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Abstract

Following SOX, financial restatements increased dramatically. Prior research suggests that how investors respond to restate-
ments, particularly those involving fraud, may mitigate or exacerbate damage suffered. We extend both accounting and
management research by examining the joint effects of pre-restatement managerial reputation and the announcement of mana-
gerial corrective actions in response to a restatement on nonprofessional investors’ judgments. We find that pre-restatement
managerial reputation and the announcement of managerial corrective actions jointly influence investors’ managerial fraud
prevention assessments, which mediate their trust in management. These trust perceptions in turn affect investors’ invest-
ment and CEO retention judgments. Our results have implications for firms that are concerned with lessening the negative

consequences associated with issuing a restatement.
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Introduction

Following the Sarbanes—Oxley Act of (SOX) (2002), the
number of financial restatements—each of which indicates
that financial information previously issued by management,
and relied upon by investors, was incorrect—increased dra-
matically (e.g., GAO-06-678 2006a, GAO-06-1053R 2006b;
Turner and Weirich 2006; Chen et al. 2014).1 Firms and their
managers who issue restatements, especially ones due to
fraud, tend to suffer reputational and financial damage (e.g.,
Hribar and Jenkins 2004; Palmrose et al. 2004; Desai et al.
2006; Plumlee and Yohn 2010, 2015). In response, boards
of directors and top managers often take reputation-building
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corrective actions such as strengthening internal governance
(Srinivasan 2005). While such actions, on average, may
positively affect post-restatement earnings (Chakravarthy
et al. 2014; Chen et al. 2014), they are costly to the firm.
Accordingly, it is important for managers to understand the
extent to which announcing such actions is likely to mitigate
investors’ negative responses to the restatement.

The purpose of the current research is to introduce and test
a model of investors’ reactions to a restatement. Specifically,
our model proposes that management’s pre-existing reputation
and the announcement of corrective actions jointly influence
investors’ managerial fraud prevention assessments, which, in
turn, influence their trust in management, and then CEO reten-
tion and investment judgments. While prior archival restate-
ment research recognizes that restatements are likely to erode
investors’ trust in management (Chakravarthy et al. 2014), our
model incorporates managerial fraud prevention assessments
as a precursor to trust in management. This construct captures
investors’ assessments of the extent to which management is
committed to preventing fraud in the future. Providing evi-
dence about investors’ fraud prevention assessments will be of
interest to regulators along with boards of directors and senior
management as they evaluate how to effectively mitigate the
negative effects of a restatement.

! In fact, Johnson (2008) reports that over 10% of public companies
issued restatements in 2006.
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In addition, our model includes two important economic
judgments about the restating firm: an investment judgment
and a CEO retention judgment. After issuing a restatement,
the firm’s board of directors and top management are con-
cerned about whether investors consider the firm a less
attractive investment option, which would create downward
pressure on the firm’s equity value. In addition, after issuing
a restatement, the board of directors also faces pressure to
make changes to the firm’s top management team, including
the CEO (e.g., Hennes et al. 2008). Certainly, professional
investors can exert significant influence over the board (Del
Guercio et al. 2008), and the likelihood that the board will
acquiesce in the face of this pressure has increased dramati-
cally in recent years (Ertimur et al. 2010). Perhaps more
importantly, firing a CEO can be a costly action for the
firm, presumably intended to regain credibility with inves-
tors (both professional and nonprofessional). However, little
evidence exists to help the board of directors understand
the circumstances that could affect investors’ preferences
as to whether the CEO is fired or retained. Thus, investors’
investment and CEO retention judgments are important, but
in some cases little evidence exists to help guide directors
on these judgments.

As mentioned above, we expect managerial pre-restate-
ment reputation and the announcement of corrective actions
to jointly influence investors’ managerial fraud prevention
assessments. We identified and selected these two variables
because prior research demonstrates their relevance. First,
management and accounting research find, respectively, that
the effectiveness of transgression repair attempts depends,
in part, on the pre-existing state of a relationship (Zaheer
et al. 1998; Lewicki et al. 2005) and nonprofessional inves-
tors’ response to subsequent actions depends on manage-
ment’s pre-existing reputation (e.g., Mercer 2004; Hodge
et al. 2006; Cianci and Kaplan 2010). In the current setting,
management’s pre-restatement reputation represents the
state of its relationship with investors prior to the restate-
ment. Second, prior management research has advocated
that announcement of corrective actions is an important
mechanism to restore investor confidence (Dirks et al. 2009;
Gillespie and Dietz 2009). Further, several archival stud-
ies provide evidence indicating that, on average, corrective
actions mitigate the damage from restatements (Hennes et al.
2008; Karpoff et al. 2008; Chen et al. 2014). However, it is
unlikely that announcing corrective actions will be equally
effective across firms differing in managerial characteristics
(Rhee and Valdez 2009). Thus, examining the interaction of
these variables is warranted.

In testing our proposed model, we use nonprofessional
investors as participants. Although the prior archival
research on restatements has examined equity prices, which
are largely set by professional investors, as a class, nonpro-
fessional shareholders also have a substantial presence in
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US equity markets. As of 2008, almost 47 percent of US
households (54.5 million) owned equities, and only 29
percent of these households consistently consulted with
an investment advisor before making investment decisions
(ICT and SIFMA 2008). Consequently, understanding non-
professional investors’ responses to restatements is impor-
tant. Further, in testing our proposed model, we use a fraud-,
rather than an error-, based restatement, as such restatements
often involve more negative consequences to investors, the
firm, and its management (Hennes et al. 2008; Karpoff et al.
2008). Indeed, the character and ethicality of managers is
more likely to be called into question when fraud is involved
(Copeland 2005), perhaps increasing the need for managers
to make it clear that they have taken corrective actions.

We conduct an experiment in which 94 MBA students
(i.e., nonprofessional investors) respond to a company press
release, which announces a fraud-based restatement. In
our 2 X 2 between-participants experiment, we manipulate
management’s pre-restatement reputation (high, low) and
announcement of managerial corrective actions (absent, pre-
sent). In the high (low) reputation condition, management
has a history of making relatively accurate (inaccurate) earn-
ings forecasts. In the “action absent” condition, the press
release only describes the reason for and the financial impact
of the restatement. We hold constant the reason given for the
restatement—i.e., fraudulent acts by employees outside the
C-suite. In the “action present” condition, the press release
contains all of the information provided in the “absent” con-
dition and also indicates that management has taken costly
corrective actions to prevent restatements from reoccurring
(i.e., management improved the internal control system
and hired an experienced and well-qualified ethics officer).
After viewing the press release, participants make invest-
ment judgments, a CEO retention judgment, and respond
to a series of measures intended to capture judgments about
their managerial fraud prevention assessments and trust in
management.

