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Abstract

This study examines the effect of impression management On the reactions of
individual decision-makers in the presence ofpositive or negative information.
In a stock price prediction task void of impression management, inexperienced
investors had a more pessimistic expectation for the future stock price when
unfavorable financial results were presented than when favorable financial
results were presented or when investment experience was present. Predictions
were also consistent with the theory ofdiminishing marginal sensitivity. Impres­
sion management in the form ofmanagement commentary sigmjicQntly shifted
stock price expectations in the loss domain but did not affect reactions in the
domain ofgains. The results were consistent across prior investment experience
for both the reaction to diminishing marginal sensitivity and impression man­
agement.

Introduction

Investors have numerous sources of financial and financially related informa­
tion available for use in their fundamental decisions. The first purpose of this
research is to explore the similarities and differences between how individuals
make investment-related decisions and the outcomes predicted by the prospect
theory value function (Kahneman & Tversky, 1979; Kahneman & Tversky,
1984). This hypothetical value function is normative in nature; that is, it defines
how individuals actually do make decisions rather than how they should make
decisions. Three basic tenets may be used to describe this value function. First,
individuals are assumed to select outcomes based on their relation to some
reference point (usually the status quo). Second, an individual's reaction will be
greater in the domain of losses than in the domain of gains. Third, individuals
experience diminishing marginal sensitivity within the domain of gains or losses
(Hogarth, 1989).

Management has some control over the frame through which an investor views
financial infonnation. Through the use ofvoluntary disclosures, management influ­
ences the reactions of investors to financial infonnation (e.g. earnings disclosures).
This desire to present management's position in the most advantageous way and to
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suhsequently inl1uence investor behavior is commonly called impression manage­
ment (Giacalone, 1989; Murray, Rao & Schmidt, 1995). The second purpose of this
research is to explore the similarities and differences between how individuals make
investment-related decisions and the outcomes predicted by the value function in the
presence of additional disclosure by management.

In the current study, an experiment was conducted to discern how the reac­
tions of decision-makers to accounting data fit into the hypothetical value
function and to observc thc impact of impression management on those reac­
tions. Specifically. the relation betwecn earnings reports and individual investor's
opinions about potential changes in stock price is observed. This research ex­
tends extant research in the area of prospect theory by showing a practical
application of the theory in a business environment. The research also extends
existing accounting research hy suggesting that clements of prospect theory may
enrich the understanding of accounting reporting issues (i.e., individuals don't
react in a rational manner to reported gains/losses or increases/decreases to net
income) and by showing how impression management may be used by manage­
ment to control for reactions to financial information.

The balance of the paper is organized as follows. The next section contains a
discussion of the literature pertaining to the value curve and impression manage­
ment. The third section contains the development of the hypotheses. The fourth
and fifth sections provide a detailed description of the methodology used and the
analysis of the experimental results. The final section contains a discussion of
the results, the limitations of the study, and suggestions for future research.

Theoretical Background

For the fiscal years 1991, 1992, and 1993, American Express Company
(Annual Report, 1992 and 1993) reported net incomes (in millions) of $789,
$461, and $1,478. That is a loss in 1992 (relative to 1991 net income) of $328
and a gain (relative to 1992 net income) of $1,017. Earnings per share (e.p.s.) for
those same years were $1.59, $.88 (a loss of $.71 relative to 1991 e.p.s.), and
$2.92 (a gain of $2.04 relative to 1992 e.p.s.). What if you were an investor in
Amercian Express? How would you have felt about your investment in 1992? In
1993'1 The way decision-makers react to these gains and losses can, theoreti­
cally, be described using the value function in Figure I. This value function was
derived in partial explanation of the way individuals make risky choice deci­
sions, and that explanation is referred to as prospect theory.

Prospect Theory
Prospect theory is a descriptive economic theory developed by Daniel Kahneman

and Amos Tversky as an extension to expected utility theory (Kahncman & Tvcrsky,
]979). These pioneers in behavioral economics observed that in situations marked
by uncertainty, the underlying assumptions of both expected value and expected
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utility theory were systematically violated. Their observations led to the develop­
ment of prospect theory, which attempts to explain the deviations from rational
decision-making in conditions of uncertainty.

The hypothetical value function presented in Figure 1 depicts the tenets
outlined in the prospect theory literature. The origin represents the neutral
reference point or status quo. In our example, this would be last year's net
income or last year's e.p.s. Outcomes in the positive domain (upper-right quad­
rant) are deemed to be gains relative to the origin. Outcomes in the negative
domain (lower-left quadrant) are evaluated as losses.

