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Abstract

Research aims: This paper investigated the impact of audit committees on the
relationship between company performance and disclosure readiness.
Design/Methodology/Approach: Some research suggested that poorly
performing companies often present their performance positively but use
complex, less accessible language. This can be detrimental to market participants.
The study explored the moderating role of audit committees in this relationship
using a laboratory experiment. Participants, including employed students, were
placed in scenarios with varying company performance and audit committee
effectiveness and tasked with simulating financial disclosures.

Research findings: The findings revealed that effective audit committees enhance
disclosure readability and significantly moderate the relationship between
company performance and disclosure readability. High-performing companies
tend to use simpler language, while poorly performing companies often employ
complex language to obscure their performance.

Theoretical contribution/Originality: This research contributes to the literature
by highlighting the role of audit committee effectiveness in ensuring transparent
and clear financial disclosures. It extends previous findings by emphasizing
different disclosure strategies based on performance and the critical role of audit
committees in curbing obfuscation by underperforming firms.
Practitioner/Policy implication: The results underscored the importance of audit
committee effectiveness in improving corporate governance and maintaining
investor trust. Policymakers should promote audit committee independence and
expertise to ensure higher standards of disclosure

Research limitation/Implication: The study's use of employed students limits
generalizability to professional accountants. Nonetheless, it provides valuable
insights into the influence of audit committees on disclosure readability, offering
a basis for future research.

Keywords: Experimental Method; Performance; Readability

Introduction

Implementation and adherence to good corporate governance represent
management's commitment to instilling confidence in the reliability of the
information conveyed to the public. In Indonesia, various regulations have
supported this implementation, which is evident in the inclusion of
various provisions about the effectiveness of corporate governance
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mechanisms, such as audit committees, risk monitoring committees, remuneration and
nomination committees, and integrated governance committees. The relevance of
company financial information is crucial for business decision-making, underscoring the
necessity for financial information to be presented in an easily understandable format or
high readability. Numerous studies have been conducted to assess this aspect. For
instance, (Davis-Friday et al., 1999) have asserted that SFAS No. 106 holds value and
relevance for the decision-making process. Additionally, (Yu, 2013) provides empirical
evidence indicating that the disclosure of off-balance-sheet pension debt holds greater
relevance for companies with high institutional ownership.

In recent decades, there has been a growing emphasis on the readability of financial
information, including financial statements and public disclosures. Regulators and
researchers have increasingly focused on this aspect. Reinstein and Houston (2004)
explained that the Securities Exchange Commission (SEC) mandates companies to provide
financial reports that are easy to understand and accessible to stakeholders. Enhanced
readability of the narratives facilitates investors' decision-making processes (Baird & Zelin,
2000).

Asay et al. (2018) employed experimental methods to examine the influence of reporting
objectives and company performance on language choices regarding disclosure
readability. Their research findings offer empirical support that management tends to
mask poor performance by employing positive language, a passive tone, and minimizing
personal pronouns. While this study provided valuable insights, it did not consider the
potential moderating effects of corporate governance mechanisms, particularly the audit
committee, on the relationship between firm performance and disclosure readability. Our
study aims to address this gap by introducing audit committee effectiveness as a crucial
moderating variable.

The readability of financial information is crucial for stakeholders' decision-making
processes. Previous research indicates that management often obscures poor
performance through complex language in disclosures. This phenomenon aligns with the
Incomplete Revelation Theory (Bloomfield, 2002) and the Obfuscation Theory (Li, 2008),
suggesting that companies intentionally complicate disclosures to mask unfavorable
performance. Additionally, in Framing Theory, Kumar et al. (2022) explained that the
presentation of information can significantly influence stakeholders' perceptions and
decisions.

Management behavior to conceal poor performance often manifests through disclosures
characterized by complex readability, aligning with the principles of the Incomplete
Revelation Theory or Obfuscation theory. This strategy allows management to derive
economic benefits by presenting poor performance information that is challenging for
stakeholders to comprehend. Additionally, the Incomplete Revelation Theory posits that
management may positively frame negative information to influence market perception.
This behavior stems from the notion that negative information (bad performance)
imposes a cost on the market, potentially leading to delayed or diminished response from
market participants (Yun et al.,, 2023). Accordingly, companies experiencing subpar
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performance are inclined to deliver public disclosures with low readability levels, as
indicated by a low Flesch Reading Ease by tenets of the Incomplete Revelation Theory.

The framing of poor performance information also aligns with the Framing Theory
proposed by Candraningrat et al. (2018) and Kumar et al. (2022). This theory explains that
presenting identical information in different ways can evoke varied physiological action
preferences. Consequently, financial reports and disclosures containing identical
information but presented differently can lead to divergent decision-making outcomes.
Moreover, this suggests that investors may respond positively or postpone decisions
concerning poorly performing companies when the information is conveyed using a
positive tone and possesses challenging readability. By examining the effectiveness of the
audit committee in this context, the current research explores how robust corporate
governance can influence the readability of disclosures, thereby potentially altering
investor responses and decision-making processes.