We find that managers’ pre-restatement reputation and
their corrective action announcement interact to predict
investors’ perceptions of management’s commitment to
prevent fraud, which mediates their trust in management.
Investors’ trust judgments, in turn, are associated with
both investment and CEO retention judgments. Specifi-
cally, when management does not announce that it has
taken corrective actions in response to a restatement,
investors trust management with a poor reputation less
than management with a good reputation because inves-
tors are less convinced that management values prevent-
ing fraud. Alternatively, when management does announce
that it has taken corrective actions in response to a restate-
ment, investors equally believe that management with
either good or poor reputation values preventing fraud,
and thus, trust management. Additionally, we find that
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investors’ managerial trust perceptions are positively asso-
ciated with their judgments to invest in the company and
to retain the CEOQ, after a restatement. Overall, our results
suggest that pre-restatement managerial reputation and a
managerial corrective action announcement can lessen the
negative consequences from issuing a restatement.

Our research contributes to the literature in several ways.
First, while archival research has primarily examined firm-
level consequences of restatements (e.g., Palmrose et al.
2004; Palmrose and Scholz 2004; Desai et al. 2006; Wilson
2008; Kravet and Shevlin 2009; Chakravarthy et al. 2014;
Chen et al. 2014; Hirschey et al. 2015), our understanding
of the processes underlying individual-level investor reac-
tions to restatements remains limited (Elliott et al. 2012).
We extend this line of inquiry by experimentally examining
individual investor responses—specifically, their manage-
rial fraud prevention assessments, trust in management,
and ultimately their investment and CEO retention judg-
ments. In this way, our research sheds light on the causal
factors underlying investor reactions to restatements. These
insights are not directly observable using archival methods.
Furthermore, our findings suggest that managerial reputa-
tion and announcing corrective action can mitigate nonpro-
fessional investors’ call for executive firing, which can be
extremely costly and may have other unintended negative
consequences (e.g., Burks 2010). Additionally, while prior
research on market reactions to restatements often controls
for firm characteristics such as size (e.g., Palmrose et al.
2004), the results here suggest that management’s reputation
should also be controlled for when examining how the mar-
ket responds to corrective action announcements following
a restatement.

Second, the current study contributes to studies on trust
repair by identifying managerial reputation and correc-
tive action, through their influence on managerial fraud
prevention assessments, as important factors in repairing
trust. Indeed, our understanding of trust repair is limited
(e.g., Bell et al. 2002; Kim et al. 2004; Tomlinson et al.
2004; Schweitzer et al. 2006), particularly with respect to
the role of announcing structural changes as a mechanism
to mitigate the damage from a trust violation (e.g., Sit-
kin and Roth 1993; Lewicki and Bunker 1995; Kim et al.
2004; Nakayachi and Watabe 2005; Kim et al. 2006; Sch-
weitzer et al. 2006; Ferrin et al. 2007; Dirks et al. 2009;
Kramer and Lewicki 2010). As discussed further below, we
extend this research by integrating two streams of manage-
ment research, i.e., attribution theory and structural change
research. Specifically, we characterize the announcement of
corrective actions as a structural change. Based on attribu-
tion theory, we hypothesize and provide evidence that both
prior management reputation and the announcement of cor-
rective actions (i.e., announcing a structural change) ulti-
mately impact investors’ judgments of investment and CEO

retention through the mediating effect of managerial fraud
prevention assessments on their trust in management.

Third, we contribute to research seeking to understand
the factors that moderate the adverse consequences of
restatements (Palmrose et al. 2004; Hennes et al. 2008;
Files et al. 2009). Prior research has examined how compa-
nies can obtain reputational benefits from making changes
to the board of directors (Farber 2005), changes to execu-
tives’ stock-based compensation (Cheng and Farber 2008),
changes to the CEO or external auditor (Wilson 2008), or
making changes to internal control systems (Gertsen et al.
2006; Chakravarthy et al. 2014). While one stream of this
prior work considers the role of managerial reputation (e.g.,
Chen et al. 2014) and another considers the role of costly
managerial actions (e.g., Farber 2005; Almer et al. 2008),
the current study extends this line of inquiry by providing
evidence of the joint effect of these factors on investors’
responses to restatements.

We organize the remainder of this paper as follows. The
next section discusses the background literature and devel-
ops hypotheses. This is followed by a description of the
research method and a presentation of the results. The final
section offers conclusions and implications.

Background and Hypotheses Development

Restatements, by definition, indicate that a previous earn-
ings report, thought to be correct, was, in fact, materially
misstated. Because company management is responsible for
preparing financial statements, the occurrence of a restate-
ment is indicative of a reporting failure by company manage-
ment (e.g., Kinney et al. 2004; Stanley and DeZoort 2007),
which, in turn, raise concerns about the financial reporting
process and the individuals responsible for that process. In
this way, restatements, especially those involving intentional
misstatements (i.e., fraud), erode trust in company manage-
ment and damage management’s reputation (Arthaud-Day
et al. 2006; Elliott et al. 2012). As previously mentioned,
after the passage of SOX there was an increase in financial
restatements (e.g., GAO-06-678 2006a, GAO-06-1053R
2006b; Turner and Weirich 2006; Chen et al. 2014). Archi-
val research documents that these restatements, on average,
resulted in negative market reactions (e.g., Hribar and Jen-
kins 2004; Palmrose et al. 2004; Wilson 2008; Burks 2010;
Chen et al. 2014), increases in the estimated cost of equity
capital (Hribar and Jenkins 2004; Kravet and Shevlin 2009),
and reputational costs for managers, thereby increasing the
risk of turnover (Arthaud-Day et al. 2006; Desai et al. 2006;
Hennes et al. 2008).

Given the substantial negative consequences associated
with restatements, boards and top managers have incentives
to consider actions, such as CEO termination, that they can
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take to minimize and repair the damage to their companies
and themselves from a restatement, particularly a fraud-
based restatement. As Burks (2010, p. 195) argues, “boards
have incentive to take the highly visible action of terminat-
ing a manager to satisfy demands by outsiders for more vigi-
lant corporate governance.” Prior research provides support
for this notion. Indeed, numerous studies have found that
CEO termination following an irregularity-based restate-
ment can be close to 50 percent, representing a rate that is
anywhere from 2 to 5 times the rate of nonirregularity-based
turnover (Persons 2006; Arthaud-Day et al. 2006; Hennes
et al. 2008; Leone and Liu 2010). Thus, given such incen-
tives to respond to investors’ demands and to mitigate nega-
tive market reactions, following a fraud-based restatement,
boards may consider terminating the CEO even though such
an unexpected and unplanned action often involves signifi-
cant costs to the firm (e.g., severance pay, the cost of search-
ing for and the risk of not finding a comparable replacement,
and the interruption and destabilizing effects on operations).
Indeed, terminating the CEO may not necessarily maximize
firm value. Thus, it is important to understand what factors
may mitigate investors’ preferences for these costly actions.