Note that the slope of the hypothetical value function is steeper in the domain
of losses than in the domain of gains as it moves away from the origin. This
contrast depicts the second basic premise of this value function commonly
known as loss aversion (Kahneman & Tversky, 1984). The concept of loss
aversion relates to the intensity or severity of the reaction when comparing gain
scenarios to loss scenarios. When individuals perceive themselves in the nega­
tive domain (a loss situation) their negative reaction is more severe than is their
positive reaction to an equivalent gain (Bazerman, 1990; Mayer, 1995). As
Fuller (1996) succinctly stated, "The pain associated with a given amount ofloss
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is greater than the pleasure derived by an equivalent gain." Empirical evidence
suggests that the reactions in the negative domain can be twice as great as
reactions in the positive domain (Kahneman, Knetsch & Thaler, 1990; Tversky
& Kahneman, 1991). In our example, American Express investors saw a loss of
$.71 per share in fiscal 1992. According to the value function, investors would
feel up to twice as unsatisfied with the $.71 loss in e.p.s. as they would have felt
satisfied with a $.71 gain in e.p.s. for that same year.

The hypothetical value function is concave in the domain of gains and convex
in the domain oflosses with the curve becoming relatively flat as it moves away
from the origin. The shape of the curve suggests diminishing marginal sensitiv­
ity in both the positive and negative domains. Stated simply, a gain/loss of $2
does not give twice the pleasure/pain of a gain/loss of $1. In fiscal 1993, our
American Express investors saw a $2.04 gain in e.p.s. relative to 1992. How
different do you think their satisfaction level would have been if the gain had
been $1.90 greater than 1992 e.p.s? $2.00? $2.1O? $2.50? $3.00?

An important aspect of prospect theory that relates to this study is the effect
of framing on decision making. In the American Express example, what frame
has been encouraged? The scenario has been framed as a change in e.p.s.
problem. Are e.p.s. changes the only factor that drives an investor's assessment
of corporate performance? Most probably noL Framing, however, allows the
discussion to be focused on preferred issues and away from other issues. Fram­
ing relates to both the methods used to present information and the individual
interpretation of that information (Bazerman, 1990). In conditions of uncer­
tainty, a decision frame is formed by an individual based on the information
provided and reflects his or her personal interpretation of circumstances. In
forming a decision frame, the individual defines what is important or significant
in selecting among alternatives.

As decisions are framed, individuals may compromise their potential to
make optimal choices. A frame will eliminate information, which is deemed
irrelevant or unimportant, relating to the problem. Therefore, once a deci­
sion is framed, the individual may have a compromised perspective on the
problem. This is a direct violation of the invariance axiom of expected utility
theory (von Neumann & Morgenstern, 1947; Luce & Raiffa, 1957). The
invariance axiom of expected utility theory requires that qualitative descrip­
tions of alternatives will not affect decision making (e.g., the happiness
generated by finding $10 on a sidewalk will be exactly equal to the unhap­
piness generated by finding that $10 you are carrying has blown away). By
definition, framing results in an individual taking a certain posture or stance
regarding a decision. This suggests that the framing of a problem will di­
rectly affect how an individual will respond to the situation.

The framing of a decision problem will directly influence the perspective of
the decision-maker and, therefore, the reaction that can be expected. While the
positive or negative frame of the decision does not affect diminishing marginal
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sensitivity, both reactions are affected. If a situation is framed positively, the
decision will be viewed as a gain situation, and the decision-maker should
exhibit a limited positive reaction to the information. If a situation is framed
negatively, the decision will be viewed as a loss situation, and the decision­
maker should behave in a more pronounced negative manner. The decision­
maker in this frame should exhibit a greater reaction to the negative information
than if the decision were positively framed (Brockner, 1992).

Impression Management
Impression management is defined as the tendency to present oneself in a

socially desirable way (Giacalone, 1989) or the process by which other people's
reactions are manipulated (Murray et al., 1995). Impression management, some­
times called "strategic communication" (Allen & Caillovet, 1994), refers to the
strategies used by organizations to create, maintain, or improve their public
image. Bromley (1993) describes the entire public relations function as the
corporate equivalent of impression management.

Impression management can be used in a number of ways by management.
The different strategies employed are a function of the various target audiences.
Employees, customers, competitors, shareholders and potential investors have
vastly different perspectives in evaluating the performance of the organization.
Management recognizes these different needs and attempts to utilize the appro­
priate communication strategy.

