance), between ‘good news’ and ‘bad news’ judgments was separately calculated, for each experiment, from the standard errors of differences of means derived from Table 3 (Rosenthal, 1987). Plots of the interaction of significant effects, using the overall F-tests reported in Table 3, are presented in Figure 2 for each experiment 1 to 5. 

-------------------------------------

INSERT FIGURE 2 ABOUT HERE

 -------------------------------------


An understanding of the sensitivity of judgments to variations in the level of financial risk disclosures can be obtained through interpreting the range of significant effects between experimental treatments 1 and 3. Figure 2 (i) suggests that there is little interaction evident when comparing subject assessments based on detailed financial statements only with those based on detailed financial statements and abbreviated financial reports (experiment 1). The plot failed to indicate any significant direction of this interaction, except that the good news case assessment slightly increases where abbreviated financial reports are introduced. Thus hypothesis H3 was not supported in experimental treatment 1. 


However, for experiments 2 and 3 involving debenture investors, hypothesis H3 was supported. Figure 2 (ii) shows that there is a much more significant interaction of effects where financial ratios are added to a combination of detailed financial statements and abbreviated financial reports (experiment 2). The least squared difference (hereinafter ‘LSD’) of 0.666 required to derive statisitically significant comparisons between news favorableness is exceeded for each level of disclosure. The LSD is most significant where the financial ratio is displayed in a prominent fashion and is indexed to the rest of the financial document.  Finally, Figure 2 (iii) indicates a significant interaction of effects where  disclosing detailed financial statements of the type examined in both experiments 1 and 2 is compared with disclosing only an abbreviated financial report and summary indicators (experiment 3). In this case the statistically significant LSD of 0.589 was exceeded only for the disclosure of summary indicators. Note that the combination case does not involve prominent disclosure of the summary indicator, unlike experimental treatment 2. 


Hypothesis H3 was also supported for judgments of investment fund investors, examined in experiments 4 and 5. Figure 2 (iv) indicates that, compared to combination disclosures of detailed financial statements and financial ratios, documents containing abbreviated financial reports only more clearly distinguish subject assessments of good news and bad news cases (experimental treatment 4). In both cases, the LSD of 0.599 required for statistical significance of differences in news favorableness at each disclosure level was easily exceeded (Figure 2(v)). However only when summary indicators are added to the abbreviated financial reports (experimental treatment 5), is the LSD of 0.346 required for comparison of news favorableness assessments exceeded. More significantly perhaps, both good news and bad news cases are more pessimistic at this disclosure level than the bad news assessment with the disclosure of detailed financial statements and summary indicator.14 
Much of the research undertaken is based on a naturalistic approach to research, consistent with a grounded theory approach. This approach is considered to be applicable to the unstructured and unsophisticated financial education of most pension scheme members. This research is conducted in the field, using actual retail investors and simulated realistic prospectuses, rather than in a controlled field-based experimental setting. This enables inferences over the strength of interaction between a promoter’s financial condition and the quality of investment judgments made by investors. To the extent that the supplemental qualitative analysis of results also reveals significant alienation and marginalisation among particpants concerning the system of relevant regulations and corporate governance that underlies the current system of prospectuses, the results also shed new light on an important public policy issue. However there is also correspondingly a reduced control over variable manipulations and subject randomisation, which must be inferred from the task itself, rather than pre-defined.

7. CONCLUSION
 Whereas rational investors are typically assumed by asset pricing and finance theory to know the precise probabilities linking options to outcomes, individual investors must deal with ambiguity over the meaning and reliability of regulated financial reporting, together with uncertainty of outcome of investment decisions based thereon. This paper examines, for a given variation in financial risk information condition (i.e. a combination of ratios, abbreviated financial reports and detailed financial statements, as specified by regulation), the effect of three intervening variables (1) news favorableness; (2) information load and (3) the interaction of (1) and (2), defined as environmental complexity, on individual investors’ purchase decisions. It is hypothesized that variations in each of the intervening variables and their interaction will affect the probability of purchase decisions. The results are largely supportive of these hypotheses, although are conditioned by the strength of interaction between investors’ judgments of news favorableness and both information load to only certain variations in information condition.
These hypothesed relationships are tested in realistic task settings of varying combinations of financial risk and non-financial information in sales documents. A number of novel research design features were developed to ensure a realistic task setting that is applicable to policy makers. These choices necessarily exposed the study to internal validity threats, notably the assumed effects of the information condition on the intervening variables, the inability to discriminate between information load and data load as studied in previous tasks, the inability to measure the variables objectively, and the lack of verisimilitude of the research instruments and a lack of potential motivation by participating investors. Nevertheless, the empirical results are sufficiently robust to support all of the predicted relationships between these variables, except for experimental treatment 5. This anomalous result is possibly due to the inability of individual investors to adequately distinguish detailed financial statements and abbreviated financial reports.