While research examining the effectiveness of firm
actions in response to a restatement is somewhat limited
(Chakravarthy et al. 2014), we assert that the necessity
and effectiveness of such actions will vary depending on
the pre-restatement reputation of management. We contend
that a company whose management has a poor pre-restate-
ment reputation will more likely require and benefit from
announcement of post-restatement corrective actions. In
addition, we argue that such actions will be most impactful
and likely to restore investors’ trust in management, when
they address, and to the extent practicable, prevent fraud-
based restatements from occurring in the future. We examine
the joint effect of pre-restatement managerial reputation and
a post-restatement managerial corrective action announce-
ment on investors’ managerial fraud prevention assessments
and, in turn, on their trust in management in the following
section.

Managerial Fraud Prevention Assessments
and Trust in Management

Trust is “a psychological state in which one accepts vulner-
ability based on positive expectations regarding the inten-
tions or behaviors of others” (Rousseau et al. 1998; Elliott
etal. 2012, p. 516). Thus, trust is a future-oriented concept
based on expectations about future behavior (Schoorman
et al. 2007). For example, in investment settings, potential
investors likely have a baseline level of trust that firms will
comply with securities laws, etc. (e.g., Georgarakos and Pas-
ini 2011). Additionally, even though a certain level of trust
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may develop based on a manager’s prior actions (Kramer
and Lewicki 2010), future trust perceptions can be affected
by his/her response(s) to negative events (Kim et al. 2006).
In this section, we examine how investors may make trust
judgments based on a managerial repair attempt following
a restatement.

We expect that managerial pre-restatement reputation
and a post-restatement corrective action announcement will
interact to affect investors’ managerial fraud prevention
assessments, which will then influence their trust in manage-
ment. We draw on two separate streams of research on trust
repair to make our predictions. First, employing attribution
theory (e.g., Jones and Davis 1965; Kelley 1967, 1972, 1973;
Kelly and Michela 1980; Wong and Weiner 1981; Ross and
Fletcher 1985; Weiner 1986), we assert that reputation is a
relatively stable or permanent characteristic so that announc-
ing corrective actions may not be as necessary to repair
reputational trust damage, particularly when management
possesses a relatively favorable pre-restatement reputation.
Second, based on structural change research (e.g., Sitkin
and Roth 1993; Dirks et al. 2009; Dirks, Kim, Ferrin, and
Cooper 2011), we assert that announcing structural correc-
tive actions can alter future trust expectations. As described
by prior research (e.g., Dirks et al. 2009, 2011), while both
attribution theory and the structural change research are each
useful for addressing trust repair, considering both perspec-
tives is helpful to gain a more complete understanding of the
repair process. We develop each assertion in the following
paragraphs.

First, attribution theory explains how individuals make
causal inferences and explanations, dispositional or situa-
tional, for the causes of others’ behaviors (Kelly and Michela
1980; Fiske and Taylor 1991). Numerous scholars have
employed this theory in the study of trust repair, suggesting
that trust can be rebuilt through the attribution process by
taking substantive actions (Bottom et al. 2002; Lount et al.
2008; Gillespie and Dietz 2009; Desmet et al. 2011; Dirks
et al. 2011). In addition, attribution theory distinguishes
between relatively temporary versus relatively permanent
or stable explanations or causes of negative events (Weiner
1985, 1995). Generally, a cause is stable or relatively per-
manent if one expects the same outcome in the future and an
enduring or relatively permanent dispositional attribution or
explanation is more likely to be made for another’s behavior
when a situational explanation for such behavior is not read-
ily apparent (Jones and Davis 1965).

Applied to the current setting, we suggest that manage-
ment’s pre-restatement reputation can be an important factor
when assessing whether the cause of a fraud-based restate-
ment is temporary or permanent. If the manager has a favora-
ble reputation prior to the restatement (and the fraudulent
activity is not directly due to the actions of the manager),
then investors are less likely to infer that the manager’s
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behavior played a large causal role in the fraudulent activity
leading up to the restatement. Thus, investors are more likely
to attribute the restatement to a situational explanation and
be more likely to dismiss the restatement as a nonrecurring
or nonpermanent event that is inconsistent with the man-
ager’s high reputation. In this case, individuals are less likely
to expect accounting fraud to occur in the future; thus, their
managerial fraud prevention assessments will be relatively
high such that an announcement of post-restatement correc-
tive managerial actions will not be deemed as necessary. In
contrast, if the manager has an unfavorable reputation prior
to the restatement, then investors are more likely to view the
restatement as consistent with the manager’s low-reputation,
and as such, expect accounting fraud to potentially continue
in the future. Thus, in this setting, their managerial fraud
prevention assessments will be relatively low such that an
announcement of post-restatement corrective managerial
actions will likely be more necessary and impactful. This
is consistent with related research which finds that, relative
to low-reputation firms, high-reputation firms are given the
benefit of the doubt, and are less likely to be held responsible
when negative events occur (Dawar and Pillutla 2000; Wiles
et al. 2010).

Second, structural change research examines how firms
can use tangible corrective actions to repair a trust viola-
tion and prevent the occurrence of future negative outcomes
(Sitkin and Roth 1993; Dirks et al. 2009). Many types of
repair attempts can occur following a negative event, and
repair methods are most effective when there is a tangible
component or structural change (Gillespie and Dietz 2009),
rather than just “cheap talk” (Andiappan and Trevifio 2010).
In this regard, Dirks et al. (2011, p. 87) state “Responses that
are more ‘substantive’ (i.e., involving a tangible element) are
consequently worth consideration, as they lessen concerns
about ‘cheap talk’” and the ensuing limitations of mere words
to repair trust after a transgression.” Similarly, Kramer
and Lewicki (2010) indicate that making costly structural
changes is an effective way to repair trust violations.

Applied to the current setting, announcing actions that
can prevent future accounting fraud—i.e., that positively
affect investors’ managerial fraud prevention assess-
ments—can serve to repair investors’ trust in management
by making investors believe that a future restatement is less
likely to occur. Thus, if structural weaknesses or shortcom-
ings within the firm contributed to the trust violation, then
announcing actions that strengthen structural aspects of
the firm should substantially lower the likelihood of future
violations. Improving internal controls or hiring an ethics
officer, for instance, are significant managerial corrective
actions that can demonstrate to investors that management
is serious about correcting a past transgression. Announcing
such substantive changes help to demonstrate that manage-
ment has made significant reformatory measures, thereby

signaling that prevention of a future reoccurrence of the trust
violation is less likely (Gillespie and Dietz 2009; Dietz and
Gillespie 2011).

In summary, we argue that the extent to which inves-
tors view structural changes as necessary to repair trust
is dependent upon management’s pre-restatement reputa-
tion. That is, for a high-reputation manager, we expect that
announcing that the firm has made structural changes will
be less necessary because the fraud is considered an isolated
event that is out of character for the manager; consequently,
managerial fraud prevention assessments should be high and
the damage to trust should be limited. In contrast, for a low-
reputation manager, a future of additional accounting prob-
lems and restatements seems much more plausible. As such,
we expect investors will see the need for and benefits of
structural changes to address the low-reputation manager’s
shortcomings. For low-reputation managers, when no action
is taken, investors’ managerial fraud prevention assessments
will be lower, and, in turn, their trust in management will
be lower. We state this reasoning formally in the following
hypothesis:

H1 Managerial reputation and announcement of corrective
action indirectly affect investors’ trust in management via
managerial fraud prevention assessments such that reputa-
tion has a significant effect in the absence of a corrective
action announcement, but no effect in the presence of a cor-
rective action announcement.