From a corporate governance perspective, the audit committee assumes the crucial
function of overseeing and evaluating accounting policies while assessing financial reports
and management statements (Alijoyo & Zaini, 2004). Consequently, the readability of
information is intricately linked to the audit committee's responsibilities. Hence, ensuring
the readability of disclosures to the public needs significant attention from the audit
committee.

The composition and expertise of the audit committee demonstrate a positive correlation
with reporting quality. Previous research indicated that the composition of audit
committee members is positively related to the quality of a company's financial reports
(Qinghua et al., 2006). This finding is consistent with empirical evidence suggesting that
audit committee members possess strong analytical skills regarding financial reports to
facilitate accountable and transparent financial reporting outcomes (Rezaee, 2004).
Additionally, research by McDaniel et al. (2002) underscored that the audit committee's
proficiency in accounting positively correlates with the quality of financial information.
Consequently, this research aims to test the effectiveness (expertise) of the audit
committee on the readability of disclosures.

The introduction of audit committee effectiveness as a moderating variable is grounded
in theoretical reasoning and addresses limitations in previous research. Corporate
governance literature suggests that effective audit committees play a vital role in
enhancing financial reporting quality and transparency (Cohen et al., 2004; Beasley et al.,
2009). By examining how audit committee effectiveness moderates the relationship
between firm performance and disclosure readability, we aim to provide a more nuanced
understanding of the factors influencing management's disclosure strategies. This
approach allows us to explore whether strong audit committees can mitigate the
tendency of poorly performing firms to obfuscate their disclosures, thus offering new
insights into the interplay between corporate governance mechanisms and disclosure
practices.
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Asay et al. (2018) investigated how the effectiveness of the audit committee moderates
the impact of financial performance on the readability of disclosures. This approach not
only builds upon previous findings but also introduces a novel perspective by examining
the role of corporate governance in shaping disclosure practices. By incorporating audit
committee effectiveness, we aim to provide a more comprehensive understanding of the
factors influencing disclosure readability and contribute to the ongoing dialogue on
corporate transparency and governance effectiveness in financial reporting.

Literature Review and Hypotheses Development

Prior research has furnished empirical evidence in the realm of corporate performance
disclosure, indicating that each company exhibits distinct linguistic characteristics in its
narrative public disclosure (Makhlouf et al., 2024). This section explains the theory and
previous literature that underpin the argument concerning how the level of audit
committee effectiveness, combined with company performance, influences the
readability of the company's public disclosures.

Obfuscation Theory

Obfuscation, characterized by low levels of readability (difficulty) and high levels of
readability variability, is often employed by management to manipulate stakeholders'
perceptions of the company’s performance (Stellner, 2022).

Management frequently builds the company’s image through obfuscation mechanisms,
whereby underperforming entities can cultivate a positive image to stakeholders by
obscuring poor performance and concealing unfavorable news about the company (Li,
2008). This strategy aligns with the Incomplete Revelation Hypothesis (Bloomfield, 2002),
which suggests that companies intentionally complicate disclosures to delay negative
market reactions.

Empirical evidence supports the notion that obfuscation is a deliberate strategy. For
instance, Lambertsen (2023) found that companies with poor performance exhibited
lower readability in their annual reports compared to their better-performing
counterparts. Additionally, Beattie et al. (2004) highlight that narrative complexity is
frequently used as a tool for impression management, particularly in periods of poor
financial performance. This obfuscation makes it challenging for stakeholders, including
investors and analysts, to interpret a company’s true financial health accurately.

The implications of Obfuscation Theory are significant for corporate governance. Effective
governance mechanisms, such as audit committees, play a crucial role in counteracting
management’s inclination to obfuscate. By ensuring the transparency and clarity of
financial disclosures, audit committees can enhance the quality of information available
to stakeholders, thereby improving market efficiency and trust (Dlamini et al., 2017). The
ability of audit committees to scrutinize and improve the readability of disclosures
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underscores their importance in upholding the principles of good corporate governance
(Qadri et al., 2018).

In conclusion, Obfuscation Theory provides a robust framework for understanding why
companies might choose to complicate their financial communications. It highlights the
need for strong governance structures to mitigate the adverse effects of such strategies,
ensuring that stakeholders receive clear and accurate information (Al-Htaybat, 2014). The
role of the audit committee in this context is pivotal, as their effectiveness can significantly
influence the transparency and readability of financial disclosures.