 
Subject to confirmation of these studies in other institutional settings, these findings have important public policy making implications for understanding conditions under which individual investor judgments about financial risk are sensitive to disclosure effectiveness. For investors in debenture securities, the results indicate that the mitigating influence of information overlead cause judgments of news favorableness are sensitive to the prominent presentation of key financial ratios, when combined with the presence of abbreviated financial reports and detailed financial statements. For investors in investment funds or guaranteed investment contracts, where financial disclosures by management firms or life insurance firms are typically less comprehensive and thus are not mitigated by information overload, the findings indicate that investor judgments are sensitive to the disclosure of abbreviated financial reports, either solely or in combination with key financial ratios. 

Much of the research undertaken is based on a naturalistic approach to research, consistent with a grounded theory approach. This approach is considered to be applicable to the unstructured and unsophisticated financial education of most retail investors. This research is conducted in the field, using actual retail investors and simulated realistic prospectuses, rather than in a controlled field-based experimental setting. This enables inferences over the strength of interaction between a promoter’s financial condition and the quality of investment judgments made by investors. However there is also correspondingly a reduced control over variable manipulations and subject randomisation, which must be inferred from the task itself, rather than pre-defined.

The research design developed in this study is appropriate for addressing empirical questions faced by financial rule-makers faced with designing standard forms of mandated financial risk disclosures in documents that are intended to influence the judgments of individual investors. Unlike prior research, which typically makes strong assumptions about the reliability of secondary information sources or about the judgment processes of a representative investor, this study presents evidence directly from the field in assessing disclosure effectiveness of standard, well-known and mandated forms of financial risk disclosure for individual investors. Further research is needed to assess the disclosure effectiveness of non-standardized types of financial risk disclosures to individual investors in other institutional settings.

NOTES

1. Seminal work by Grossman (1981) and Milgrom (1981) provide an adverse selection argument for disclosure of information relevant to a buyer of a product sold by a seller of a unique product (eg: a retail financial product) not traded in secondary financial products markets, where all of the seller’s statements are truthful and costlessly verifiable ex post.

2. Gadenne and Iselin (2000) argue that it is necessary to distinguish between information and data load because these two variables are processed very differently by decision makers and McDaniel and Hand (1996) argue that experimental research of this kind can provide useful evidence on financial accounting questions relevant to accounting standard setters which has not been provided by prior accounting research. 

3. These anomalies and inconsistencies in the regulation of apparently equivalent forms of retail security offerings were subsequently investigated by the Australian Law Reform Commission (1994) Other Peoples’ Money, Australian Government Publishing Services, which recommended, inter alia, greater uniformity in disclosure laws. 

4. The historical development of specified financial disclosure for inclusion in prospectuses in Australia and the U.K. can be traced to rule-maker reactions to failure of such organisations which caused investors to sustain large losses, rather than to any a priori regulatory concern about their perceived ‘decision usefulness’ to potential investors (Evans, 1974).

5. The former regulator of firm securities, the National Companies and Securities Commission and its state delegates (NCSC), was empowered under the former Companies Codes 1981 to require the registration of ‘long form’ prospectuses offering securities (NCSC, 1984). Subsequently the NCSC permitted finance companies to issue ‘short form’ prospectuses. It also required investment funds and other forms of ‘prescribed interests’ to lodge a form of prospectus. However it did not undertake a rigid pre-vetting procedure as for debenture securities. 