Investors’ Trust in Management and Their
Investment and CEO Retention Judgments

We next examine how investors’ trust in management affects
two important judgments—investment judgments and CEO
retention judgments. As discussed in the previous section,
restating managers, in an attempt to repair damaged trust,
often make announcements about corrective actions. In this
section, we contend that the extent that restatement firms and
their managers suffer is driven, to a large extent, by inves-
tors’ post-restatement trust in management.

First, trust in management is a necessary condition for
investment and prior research documents that trust is posi-
tively associated with nonprofessional investors’ willing-
ness to invest in the company (Elliott et al. 2012). Second,
regarding the trust-CEO retention relation, we contend that
investors who trust in company management will be more
willing to agree with retaining the CEO. As previously dis-
cussed, prior archival research has found that, following a
restatement, corporate boards tend to replace managers (e.g.,
Arthaud-Day et al. 2006; Desai et al. 2006; Hennes et al.
2008; Burks 2010), perhaps in an effort to repair trust and
reputational damage (Chakravarthy et al. 2014). However, if
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trust in management is restored through the joint effect of a
corrective action announcement and pre-existing reputation
on investors’ managerial fraud prevention assessments, as
hypothesized in the previous section, then the motivation
underlying the impetus to terminate a CEO is assuaged.

Thus, based on this discussion and prior research
described above, we hypothesize that investors’ trust in man-
agement will be positively associated with their willingness
to invest in the company and with their CEO retention judg-
ments. We state our hypothesis formally as follows:

H2 Investors’ trust in management is positively associated
with their (a) willingness to invest and (b) perception that
the CEO should be retained.

Method
Overview and Task

We conducted an experiment using evening MBA students
as participants. Participants received instructions indicat-
ing that the study was about investors’ decision making.
The materials contained background information about the
XYZ Company, a fictitious publicly traded company that
produces and markets agricultural nutrients, industrial prod-
ucts, and specialty fertilizers. The materials also contained
background information about the CEO, Craig Crawford,
(e.g., age, education, professional work experience, and ten-
ure as CEO), and indicated the company has consistently
issued earnings forecasts under the current CEQ’s tenure.
Additionally, as discussed further below, we provided infor-
mation about the accuracy of the earnings forecasts. Next,
we presented income statements for the last three years. For
the most recent year, the company reported EPS of $1.95,
which represented a substantial increase from the two previ-
ous years of $1.77 and $1.72, respectively. After reading this
information, participants responded to an initial series of
questions designed to reinforce our reputation manipulation
and to verify that it is effective.

Next, participants received a press release from the
company announcing a restatement for the most recent
year based on the discovery that fictitious (i.e., fraudulent)
sales had been recorded at one of the company’s operat-
ing segments. The press release indicates that the company
independently investigated the misstatement. Under the
classification scheme developed by Hennes et al. (2008),
this restatement represents a fraud rather than an error. As
described above, the findings from Hennes et al. (2008) indi-
cate that the adverse consequences to the company and its
CEO are more severe for fraud-based restatements.

The press release indicated that the firm restated several
financial statement accounts, including decreases in revenue,
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cost of sales, net income, EPS, net accounts receivable, and
an increase in inventories. Restated EPS for the most cur-
rent year was $1.79, a reduction of sixteen cents from the
original (misstated) EPS of $1.95. Relative to restated EPS,
the change in EPS is over 8% ($.16/$1.79), which would
generally be considered a material misstatement. We held
constant across conditions the explanation for the restate-
ment, indicating that it is the result of fraudulent activities
by personnel at an operating segment.> While a press release
announcing a restatement due to fraudulent acts by employ-
ees outside the C-suite may alleviate investors’ concerns that
the CEO was directly involved in the fraud, it may still cause
investors to question the CEO’s trustworthiness.® After all,
they may wonder whether the CEO was complicit in some
way with this fraudulent behavior. Subsequent to reviewing
this information, participants responded to our dependent
measures, discussed more fully below. Finally, participants
completed manipulation checks and demographic questions.

Independent Variables

The experiment has a 2 X2 between-participants design,
crossing managerial reputation and the announcement of
corrective actions, and we randomly assigned participants
to a condition. We manipulated management’s pre-existing
reputation based on prior forecast accuracy. Under the high
reputation condition, the materials indicated that “the accu-
racy of the Company’s quarterly earnings forecasts has been
high, meaning that actual earnings have been very close to
forecasted earnings.” Under the low reputation condition,
the materials indicated that “the accuracy of the Company’s
quarterly earnings forecasts has been low, meaning that

2 In the attributions literature, this type of self-serving explanation
or account is common when negative events occur because it reduces
management’s personal responsibility for the event (Schlenker et al.
2001). In a restatement context, top management has “a natural ten-
dency to offer excuses in response to actual or anticipated questions”
as a way to distance itself from the misstatement (Reuber and Fischer
2009; Elliott et al. 2012, p. 517).

3 SOX holds top managers responsible for creating and maintain-
ing an internal control system over financial reporting. In addition to
signing a statement taking responsibility for the financial statements,
SOX requires CEOs to sign a statement taking responsibility for the
effectiveness of internal controls. By establishing a system of effec-
tive internal controls, fraud within the firm should be prevented and/
or detected. Thus, even though top managers had no direct involve-
ment in the fraud that led to the restatement, one could argue that top
managers are indirectly contributing to the fraud. For example, per-
haps because top managers failed to adequately create and maintain a
strong control environment, other employees were not prevented from
engaging in fraud. Further, top managers are in positions of authority,
meaning that they are expected to anticipate negative outcomes. Thus,
even if top managers were not directly involved in the circumstances
leading to negative outcomes, they are likely to be held accountable
(Tennan and Affleck 1990).
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actual earnings have been very far from forecasted earn-
ings.” This manipulation is similar to Hirst et al. (1999).
The materials do not indicate whether differences between
actual and forecasted earnings have been consistently biased
in one direction or the other. Importantly, because forecast
accuracy in the past has been consistently high (low), we
expect investors will infer that management’s pre-existing
reputation is favorable (unfavorable). Thus, our manipulation
likely plays a key role in shaping pre-restatement perceptions
about management’s reputation.”*

We also manipulated the presence or absence of manage-
ment’s announcement of corrective actions. Under the action
absent condition, no mention of any corrective action was
included in the press release announcing the restatement.
Under the action present condition, the press release also
announced two corrective actions that have been taken by
the CEO in response to the restatement. Both actions rep-
resent costly structural changes to the company’s internal
controls and its broader ethical environment. Strengthening
internal controls presumably discourages employees from
engaging in unacceptable accounting and increases the like-
lihood of detecting such behavior (Whittington and Pany
2010). To strengthen the company’s broader ethical envi-
ronment, the company hired a highly qualified person as the
company’s Chief Ethics Officer. Hoffman and Rowe (2007,
p. 556) identify the Chief Ethics Officer as “the person with
primary responsibility for ensuring a company’s ethical per-
formance.” In this regard, Fombrun and Foss (2004) rec-
ommend appointing a Chief Ethics Officer as an important
response to ethical scandals. Under the present condition,
the following additional paragraphs were included in the
press release’:

In response to the restatement, the Company’s CEO,
Craig Crawford, announced the hiring of Rebecca Gal-
lager as the company’s Chief Ethics Officer, a newly

* Mercer (2004) delineates two dimensions of managerial reputa-
tion: perceptions of competence and perceptions of trustworthiness.
Our operationalization directly affects perceptions of competence
(Goodman et al. 2014; Trueman 1986), and may affect perceptions
of trustworthiness. That is, we are silent as to whether the inaccurate
forecasts are biased in a certain direction, meaning that the forecasts
could be inaccurate due to either incompetence and/or to a desire to
mislead investors. Thus, we view this as a strong manipulation of
managerial reputation.