A vast amount of financial information is provided to the market as a result of
regulatory requirements. Financial statements, footnotes, and audit reports have
very specific guidelines for presentation and disclosure. This information is
limited in its potential for furthering the public image or perception of the
corporation. Voluntary disclosures, however, present a unique opportunity for
the application of an impression management strategy.

The market for corporate control motivates the voluntary disclosure of infor­
mation (Kaplan, Pourciau & Reekers, 1990). In the absence of voluntary disclo­
sures specifically designed to control perception, stockholders or outsiders may
perceive management to be incompetent or incapable. The ultimate end result
could be a change in management. With the goal of maintaining shareholder
support, management will utilize various impression management strategies.
These efforts extend well beyond the skillfully written news release. To improve
their image in the business community, most major corporations have estab­
lished investor relations programs. Corporations also make efforts to promote
their social responsibility by supporting non-profit organizations. These pro­
grams are all part of a public relations campaign highlighting the skill, compe­
tence, and responsiveness of management.

Impression management strategies are characterized by their self-serving
posture. A strategy that is self-serving is typified by one taking credit for
positive outcomes and placing blame on others for negative outcomes. Giacalone
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(1989) presents two types of impression management strategies based on the
two elemental situations management will attempt to control - "good news"
and "bad news". Demotion-preventative strategies are used in the negative or
"bad news" domain, while promotion-enhancing strategies are used in the posi­
tive or "good news" domain.

Demotion-preventative strategies are used when blame avoidance is the de­
sirable course of action. Kaplan et al. (1990) discuss three categories of impres­
sion management strategies found in situations with negative outcomes: the
"excuse" strategy, the "justification" strategy, and the "change" strategy.

When management utilizes an "excuse" strategy, the explanation for the
unfavorable outcome is directed externally. For example, unfavorable earnings
could be attributed to a weak economy or an industry slump. An excuse strategy
is a means of distancing management from the unfavorable event. A study
conducted by Wood and Mitchell (1981) found that the intensity of the unfavor­
able reaction was decreased when an excuse was offered in the annual report.
However, it should also be noted that the results of the Kaplan et al. (1990) study
indicate this strategy to be the least effective of the three strategies examined.

A "justification" strategy is characterized by accepting responsibility for the
unfavorable outcome. The action will then be justified by demonstrating how
the benefits of the action exceed its cost. For example, management may empha­
size new cost-effective measures placed into the system. In the short run, the
cost of implementation may be high, but in the long run profits will increase.

A third impression management strategy is referred to as the "change" strat­
egy (Chugh & Meador, 1984). The change strategy avoids excuses or justifica­
tion for the unfavorable outcome and merely focuses on the future. It employs a
proactive approach to problem solving instead of a reactive approach. Managers
using this strategy would simply discuss the plans and strategies for the future
and ignore the current unfavorable results.

Let's return briefly to our American Express example. In 1992, with a de­
crease in net income of $328 and a decrease in e.p.s. of $.71, the Letter to
Sha;eholders in the American Express annual report began as follows:

From a shareholder's perspective, 1992 was not a good year
for American Express. We met few of your - or our - expec­
tations, particularly in terms of bottom-line financial results.
Our net income and return on equity were inadequate, and we
had too many surprises of a financial and management nature.
I'm disappointed in our performance, and I know you must be.

lt is my objective to see that we do much better in the future.
I believe we can.

Although we didn't meet shareholders' expectations in terms
of financial performance, we did accomplish a number of
significant things that augur well for the future. Travel
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Related Services put in place the major elements of its strategy
to fix its problems .... (Annual Report, 1992).
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The letter was short, only six pages, to the point and contained a single photo­
graph of President and C.E.O. Harvey Golub. Where does this letter fit among
the strategies just discussed?

When financial results are favorable, Giacalone (1989) states that promotion­
enhancing strategies are typically used. While these strategies are used less
often than demotion-preventative techniques, managers still use them to en­
hance and strengthen their image to the shareholders. Management wishes to
emphasize their own role in producing favorable results (Kaplan et al., 1990).
Impression management devices in favorable situations may include descrip­
tions of new programs implemented, visual presentations (e.g. photographs,
graphs, or charts), or plans for future successes. These strategies are less influ­
ential on investors than the strategies used to soften the severity of the investors'
reactions to poor company performance (Giacalone, 1989).