6. In January 1991 a new, nationally uniform firm securities regulatory regime was established under the Corporations Law 1991, which required, inter alia, that all prospectuses should contain ‘all relevant information’ to investors and their advisors (Section 1022). The regulatory body empowered to administer the new legislation, the Australian Securities Commission (ASC), still required the lodgment of prospectuses, but did not undertake any extensive pre-vetting procedure (ASC, 1992).

7. The regulator of the Australian life insurance industry under the Life Insurance Act, 1945, the Insurance and Superannuation Commission (ISC), introduced ‘promotional brochure disclosure guidelines’ for all offers of investment-linked life insurance policies in 1989. The guidelines did not have the force of law, and later the Insurance and Superannuation Commission admitted that there was a high level of non-compliance with these guidelines.

8. The Australian institutional setting is not unique. Neuenschwander (1986) and Kripke (1981) describe similar inconsistencies in the regulation of documents offering various types of investment-linked retail securities in the USA during the equivalent period. 

9. Hypotheses H1 and H2 test for the statistical significance of main effects variations in judgments about news favorableness to changes in task structure and context. Hypothesis H3 tests the extent of directional interaction between these factors in specific task settings.

10. The hypothesized relations recognize the results of experimental psychological research that if certain forms of disclosures in ‘long form’ documents can be made discriminable, novice search processes may be more effective and directed (Eriksen and Collins, 1969; Snyder, 1972).

11. The relatively lower sampling frames in experimental treatments 1 to 3 than for experimental treatments 4 and 5 reflects the higher research costs of (1) obtaining access to debenture register details and (2) mailing out research instruments, which on average contained significantly longer research instruments (reflecting the fact that debenture offerings involve longer hypothetical prospectuses).

12.  The low response rate to the initial letter requesting investors to participate in the experimental treatments was partially attributable to the need to satisfy the privacy-related concerns of the financial institutions who granted access to their debenture registers. This meant that it was not possible to follow-up non-respondents to the initial letter. 

13. Various specification checks were undertaken to validate the responses. Analysis of responses in order of receipt indicates that there was no significant difference in judgment quality, so this is unlikely to be a source of non-response bias for those investors initially asked to participate in the experiments. Self-reported times to complete the experimental task were analysed in experiment 4 and were found to be consistent with judgment. The reliability of judgments were also analysed by comparing subject preferences for each investment (questions 2 and 3) with their choice among the available alternatives (question 4). These were also found to be consistent.

14.  Approximately thirty percent of respondents (consistent across all five experiments) indicated that they were experienced in financial statement analysis and/or held formal accounting qualifications. Based on this supplementary information, overall results were decomposed by level of subjects' financial experience. Although sample sizes were too small to obtain meaningful results, no statistically significant inconsistencies were found between scores of subjects grouped by level of financial experience in all five experimental treatments.
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Table 1

Variables Studied

(following Iselin, 1993)

	Independent Variable
	Intervening Variable
	Dependent Variable

	Information condition

Five levels:

1. Abbreviated financial reports

 2. Abbreviated financial reports + ratios

3. Detailed financial statements

4. Detailed financial statements + ratios

5. abbreviated financial reports + detailed financial statements + ratios.


	1.   News favorableness
2. Information load
3. Environmental complexity
	Probability of purchase decision


Table 2
Regulatory Views on Accounting Disclosures in Documents Offering Australian Retail Financial Products

Specified form of



Accounting Disclosure


Regulator/Rule


          Retail Financial Product


Long form prospectuses to

National Companies and 


New issues in

contain detailed financial 


Securities Commissioni


debenture securities

financial statements







and investment funds

Short form prospectuses to 

National Companies and 


New issues in 

contain limited, specified items

Securities Commissionii


debenture securities 

and financial ratios









Short form prospectuses and 

Australian Securities Commissioniii
New issues in 


financial ratios








debenture securities











and investment funds

None




Insurance and Superannuation

Investment-related






Commissioniv



life insurance policies

Short form promotional brochures
Insurance and Superannuation 

Risk & investment 

and financial ratios


Commissionv



related life insurance 

policies

None




Australian Prudential Regulatory

New issues in 






Authority



debenture securities


Table 3
Cell Means and Standard Deviations –Purchase Decisions
[Likert Scale: from 1(‘definitely will not invest’) to 11 (‘definitely will invest’)]
	Form of Presentation
	Experimental treatment