> Appointment of a Chief Ethics Officer or a Chief Compliance
Officer became increasingly common following SOX (Clark 2006).
Sometimes, this position reports directly to the Board of Directors,
but just as frequently, this position may report to another senior-
level position within the company (Fox 2010). In our experiment, we
indicated that the Chief Ethics officer would report to both the CEO
and the Audit Committee. To the extent that this choice weakens the
new position, it biases against us observing treatment effects for our
manipulation. Thus, we view this as a conservative design choice.

created position. Gallager will provide strategic focus
on the ethics and values of XYZ, coordinate and com-
municate ethics activities, and implement and monitor
programs to detect and prevent unethical or illegal con-
duct. Gallager has more than 25 years of experience in
the fields of labor and employment law, ethics, compli-
ance, and administration. She will report to Crawford
and to the Audit Committee.

Craig Crawford also announced that a Big 4 public
accounting firm had been hired and has completed a
thorough analysis of the company’s internal controls.
At substantial cost, the company has implemented all
recommendations to improve the company’s internal
controls.

Dependent Variables
Managerial Fraud Prevention Assessments

The instrument included four questions intended to measure
participants’ assessment of the extent to which management
would prevent fraud in the future. Namely, we ask partici-
pants to assess: the extent to which the CEO will work dili-
gently to prevent fraud, the ease of seeing how fraud will be
prevented in the future, whether the CEO has considered the
importance of preventing fraud, and the strength of manage-
ment’s beliefs about the value of preventing fraud. Again,
participants assessed each measure on a separate seven-point
scale, with lower values indicating more negative responses.
Based on the results of a factor analysis (described below),
we averaged responses to these four questions to create our
composite management fraud prevention measure.

Trust in Management

The instrument included a series of questions intended to
measure trust in management. Researchers across multiple
disciplines such as psychology, sociology, and organiza-
tional behavior have proposed that trust is multidimensional,
including cognitive, affective, and intended behavior (McAl-
lister 1995; Cummings and Bromiley 1996; Dirks and Ferrin
2002). To reflect the multidimensionality of trust in manage-
ment, our instrument included a series of four questions:
feelings toward the CEO, truthfulness of the CEO, com-
petence of the CEO, and participants’ emotional reaction
to the misleading financial statements. Participants assess
each measure on a separate seven-point scale, with lower
values indicating more negative responses. Again, based on
the results of a factor analysis (described below), we average
responses to these four questions to create our composite
trust in management measure.
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Table 1 Background information on participants

Variable Mean response SD
Panel A: Continuous variables
Age in years (n=92) 32.8 7.3
Work experience in years (n=92) 9.7 7.0
Number of credit hours taken in:
Accounting (n=_86) 124 14.3
Finance (n=287) 12.6 11.7
Ability to read and understand financial statements (n=94) 4.9 1.2

(based on a seven-point scale with endpoints of “very poor” (1) and “very strong”

Q)]

Variable

Percentage (%)

Panel B: Dichotomous variables
Gender (n=94)

Male 79.8

Female 20.2
Year in the MBA program (n=94)

1st year 43.6

2nd year 56.4
Country of origin (n=94)

United States 85.1

Other 14.9
Have you previously invested in the stock market? (n=93)

Yes 75.3

No 24.7
Do you plan to invest in common stock of a company within the next 2 years? (n=93)

Yes 89.3

No 10.7

Investment and CEO Retention Judgments

Finally, we capture participants’ views about investing in
XYZ and their views about whether the CEO should be
retained. With respect to participants’ views about invest-
ing, we adapted a question from Elliott (2006), which asked
participants to make an investment allocation decision for
$10,000 with any money not invested in XYZ automatically
invested in a competitor. The response scale for this question
ranged from $0 to $10,000 in $1,000 increments. To cap-
ture participants’ views about whether the CEO should be
retained, we asked participants to indicate on a seven-point
scale the extent to which they believed that the CEO should
be fired, with lower values indicating a stronger desire to
fire the CEO and higher values indicating a stronger desire
to retain the CEO.

Participants
Consistent with prior research, we chose to use MBA stu-

dents as a proxy for “reasonably informed” nonprofessional
investors (Elliott et al. 2007; Elliott et al. 2012, p. 519).
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Using MBA students, a relatively homogeneous group of
participants, allows us to improve the efficiency and effec-
tiveness of our tests (Libby et al. 2002). Participants were
evening MBA students enrolled at a large state university
located in the Southwestern United States.® Ninety-four stu-
dents enrolled in a financial accounting course completed
the questionnaire. Table 1 presents background information
about those participants. As shown, approximately 75% of
participants had invested in the stock market in the past. On
average, participants had over 9 years of work experience,
had taken about 12 credit hours in accounting and about
13 credit hours in finance. Their mean self-assessed ability
to read and understand financial statements is significantly
above the scale mid-point of 4 (r=7.22, p <0.01). Thus, it
appears that participants in the study are reasonably repre-
sentative of nonprofessional investors and are qualified to
complete the experimental task, which is low in integrative
complexity (Elliott et al. 2007).

6 The Institutional Review Board at the university where the data
were collected approved the use of human subjects in this experiment.
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Results
Manipulation Checks

After completing the case, participants answered manipula-
tion check questions. The first manipulation check related to
the manipulation of management’s pre-existing reputation
based on prior forecast accuracy and stated, “In your case,
the accuracy of the Company’s quarterly earnings forecasts
was described as . Participants responded by circling
“high” or “low.” The second manipulation check related to
the announcement of management’s corrective actions and
stated, “The company’s press release ____ that the CEO
hired a Chief Ethics Officer with more than 25 years of expe-
rience in the fields of labor and employment law, ethics,
compliance, and administration.” Participants responded by
circling “announced” or “did not announce.”’