The Letter to Shareholders in the 1993 American Express annual report was
nineteen pages in length, had three executive photographs, five promotional
photographs, five graphs, and two tables. In this year, net income increased by
$1,017 and e.p.s. increased by $2.04. The Letter began as follows:

1993 was an extraordinary time for American Express. We
started the year in controversy and on the defensive. We fin­
ished the year with a long list of accomplishments - includ­
ing achieving some of the best financial results in our history,
creating a new foundation for growth with highly-motivated,
reenergized employees, and rebuilding relationships with im­
portant customer groups.

As with all corporations, our overriding business objective is to
create shareholder value. We believe the best way to accomplish
this is to work toward maki ng American Express the world's most
respected service brand - not out of a sense of arrogance or
ambition - but because brands have value and great brands like
ours can have great value ... (Annual Report 1993).

Accounting narratives are the main vehicles for impression management used
by organizations to control reaction to earnings announcements. Accounting
narratives include the president's letter and the management discussion and
analysis found in annual reports, voluntary press releases, and all other forms of
voluntary disclosures.

Using an impression management strategy, management can qualify every
financial item reported on and use any of the above-mentioned techniques to
attempt to control and influence investors' reactions. The accounting narrative,
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being the most easily read and understood part of the annual report, offers
management an opportunity to address the events that occurred during the year
and that affected financial results (Jones, 1996).

In summary, managers have the motive, opportunity and ability to use impres­
sion management to influence shareholder reactions to earnings announce­
ments. Managers are motivated by their desire to maintain shareholder support.
The opportunity to influence this perception is provided by the use of accounting
narratives that are closely associated with mandatory earnings disclosures.
Through accounting narratives, managers get the freedom of unregulated com­
mentary while enjoying the close association with regulated financial results.
Given this opportunity, managers wi11 present current earnings in a manner that
maximizes the potential for continued support from the shareholders.

Hypotheses

Accounting is commonly described as the language of business. Nowhere is
this truism more aptly portrayed than in the media, where earnings and earnings­
related information serve as signals of the past and future profitability of a
company. The financial information provided in earnings releases is the final
product of accounting effort and has been empirically shown to affect share­
holder behavior (for examples, see Ball & Brown, 1968; Lev & Ohlson, 1982;
Kormendi & Lipe, 1987).

Managers have a vested interest in the way earnings are perceived by share­
holders because earnings are an important signal of managerial ability. Manage­
ment teams wish to appear strong and in control of the future of the company,
thus assuaging any inclination on the part of the shareholders or outside interests
to make management changes. As a result, management will use voluntary
disclosures to control (or attempt to control) the degree of reaction to earnings
releases (King, Pownall & Waymire, 1990).

If the value function can be transferred into investment decisions, in a con­
trolled environment, investors will react more negatively to earnings presented
in the negative (loss) domain than to earnings presented in the positive (gain)
domain. That is, in an environment of only gain or loss information, reactions
will be greater for losses than for gains. While the assumption that earnings will
be presented without some discussion is unrealistic, especially in the domain of
losses, the controlled experimental environment allows for the testing of the
hypothetical value function (Kahneman & Tversky, 1979; Kahneman & Tversky,
1984). The first hypothesis, stated in the alternative, is

Hypothesis I: Investors' reactions to losses will be greater
than reactions to corresponding gains.
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The value function also displays marginal diminishing sensitivity in both the
positive and negative domains. From the perspective of an investor, a 5% or 10%
increase in earnings (using last year's earnings as a reference point) would be
equally as satisfying, while a 5% or 10% decrease in earnings would be equally
as painful. In this case, prospect theory would support the null hypothesis of
failure to support a change in reaction across levels of gain or loss.

Hypothesis 2: Investors' reactions will be unaffected by the
level of loss or gain.

A growing body of literature supports the contention that the president's letter
and management analysis and commentary in annual reports has a self-serving
nature (Kaplan et aL, 1990). Even so, the studies also show that investors are
swayed by these reporting strategies (Staw, McKechnie & Puffer, 1983).

The current study uses disclosures provided through financial publications
(e.g. Wall Street Journal). Earnings reports typically contain both accounting
numbers and commentary. The impression management literature suggests that
the reaction to losses should be altered in the presence of commentary. That is,
managers will actively work to frame a loss scenario in such a manner to
minimize the reaction potential of investors. The disclosures provided will serve
as an intervening variable in that the earnings release will be qualified before
comparison to last year's earnings (the reference point).

The literature suggests, however, that impression management is not used as
frequently and is less effective in the domain of gains (Giacalone, 1989) in these
financial publications. In the presence of impression management, investors
will be cautious and less willing to revise their opinions in the domain of gains.