	
	1 (n = 38)
	2 (n = 39)
	3 (n = 54)
	4 (n = 97)
	5 (n = 190)

	
	Bad news
	Good news
	Bad news
	Good news
	Bad news
	Good news
	Bad news
	Good news
	Bad news
	Good news

	Detailed financial statements (only)
	5.1
(2.60)
	5.7
(2.28)
	
	
	
	
	
	
	
	

	Abbreviated financial reports (only)
	
	
	
	
	
	
	2.9
(2.32)
	7.5
(2.47)
	
	

	Financial ratios and abbreviated financial reports
	
	
	
	
	3.8
(2.43)
	5.9
(2.31)
	
	
	
	

	Detailed financial statements and abbreviated financial reports
	5.4
(2.63)
	6.7
(2.91)
	3.8
(3.10)
	5.5
(2.86)
	
	
	
	
	
	

	Detailed financial statements and financial ratios
	
	
	
	
	
	
	3.8
(3.10)
	5.5
(2.86)
	5.6
(2.56)
	5.7
(2.61)

	Abbreviated financial reports and financial ratios
	
	
	
	
	
	
	
	
	4.9
(2.49)
	5.4
(2.56)

	Detailed financial statements and abbreviated financial reports and financial ratios
	
	
	5.5
(2.30)
	7.0
(2.31)
	5.3
(2.81)
	4.8
(3.13)
	
	
	
	

	Detailed financial statements and abbreviated financial reports and financial ratios (shown prominently)
	
	
	2.4
(1.76)
	7.9
(3.15)
	
	
	
	
	
	


Table 4
Analysis of Variance Summary 

[Dependent variable:  likelihood of purchase (11 point scale)]
	Source
	Df
	Mean Square
	F
	Significance

	Experimental treatment 1
	
	
	
	

	Variations between investors:
	
	
	
	

	Information load
	1
	4.56
	0.08
	0.781

	Residual
	36
	10.03
	2.01
	

	Variations within investors:
	
	
	
	

	News favorableness
	1
	17.61
	3.17
	0.080

	Information load
	1
	24.64
	3.44
	0.009

	Residual
	
	
	
	

	Experimental treatment 2
	
	
	
	

	Variations between investors:
	
	
	
	

	Information load
	2
	9.01
	0.65
	0.528

	Residual
	36
	13.85
	4.80
	

	Variations within investors:
	
	
	
	

	News favorableness
	1
	90.46
	31.36
	<0.001

	Information load
	2
	62.35
	21.61
	<0.001

	Residual
	36
	3.88
	
	

	Experimental treatment 3
	
	
	
	

	Variations between investors:
	
	
	
	

	Information load
	1
	0.75
	0.08
	0.781

	Residual
	52
	9.62
	1.98
	

	Variations within investors:
	
	
	
	

	News favorableness
	1
	17.12
	3.53
	0.066

	Information load
	1
	44.08
	9.09
	0.004

	Residual
	52
	4.85
	
	

	Experimental treatment 4
	
	
	
	

	Variations between investors:
	
	
	
	

	Information load
	1
	8.20
	1.25
	0.267

	Residual
	95
	6.57
	0.79
	

	Variations within investors:
	
	
	
	

	News favorableness
	1
	492.17
	58.78
	<0.001

	Information load
	1
	85.83
	10.25
	0.002

	Residual
	95
	8.37
	
	

	Experimental treatment 5
	
	
	
	

	Variations between investors:
	
	
	
	

	Information load
	1
	9.64
	1.31
	0.254

	Residual
	188
	7.36
	1.30
	

	Variations within investors
	
	
	
	

	News favorableness
	1
	5.81
	1.02
	0.313

	Information load
	1
	6.71
	1.18
	0.271

	Residual
	188
	5.67
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Plots of Interaction of Significant Effects
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