Both manipulations were successful; correct response
rates were 85 and 80% for the forecast accuracy statement
and corrective action announcement, respectively, and
responses were significantly correlated with the correct
experimental condition (both y>>46.82, both p <0.01).% In
addition, we conducted an analysis-of-variance using the
initial composite measure of managerial reputation as the
dependent variable. The independent variables were man-
agement’s pre-restatement reputation, announcement of
corrective action, and the interaction term. As expected, we
find a significant main effect of pre-restatement reputation
(F=42.47, p<0.01) with participants in the high reputation
condition assessing management as having a better reputa-
tion than did participants in the low reputation condition
(5.43 vs. 4.29). Neither the main effect of corrective action
announcement (F'=0.00, p=0.97) nor the interaction term
(F=2.26, p=0.14) was significant. These results provide
further evidence that manipulating management’s pre-exist-
ing reputation based on prior forecast accuracy effectively
influences perceptions of the CEO’s reputation.

7 To provide comfort that responses to this question were not due to
random chance, we also asked participants to confirm that the CEO
did not make additional promises beyond the corrective actions and
stated, “The company’s press release ____ that the CEO person-
ally promised to do whatever he could to ensure that the company’s
future financial reports are of the highest quality and that statement
fraud never occurs.” Participants responded by circling “announced”
or “did not announce.” Eighty-three percent of participants correctly
indicated that the press release did not contain such a promise.

8 Excluding the 18 participants that failed one or both of our manipu-
lation check questions does not change our inferences. All results
reported in Fig. 1 continue to achieve conventional significance levels
even when based on the 76 participants that passed both manipulation
checks. Thus, the subsequent analyses include all participants.

Preliminary Analyses

Given that we developed the multiitem measures (fraud
prevention and trust) for the purpose of this study, we con-
ducted a preliminary exploratory principle components fac-
tor analysis, with oblimin rotation, on the items. As reported
in Table 2, we extracted a two-factor solution with the eight
items loading strongly and independently on their concep-
tual dimensions; the two factors explained 64.45% of the
variance in the items.” We report means, standard devia-
tions, internal consistency estimates, and inter-correlations
between all study variables in Table 3, Panel A. We also
report means and standard deviations for the 2 X 2 reputation
by corrective action announcement conditions in Table 3,
Panel B.!°

Hypotheses Testing

We used a two-step process to test the proposed hypoth-
eses. First, we tested a path model based on the concep-
tual model represented in Fig. 1 (AMOS 21 in Arbuckle
2012). We calculated four measures of model fit: ;(2, CFlI,
RMSEA, and SRMR. A nonsignificant y? indicates good
model fit. A CFI value of 0.95 or higher, a RMSEA value of
0.06 or lower, and an SRMR value of 0.08 or lower are all
indicative of good model fit (Hu and Bentler 1999). In the
model, we regressed fraud prevention assessments onto pre-
restatement managerial reputation and managerial corrective
action announcements. To test the possibility that reputation
and corrective action announcements interact to affect fraud
prevention assessments, we computed a product interaction
term between reputation and corrective action announce-
ment and set it to predict fraud prevention assessments. We
set these three exogenous variables free to correlate with one
another. In turn, we set fraud prevention assessments to pre-
dict trust, wherein we set trust to predict CEO retention and
investment judgments. The conceptual model fits the data
well (4*(11)=13.81, p=0.24, CF1=0.99, RMSEA =0.05,
SRMR =0.07). This model serves as a framework for con-
ceptualizing the proposed hypotheses. We report standard-
ized path estimates in Fig. 1. As shown in Fig. 1, we find
significant relationships among our independent, mediating,
and dependent variables.

By extension, in Step 2 of our analyses, we used pro-
cedures suggested by Hayes (2014) within the MODMED

° Two items, which address blame and responsibility, did not load on
either factor. Thus, we conducted the PCA without these items.

10 We rely on mean responses to the relevant questions for each fac-
tor, rather than on factor scores. Both approaches are used in prac-
tice (O’Rourke and Hatcher 2013). However, using mean responses
makes it easier to interpret our factors vis-a-vis our response scale.
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Table 2 Exploratory principle components factor analysis, with
oblimin rotation

Factor

Trust Prevention
Feelings toward CEO 920 —-.010
Truthfulness of CEO 864 .055
Competence of CEO .798 077
Emotional reaction to XYZ 753 —-.067
Value of preventing fraud —-.063 935
Importance of preventing fraud —.005 .893
See how fraud will be prevented —.023 570
Work to prevent fraud 153 523
Eigenvalue for each factor 3.84 1.32
Variance explained (%) 47.96 16.48

The bold items represent a two-factor solution with the eight items
loading strongly and independently on their conceptual dimensions

This table reports the results of the factor analysis conducted on
participants’ responses to a series of additional questions about the
restatement. The scores associated with measures that meaningfully
load on each factor are highlighted in bold in the table. Consistent
with prior research, we use 0.40 as the cutoff for a meaningful factor
loading (Hirst et al. 2007; Hatcher 1994). The wording of each ques-
tion and the associated scale endpoints are provided below:

Feelings toward CEO: My feelings toward the CEO, Craig Crawford,

are . (1 =very negative feelings, 7=very positive feelings)
Truthfulness of CEO: In terms of financial reporting, I believe the
CEO, Craig Crawford, is . (I=not at all truthful, 7=highly
truthful)

Competence of CEO: In terms of financial reporting, I believe the
CEO, Craig Crawford, is . (I=not at all competent, 7 =highly
competent)

Emotional reaction to XYZ: My emotional reaction to XYZ Inc.
issuing financial statements that included fictitious sales at one of its
operating segments is . (1=very unfavorable, 7=very favora-

ble)
Value of preventing fraud: It appears that XYZ Inc.’s management
has beliefs about the value of preventing financial statement

fraud in future years. (1 =very weak, 7=very strong)

Importance of preventing fraud: It appears that the CEO, Craig Craw-
ford, has ____ the importance of preventing financial statement fraud
from occurring in future years. (I1=not at all considered, 7=com-
pletely considered)

See how fraud will be prevented: I believe it is to see how finan-
cial statement fraud will be prevented from occurring in the future for
XYZ Inc. (1 =extremely difficult, 7=extremely easy)

Work to prevent fraud: To what extent do you believe that the CEO,
Craig Crawford, will work diligently to prevent financial statement
fraud from occurring in the future for XYZ Inc. (1 =not at all; 7=to a
very great extent)

macro (Model 2) to test the conditional indirect effects
described in H1. We report results from the MODMED anal-
yses in Table 4. As shown in Table 4, and consistent with
our path analysis results, following a restatement, manage-
rial reputation and corrective action announcement interact
to influence investors’ fraud prevention assessments; within
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the Mediator (fraud prevention assessments) Variable Model
in Table 4, the unstandardized interaction term was signifi-
cant (B=-0.68, p=0.09). In turn, in the Dependent (Trust)
Variable Model, fraud prevention assessments was the only
variable to directly predict Trust (B=0.56, p <0.01); these
results replicate those reported in Fig. 1, based on the path
model.