The third and fourth hypotheses of this study involve the effect of impression
management in the domain of gains and losses. Impression management will
help reduce the impact of bad news but will not affect the impact of good news.

Hypothesis 3: Impression management will reduce the impact
of negative information.

Hypothesis 4: Impression management will not affect the im­
pact ofpositive il~formation.

Methodology

Design
A between-subjects experiment was conducted to test the hypotheses. In a

controlled laboratory experiment, all possible variables not pertinent to the
immediate question being tested are kept at a minimum. This is done by reducing
a real-world situation to its basic elements and then rigorously controlling the



34 Journal of Business Strategies Vol. 18, No.1

information subjects may use to make a decision. While the information pro­
vided may not be realistic from a real-world perspective, the information is
carefully tailored to elicit and measure a reaction by a decision maker.

The experiment contained a 2 x 2 x 4 design with two levels of domain
(positive or negative), two levels of impression management (absent or present),
and four degrees of change within domain (20%, 40%, 60%, or 80%). In addi­
tion, one cell was added to the design as a control. Information from one of the
seventeen total cells was distributed randomly to each subject.

Task
In order to test the three hypotheses, the researchers developed a series of

fictitious news releases. The releases were based on an actual article published
in the Wall Street Journal detailing the financial results of a major soft drink
company. To maintain control over the scenarios, portions of the article were
manipulated to obtain one release for each of the seventeen conditions discussed
above. Each release described the earnings results for FizzyCo Inc., a fictitious
fast food and beverage conglomerate.

Eight news releases described favorable (positive) earnings results for the
year. Four of these releases provided only accounting data - gross income, per
share financial information and the percentage increase over the previous fiscal
year. The other four scenarios provided commentary to support and describe the
favorable results in addition to the numeric financial data. Within each impres­
sion management condition (absent/present), the news releases described gains
over the previous period in 20% increments up to 80%. Examples ofthe with and
without impression management scenarios in the gain domain are presented
below:

Without Impression Management

FizzyCo Inc. reported today that net income increased (20%,
40%,60%,80%) for the fiscal year ended December 31, 1996.
The food and beverages giant reported net income of ($224,
$262, $299, $336) million, or (13, 15, 18,20) cents a share.
Last year, FizzyCo earned $187 million, or eleven cents a
share.

With Impression Management

FizzyCo Inc., capping its best year in recent memory, said
net income increased (20%, 40%, 60%, 80%) for the fiscal
year ended December 31, 1996, reflecting phenomenal results
in the company's restaurant and international beverage opera­
tions.
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The food and beverages giant reported net income of ($224,
$262, $299, $336) million, or (13, 15, 18, 20) cents a share,
including $323 million in charges. The one-time items were
tied primarily to a restructuring of overseas beverage opera­
tions and the company's casual-dining business. As expected,
FizzyCo said yesterday that it plans to purchase several small
dining chains.

Last year, FizzyCo earned $187 million, or eleven cents a
share, which included a one-time accounting charge of $384
million.

FizzyCo noted that two core divisions - Continental Bev­
erages and Dippin' Chips - continued to perform well, post­
ing profits up 16% each for the year.
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Conversely, eight news releases described unfavorable (negative) earnings
results for the year. The wording was consistent for both favorable and unfavor­
able earnings. Four releases provided no details regarding the losses (i.e. no
impression management) while the remaining four provided commentary re­
garding the source of the losses. The eight news releases described losses up to
80% over the previous year in increments of 20%. Examples of the with and
without impression management scenarios in the loss domain are presented
below:

Without Impression Management:

FizzyCo Inc. reported today that net income decreased (20%,
40%,60%,80%) for the fiscal year ended December 31, 1996.
The food and beverages giant reported net income of ($150,
$112, $75, $37) million, or (9, 7, 4, 2) cents a share. Last year,
FizzyCo earned $187 million, or eleven cents a share.

With Impression Management:

FizzyCo Inc., capping its toughest year in recent memory, said
net income decreased (20%, 40%, 60%, 80%) for the fiscal year
ended December 31, 1996, reflecting charges and poor results in
the company's restaurant and international beverage operations.
The food and beverages giant reported net income of ($150, $112,
$75, $37) million, or (9, 7, 4, 2) cents a share, including $323
million in charges. The one-time items were tied primarily to a
restructuring of overseas beverage operations and the company's
casual-dining business. As expected, FizzyCo said yesterday that
it plans to sell several small dining chains.
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Last year, FizzyCo earned $187 million, or eleven cents a
share, which included a one-time accounting charge of $384
million.