Overall, the conditional indirect effects support H1. For
participants in the condition where no corrective action
was announced, respondents in the high reputation con-
dition reported significantly higher trust (through fraud
prevention assessments) compared to the low reputation
condition (B=0.48, p=0.01). That is, when a corrective
action announcement was absent, respondents in the high
reputation condition reported a 0.48 higher trust (p=0.01)
than those in the low reputation condition. When a correc-
tive action was announced, reputation no longer indirectly
influenced trust (B=0.10, p=0.55) through fraud preven-
tion assessments. Finally, turning back to the path model
reported in Fig. 1, and in support of H2, trust was positively
related to both CEO retention judgments (f=0.74, p <0.01)
and investment judgments (5=0.66, p <0.01)."!

Discussion

We find that managers’ pre-restatement reputation and their
post-restatement announcement of corrective actions inter-
act to predict investors’ managerial fraud prevention assess-
ments, which mediate their degree of trust in management.
Investors’ trust judgments, in turn, are associated with both
their investment and CEO retention judgments. Specifically,
when management does not announce a corrective action
in response to a restatement, investors trust management
with a poor pre-restatement reputation less than manage-
ment with a good pre-restatement reputation because inves-
tors do not believe that such management values preventing
fraud. Alternatively, when management does announce a
corrective action in response to a restatement, fraud preven-
tion assessments no longer explain the relationship between
management pre-restatement reputation and investor trust
perceptions. Additionally, we find that investors’ trust in
management is positively associated with their judgments
to invest in the company and their judgments about retain-
ing the CEOQ, after a restatement. Thus, it appears that the

11 Ag an additional test, we examined the standardized residual errors
for all omitted paths in Fig. 1 to determine whether inclusion of any
of these paths would meaningfully improve model fit. None of the
omitted paths excluded from the model demonstrated standardized
residual covariances above 2.0, which is the generally accepted cutoff
for statistically meaningful modifications (Kline 2015). Accordingly,
we did not include any of these omitted paths in Fig. 1.
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Table 3 Descriptive statistics

Mean SD

a 1 2 3 4 5

Panel A: Means, standard deviations, internal consistency estimates, and inter-correlations between study variable

Managerial reputation condition® (1) 1.48 0.50
Corrective action announcement condition® (2) 1.49 0.50
Managerial fraud prevention assessment (3) 4.53 1.04
Trust in management (4) 3.07 1.30
CEO retention judgment (5) 3.39 1.63
Investment judgment (6) 1.91 2.06

- 0.00
74 0.25% 0.33%*
.87 0.32%* 0.06 0.49%*
- 0.25% —-0.04 0.46%* 0.74%*
- 0.19 0.02 0.34%* 0.66** 0.54%%*

Treatment condition

Low managerial reputation

High managerial reputation

Dependent variables No corrective

Corrective action No corrective action Corrective action

action announce- announcement announcement announcement

ment

Mean SD Mean SD Mean SD Mean SD
Panel B: Means and standard deviations for dependent variables by treatment condition
Managerial fraud prevention assessments 3.79 1.05 4.79 0.75 4.64 1.08 4.97 0.88
Trust in management 241 1.04 2.95 1.16 3.62 1.34 3.38 1.38
CEO retention judgment 2.80 1.29 3.21 1.69 4.17 1.67 3.45 1.65
Investment judgment 1.28 1.59 1.83 1.99 2.52 2.19 2.09 2.35

4] =low reputation, 2 =high reputation
Y] =absent, 2= present
*p <0.05; ¥*p <0.01 (two-tailed test)

We manipulated the announcement that management had taken corrective actions between participants at two levels: present versus absent.
In the absent condition, the press release reported the effect of the misstatement on the financials. In the present condition, the press release
reported the effect of the misstatement on the financials and described the structural changes that the company implemented to prevent future
misstatements. We manipulated management’s pre-restatement reputation between participants at two levels: high versus low. In the high (low)
reputation condition, participants learn that the CEO has a history of high (low) forecast accuracy. Participants made an investment judgment by
indicating how much of a $10,000 investment they would allocate to XYZ as opposed to other companies in the same industry. Participants used
an 11-point scale that ranged from $0 to $10,000 in $1000 increments to record their judgment. Participants provided an assessment of whether
the CEO should be retained using a seven-point scale anchored by “definitely be fired” (1) and “definitely not be fired” (7). We describe the
questions used to elicit the trust in management and managerial fraud prevention assessment judgments in Table 2

CEOQ’s pre-restatement reputation and decision to announce
corrective actions in response to a restatement can act to
determine investors’ judgments following a restatement,
through their impact on investors’ managerial fraud pre-
vention assessments and trust in management. Overall, our
results suggest that pre-restatement managerial reputation
and the announcement of managerial corrective actions can
lessen the negative consequences from issuing a restatement.
These findings have a number of implications.

Post-SOX, restatements dramatically increased (e.g.,
GAO-06-678 2006a, GAO-06-1053R 2006b; Turner and
Weirich 2006; Chen et al. 2014), creating a “post-SOX phe-
nomenon” (Burks 2011, p. 509), and even now are occurring
with increasing regularity (Chasan 2013). Restatements, par-
ticularly those involving fraud, represent a “trust-destroying
event” that damage companies (Hennes et al. 2008; Chen
et al. 2014, p. 110). Understanding the circumstances
that moderate these adverse consequences has attracted

substantial attention among researchers (Palmrose et al.
2004; Hennes et al. 2008; Files et al. 2009). One stream
of inquiry has considered the role of managerial reputation
(e.g., Chen et al. 2014), whereas another stream has con-
sidered the role of costly managerial actions (e.g., Farber
2005; Almer et al. 2008). In this study, we extend this line
of inquiry by investigating the joint effects of management’s
pre-restatement reputation and management’s announce-
ment of corrective actions on investors’ post-restatement
judgments.

Additionally, we contribute to accounting literature inter-
ested in identifying interactions between disclosure charac-
teristics and other characteristics of the firm (Mercer 2004).
Specifically, we find that a managerial pre-restatement repu-
tation plays an important role in the manner in which other
unrelated disclosures, such as a restatement announcement
that includes discussion of the managerial corrective actions
taken to address the restatement, are interpreted by investors.
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Fig.1 Results of the structural equation Analysis. *p<0.10;
**p<0.01. Note we manipulated the announcement that manage-
ment had taken corrective actions between participants at two lev-
els: present versus absent. In the absent condition, the press release
reported the effect of the misstatement on the financials. In the pre-
sent condition, the press release reported the effect of the misstate-
ment on the financials and described the structural changes that the
company implemented to prevent future misstatements. We manipu-
lated management’s pre-restatement reputation between participants
at two levels: high versus low. In the high (low) reputation condition,

That is, our evidence suggests that not all corrective action
announcements are equally impactful and that investors’
response to these announcements is conditional on manage-
ment’s pre-restatement reputation.

From a practical perspective, our research has impor-
tant implications for firms. Boards of directors and senior
managers should develop a contingency plan in the event of
fraud. Certainly, the announcement of corrective actions,
such as hiring an ethics officer or improving internal con-
trols, may be a part of the firm’s contingency plan. However,
these actions are financially costly to the firm and must be
implemented judiciously. Management scholars contend that
announcing these corrective actions are necessary to repair
a relationship (Sitkin and Roth 1993; Dirks et al. 2009),
implicitly suggesting that these announcements will be inter-
preted similarly regardless of other contextual conditions
(such as management’s pre-restatement reputation). How-
ever, our results indicate that this may not be the case.

Rather, we find that investors’ response to the announce-
ment of costly corrective actions is not necessarily the same
for all firms. Our results suggest that in determining how
best to react to a restatement, especially one due to fraud,
boards of directors and senior managers may wish to con-
sider how investors perceive management’s reputation before
choosing (and announcing) a course of action. While there
are certainly many valid reasons to strengthen corporate gov-
ernance mechanisms after a restatement, boards and man-
agers who are primarily concerned with evoking a positive
market response from the announcement of such actions may
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H2

participants learn that the CEO has a history of high (low) forecast
accuracy. Participants made an investment judgment by indicating
how much of a $10,000 investment they would allocate to XYZ as
opposed to other companies in the same industry. Participants used
an 11-point scale that ranged from $0 to $10,000 in $1000 incre-
ments to record their judgment. Participants provided an assessment
of whether the CEO should be retained using a seven-point scale
anchored by “definitely be fired” (1) and “definitely not be fired” (7).
We describe the questions used to elicit the trust in management and
managerial fraud prevention assessment judgments in Table 2

find that the response is somewhat muted for companies that
already have high-reputation managers. Ironically, high-
reputation managers may be more likely to take corrective
actions following a restatement, but simultaneously may be
less likely to reap capital market benefits from announcing
these actions.

Our research is also useful for regulators interested in
enforcement activity related to financial statement miscon-
duct (Juris 2013). Because such enforcement activity often
involves securing monetary relief for investors that have
been harmed, regulators need to be aware of the factors
that individually and/or in combination with other factors
can affect the severity of the damage to investors from mis-
stated financial reports. That is, stock price decline, which
is driven by negative investor sentiment, damages inves-
tors. Our results indicate that firms’ use of corrective action
announcements to affect investor sentiment, and thereby
mitigate damages from a restatement, may be more or less
effective depending on management’s pre-restatement repu-
tation. Thus, firm actions may affect the amount of monetary
relief that regulators seek to secure on behalf of investors.

Limitations and Future Research

We note three limitations associated with our research.
First, while an experimental approach is extremely useful
for financial accounting research (Libby et al. 2002), such an
approach is limited by its use of incomplete and hypothetical
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Table 4 Unstandardized results for MODMED analyses

B SE t sig
Mediator (managerial fraud prevention assessment) variable model
Constant 1.26 0.96 1.31 0.19
Managerial reputation 1.53 0.62 248 0.02
Corrective action announcement 1.68 0.61 2.74 0.01
Interaction -0.68 039 -1.73 0.09
Dependent (trust in management) variable model
Constant -0.83 1.14 -0.73 0.47
Managerial fraud prevention assess- 0.56 0.12 4.55 0.00

ment

Managerial reputation 1.13 0.75 1.52 0.13
Corrective action announcement 0.38 0.75 0.50 0.62
Interaction -0.40 047 -0.86 0.39

Conditional indirect effects of corrective action announcement
condition

Corrective action announcement: 048 0.198 252 0.01

absent

0.10 0.16

Corrective action announcement: 0.60 0.55

present

We manipulated the announcement that management had taken cor-
rective actions between participants at two levels: present versus
absent. In the absent condition, the press release reported the effect
of the misstatement on the financials. In the present condition, the
press release reported the effect of the misstatement on the financials
and described the structural changes that the company implemented
to prevent future misstatements. We manipulated management’s pre-
restatement reputation between participants at two levels: high versus
low. In the high (low) reputation condition, participants learn that the
CEO has a history of high (low) forecast accuracy. Participants made
an investment judgment by indicating how much of a $10,000 invest-
ment they would allocate to XYZ as opposed to other companies in
the same industry. Participants used an 11-point scale that ranged
from $0 to $10,000 in $1000 increments to record their judgment.
Participants provided an assessment of whether the CEO should be
retained using a seven-point scale anchored by “definitely be fired”
(1) and “definitely not be fired” (7). We describe the questions used
to elicit the trust in management and managerial fraud prevention
assessment judgments in Table 2

information. However, experimental research generally
enhances the internal validity of the research and represents
a viable method to understand better the relation between
independent and dependent variables.

Second, we measured trust levels after management had
already announced actions intended to repair the violation.
While we assume that random assignment to a condition
ensures equal pre-violation trust levels across conditions,
we do not have explicit measures to confirm this assump-
tion. Furthermore, we do not measure trust levels after the
violation, but before the repair attempt. While this approach
is consistent with prior research in this area (e.g., Elliott
et al. 2012) and preserves the internal validity of the experi-
ment by mitigating concerns about pretest sensitization (e.g.,
Aronson et al. 1990), it also leaves open the possibility that

the restatement announcement damaged investor trust more
in some conditions than in others.

Third, our manipulation of managerial corrective action
announcement included disclosing improvements to
strengthen internal controls and hiring an experienced and
well-qualified ethics officer. Because research on managerial
corrective actions (and their announcement) is limited, our
choice was to examine a strong treatment that included the
announcement of two actions. However, we cannot deter-
mine whether the effect of this announcement on investors’
judgments was due to one or both of these disclosed actions.
Furthermore, we cannot determine whether our results
would generalize to other types of corrective actions (e.g.,
enhancing the internal audit function).

The results of our study also provide a number of oppor-
tunities for future research. For example, future research
could examine how variations across investors (e.g., pro-
fessional versus nonprofessional investors), auditors, trust
repair strategies, and trust antecedents (i.e., ability, benevo-
lence, and integrity) could affect trust judgments and invest-
ment decisions. In addition, future research could examine
whether the results obtained in our study would change if
we had provided participants with an internal control attesta-
tion signed by the CEO and CFO before the fraud was dis-
covered. Perhaps the inclusion of this common institutional
feature would have negatively affected investors’ managerial
fraud prevention assessments for high-, compared to low-,
reputation management.

Additional opportunities for future research also emerge
when we consider the importance of investors’ managerial
fraud prevention assessments in our model. Research in
social psychology suggests that trust is more relevant when
individuals are concerned with obtaining future gains from
a relationship, whereas prevention is more relevant when
individuals are concerned with maintaining a current rela-
tionship (Molden and Finkel 2010). In our setting, partici-
pants assumed the role of a prospective investor, meaning
that they did not have a current relationship with the firm.
This could explain why prevention played a central role in
investors’ response to pre-restatement managerial reputation
and the announcement of post-restatement corrective actions
and mediated their trust in management but did not directly
affect their investment and CEO retention judgments. If,
instead, our participants had assumed the role of a current
investor, then their prevention judgments may have been
associated with their investment and retention judgments.
Future research could examine this possibility. In sum, there
are many opportunities for additional research on this impor-
tant topic.
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