FizzyCo noted that two core divisions - Continental Bev­
erages and Dippin' Chips - continued to perform well, post­
ing profits up 16% each for the year.

For the sake of consistency across all cells providing commentary, a single
impression management strategy was selected. Because both favorable and
unfavorable results were being presented (depending on domain), a "justifica­
tion" strategy was selected. Kaplan et at. (1990) find this strategy to be effective
for "enhancing judgments and decision about the firm" (page 77). This strategy
allows for the provision of a loss explanation and discussion of overall results
and future benefits in both domains.

The control condition described the earnings results as stable or flat when
compared to the previous year. Only accounting numbers were presented in the
control condition (i.e., no commentary was provided).

The instructions asked subjects to assume they were investors in the conglom­
erate and to read the article regarding the company's most recent earnings
results. They were then asked to predict the direction of the company's stock
price based on the disclosure presented by marking a scale provided in the task.
The task concluded with a written protocol of the decision process.

Subjects
The experimental task was completed by 257 subjects. The subjects partici­

pating in the study were student volunteers currently enrolled in upper-level
accounting courses at a southwestern university. Accounting students were
deemed appropriate participants for this experiment. The subjects had reason­
able familiarity with the basic terminology contained in standard earnings re­
leases. The researchers felt the subjects possessed the appropriate academic and
analytical skills to reach a reasonable conclusion regarding the direction of the
stock price. Because the student subjects were not expected to proxy for actual
experienced investors, the researchers did not feel that for purposes of this
experiment an advanced level of investment knowledge was required.

Procedure
The experiment was conducted during regularly scheduled class time. The

subjects were under the direct observation of the researchers at all times. After
a brief introduction, each subject was asked to complete and sign a Statement of
Informed Consent. The subjects were asked not to consult their textbooks, notes
or each other while completing the instrument. Once the consent forms were
completed and collected, the researchers distributed the different versions of the
task on a random basis. The instrument consisted of the task and the exit
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questionnaire. There was no time constraint for completing the experiment.
Completion times varied due to the varying lengths of the news releases.

Analysis and Results

Nine subjects were dropped from the analysis due to incomplete instruments.
A total of 248 usable instruments were available for analysis in the seventeen
cells. The exit questionnaire provided some insightful background information
on the subjects. Ninety-one percent of the sample consisted of Juniors and
Seniors in the college of business. Accounting students currently enrolled in
graduate-level courses made up the remaining nine percent of the sample. The
sample was almost evenly divided between males and females at 47% and 53%
respectively. Forty-two percent of the subjects had either current or prior expe­
rience with investments in stock. A macro analysis of these exit questionnaire
variables (class level, gender, and investment experience) suggested no effect
for the control variables.

Control Condition
Fifteen subjects were assigned to the control condition. In this condition,

subjects were given no commentary and were told that the financial perfor­
mance of the firm was consistent with the prior year's performance. On a Likert
scale of +/-5, with 0 indicating no change in stock price, the average response of
the subjects was -.81. This average response is statistically different (at a = .05,
Scheffe) from the average responses in three of the four general conditions­
positive domain with and without impression management ()l = 1.03 and m =
1.65) and negative domain without impression management ()l =-1.55). The
average response in the control group was not statistically different from the
average response in the negative domain with impression management ()l =
0.11). This analysis suggests that the overall direction of the responses was
consistent with expectations.

Tests of the Hypotheses
The basic proposition of the value curve is posited in hypothesis l. That is, the

reaction to negative information will be greater than the reaction to positive
information. To test hypothesis one, only the cells containing no impression
management were examined. Figure 2 presents the means for each degree of
change for the positive and negative domains. To measure the difference in
means, the four degrees ofchange in each domain were collapsed to measure the
overall (average) degree of change between the positive and negative domains.
In other words, was the overall average in the negative domain further from zero
(in a negative direction) than the distance from zero to the overall average in the
positive domain (in a positive direction)?
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Figure 2
Reaction to Gains and Losses
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The absolute values of the means for the positive and negative domain were
used to measure the difference in reaction to the positive and negative informa­
tion reported. The difference in the absolute value of the means between the two
domains was not statistically significant (F ::;: 1.72, P ::;: 0.4892) and fails to
support the first hypothesis. The subjects, on average, did not have a more severe
reaction to losses than to gains.

Prior research suggests that sophisticated and unsophisticated (experienced and
inexperienced) investors may utilize information differently in assessing stock value
(Hand, 1990; Burns, 1995; Murray et aI., 1995; De Bondt & Thaler, 1985; De Bandt
& Thaler, 1987). Because of the possible mixed demographics of the subject pool
(the university has large numbers of second career and full-time employed students),
prior investment experience was controlled for through a series of questions in the
exit questionnaire. Information from the exit questionnaire suggested that 27% of
the subjects in the positive domain had prior investment experience, and 58% who
were in the negative domain had investment experience.

The test of hypothesis one required subjects to make stock price change
predictions based on a very limited set of information. Subjects without invest­
ment experience may have used only the information provided in their decision
process. Subjects with investment experience, on the other hand, may have
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realized that potential causes of the change could possibly exist. As one subject
stated in the written protocol of the task, 'There could he reasons that are valid
for the decline in income that the publication did not include."

An ANOVA was used to test whether subjects with investment experience
arrived at different predictions than subjects without investment experience. A
statistically significant interaction (at ex = .10) was found between investment
experience and domain (F = 4.38, P = .0583).

The data were separated into investment experience groups and were reanalyzed
to further test the first hypothesis. Figure 3 presents a visual representation of the
data separated by investment experience. The question of interest was again whether
investor reactions would be greater in the negative domain than in the positive
domain. The absolute values of the mean stock price predictions were again com­
pared. Statistically significant differences (/lpn, = 1.56, /lnl'g =.914) were not found
within the group with investment experience. In the no investment experience
group, however, the absolute mean differences of the two domains (/lpn, =1.69, /lnl'g
= -2.43) were statistically different (F = 6.42, p = .0445). The subjects without
investment experience reacted more strongly to a loss than to a gain, while the
subjects with investment experience treated losses and gains equally.

Figure 3
Interaction Effects of Domain and Investment Experience

4

-4

Group

Without Investment Experience
With Investment Experience
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The second hypothesis tests the marginal diminishing sensitivity tenet of the
value function. To test this hypothesis, four levels of gain or loss were presented
to the suhject groups. The null hypothesis would be rejected if the subjects
reacted differently based on the level of gain/loss (20%, 40%, 60%,80%).

Comparisons of the means were conducted within each domain. The results
support the concept of diminishing marginal sensitivity. In both domains, the evi­
dence did not suggest a difference in reactions to levels of positive or negative
financial results (F = 1.24, P =0.3817; F =2.21, P =0.1620). The domains were

pllS nC!l

further divided hy impression management (present/absent) and again by level of
investment experience (prior experience/no prior experience). No statistical evi­
dence was found to reject the hypothesis of no dilTerence in reactions among levels
of gain or loss, regardless of the number of qualifications made.

The third and fourth hypotheses suggests an ordinal interaction between
domain (positive or negative) and impression management (present or absent).
Specifically, hypothesis 3 posits that the use of impression management will
significantly reduce the effect of negative information, and hypothesis 4 posits
that the usc of impression management will not significantly improve the effect
of positive information.

The average response in each cell is presented in Figure 4. The four levels of
change in the positive and negative domains were collapsed to test the overall
interaction of domain and impression management. The distance from zero was
measured for each of the four cells. The interaction effects were tested using an
ANOVA. A statistically significant interaction was found he tween domain and
impression management (F = 15.48, p =.0001).

To directly test hypotheses three and four, the data were separated into two
sets based on domain and tested for the effect of impression management. In the
negative domain, the effect of impression management on the prediction of
stock price changes was found to be statistically significant (F = 14.96, P =
0.0002), supporting hypothesis 3. That is, the average response was signifi­
cantly reduced by the presence of commentary explaining the reason for the loss.

In the positive domain, a statistically significant effect was not found (F = 2.52,
P = .(151). This result supports hypothesis 4 in that the presence of impression
management did not statistically increase the average response of the subjects.

Because of the effect of investment experience found in the statistical testing of
hypothesis I, the data used to analyze hypotheses 3 and 4 were also divided between
investment experience and no investment experience. Ifsubjects with no investment
experience are more sensitive to the information provided than subjects with prior
investment experience, the results obtained above might be incomplete.

No statistical support was obtained to indicate adding a variable for invest­
ment experience to the model affected the resul ts reported above (F = .73, P =
0.3942). Within each experience group, an ordinal interaction occurred with
statistically different means in only the negative domain. The means for each
group by investment experience are presented in Table 1. The interaction was
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Figure 4
The Effect of Impression Management on Investor Reactions
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Table 1
Means of Domain and Impression Management

By Investment Experience

Level of Impression Investment
Domain Management Experience N Jl (J

Positive Absent Absent 42 1.69 1.72
Positive Present Absent 36 1.14 2.40
Negative Absent Absent 23 -2.43 1.53
Negative Present Absent 35 -0.04 2.13

Positive Absent Present 17 1.56 2.28
Positive Present Present 23 0.87 2.26
Negative Absent Present 32 -0.91 2.70
Negative Present Present 25 0.32 2.34
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statistically significant (at a::::o .10) both when the subjects had prior investment
experience (F ::::0 3.59, P ::::0 0.0614) and when the subjects did not have prior
investment experience (F::::o 17.50, p ::::0 0.000 I). Within each investment experi­
ence condition, an ordinal interaction occurred with significant differences in
the negative domain hut not in the positive domain.

Conclusions

In this study, the value function, as defined hy prospect theory, and the role of
impression management were tested in a business setting using accounting data.
The experiment was based on individual investor reactions to earnings changes
with or without supplemental information disclosures. The results are consistent
with prior theory within certain limits.

Contrary to the theory of Joss aversion, subjects' reactions to financial losses
were not different from their reactions to financial gains. When the subjects
were divided by investment experience, however, a difference was found in the
reactions of the two groups. Subjects were encouraged to utilize only the infor­
mation provided in the instrument in reaching their predictions for stock price.
However, in comparing the results of suhjects with investment experience to
those without previous experience, hias was indicated. The participants with
investment experience tended to respond less predictably than those without
investment experience. This suggests that the respondents may have been biased
by previous investment experiences or investment knowledge. The subjects
with no investment experienee were willing to base their predictions of stock
price changes on the information presented in the experimental scenario. Sub­
jects with prior investment experienee were less willing to accept the loss
scenarios as presented in the simple scenarios used for this experiment and
displayed a markedly reduced reaction to the information.

The researchers were aware of the number of adult, second career and military
personnel at this particular university. The researchers did not know, a priori,
the large proportion of subjects who would have prior investment experience in
these particular classes. The results indicate a difference in reactions between
levels of investment experience. Subjects self-selected into these conditions in
the current study. A future study could more carefully control for investment
experience differences hy selecting subjects specifically to fill the investment/
no investment experience cells. More specific investment experience (e.g. fi­
nancial analysts or advisors) might also be desirahle.

For every decision group, the average of all responses to earnings losses and
gains was consistent with the concept of diminishing marginal sensitivity. Within
the domain of gains and the domain oflosses, the reactions were no greater given
a range of gains/losses of 20% to 80%.

A limitation is that the subjects in the current study were asked to assume the
role of shareholders in a hypothetical eompany. No economic incentives were
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presented to motivate their interest in the value of the firm's stock. While the
subjects were aware that the stock was in a loss situation, the authors did not
have a measure to capture the pain (if any) felt by the loss.

The theory supporting the second hypothesis (diminishing marginal sensitiv­
ity) supports a failure to reject the null hypothesis and could be affected by the
limitation mentioned above. By biasing the results of hypothesis two toward the
null hypothesis, false support could be added to the outcome. The results ob­
tained for hypothesis two, however, are consistent with extant theory and sup­
port the null hypothesis in all comparisons: (1) when levels of gain/loss were
compared within domain, (2) when levels of impression management (present/
absent) were compared within domain, and (3) when levels of investment expe­
rience (present/absent) within impression management group (present/absent)
were compared within domain. A future study could use economic incentives to
further investigate the lack of reaction to negative earnings information by
experienced investors and to validate the results for diminishing marginal sen­
sitivity.

Finally, the reactions in conditions with impression management were less
adverse than those without impression management in the domain of losses.
When subjects were provided with some form of explanation for the unfavorable
earnings results, their predictions were not as pessimistic as when only the
negative financial results were presented. Conversely, the results for the deci­
sion groups with positive earnings scenarios appeared to be unaffected by
impression management.

In summary, this research supports and confirms prior research in the areas of
prospect theory and impression management. In addition, these areas are ex­
tended by introducing their concepts into a business environment and by using
accounting numbers to elicit a reaction to net income changes. To the authors'
knowledge, no published research exists in the accounting literature on this
topic. Further, this research shows that impression management in the form of
additional management commentary can and will affect the interpretation of raw
accounting numbers.
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