Framing Theory (Framing Theory)

Framing Theory posits that the presentation of information can significantly influence
stakeholders' perceptions and decisions (Kumar et al., 2022). Information obfuscation is
closely related to information framing, wherein performance disclosures to the public
may harbor biases as they are conveyed through specific framing methods. This
phenomenon proves detrimental to stakeholders, as investors or creditors may opt for
incorrect investment alternatives due to poor performance presented with positive
framing. Therefore, framing can be constructed as a behavioral method or process of
shaping information to elicit a particular interpretation from the reader.

The framing effect is a mechanism management utilizes to frame information that
influences decision-making processes. Therefore, framing can be constructed as a
behavior, method, or process of shaping information to elicit a particular interpretation
from the reader (audience).

Tong et al. (2014) emphasized that positive framing can lead to more favorable
evaluations of a company's performance, while negative framing can have the opposite
effect. This phenomenon is frequently exploited in corporate disclosures, where
management may frame poor performance in a positive light to maintain investor
confidence. Schrand and Walther (2000) provided empirical evidence that companies
tend to use optimistic language when discussing prospects, even when current
performance is lacking.

Framing Theory also intersects with Obfuscation Theory in that both involve strategic
communication practices aimed at influencing stakeholders’ perceptions. However, while
obfuscation focuses on the complexity and readability of information, framing is
concerned with the tone and perspective from which information is presented. The
strategic use of framing can be particularly effective when combined with obfuscation,
making it even more challenging for stakeholders to discern the true state of the
company’s performance (Mapuasari & Sentosa, 2016).

The implications of Framing Theory for corporate governance are profound. It
underscores the importance of transparent and unbiased communication in financial
reporting. Audit committees have a critical role in ensuring that financial disclosures are
not only clear but also presented in an unbiased manner. It involves scrutinizing the
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language and tone used in financial reports to ensure that they accurately reflect the
company’s performance without undue positive or negative bias (Kostyuk et al., 2020).

Readability of Public Disclosures

The readability of financial disclosures is a critical factor in ensuring that stakeholders can
accurately interpret and utilize the information presented (Fischer et al.,, 2021).
Readability refers to the ease with which a reader can understand written text, which, in
the context of financial disclosures, directly impacts stakeholders’ ability to make
informed decisions. Regulatory bodies such as the Securities and Exchange Commission
(SEC) emphasize the importance of readability, mandating that public information should
be presented understandably (Fischer et al., 2021).

Moreno and Quinn (2021) underscored the importance of readability in corporate
disclosures, indicating that complex and jargon-laden reports can obscure critical
information. Putri et al. (2023) further argued that high readability is essential for the
transparency and efficiency of capital markets, as it enables investors to assess a
company’s performance and prospects accurately. Asay et al. (2018) provided empirical
evidence that the readability of financial disclosures is associated with company
performance, with better-performing companies producing more readable reports.

The role of audit committees in enhancing the readability of financial disclosures is crucial.
Qinghua et al. (2006) highlighted that the composition and expertise of audit committee
members are positively related to the quality of financial reports. Rezaee (2004) suggests
that audit committees with strong analytical skills can ensure that financial disclosures
are not only accurate but also clear and understandable. McDaniel et al. (2002) support
this by demonstrating that audit committee expertise in accounting is correlated with
higher-quality financial information.

Asay et al. (2018) found that managers are more inclined to submit public disclosures with
low readability for poorly performing companies compared to well-performing
companies, building on the theories of obfuscation and framing. This tendency to obscure
poor performance can be attributed to the management’s intention to delay or mitigate
negative market reactions. Therefore, the first hypothesis is formulated as follows:

Hi: Managers are more inclined to submit public disclosure with low readability for poorly
performing companies than those for well-performing companies.

Role of Audit Committee Expertise

The audit committee plays a pivotal role in ensuring the quality of public reporting, acting
independently, and representing the board of commissioners. The composition of audit
committee members is positively related to the quality of the company's financial reports
(Qinghua et al., 2006). This statement is from previous research indicating that audit
committee members possessing strong analytical skills regarding financial reports
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contribute to accountable and transparent financial report outcomes (Rezaee, 2004).
Furthermore, research findings by McDaniel et al. (2002) demonstrated that the audit
committee's expertise in accounting positively correlates with the quality of financial
information.

Given the close relationship between the readability of information and the quality of the
audit committee, the audit committee must instill confidence in the public information
conveyed, ensuring a high level of readability (easy), as stated by Mwangi et al. (2024).
This perspective is consistent with Pandiya (2010), stating that the readability of
information for the public should be higher than a score of 8. Consequently, disclosing
either readable or confusing information to the public is closely related to the expertise
of the audit committee.

The effectiveness of the audit committee is crucial in moderating the relationship
between company performance and disclosure readability. A highly effective audit
committee can mitigate the obfuscation tactics employed by management, ensuring that
even poorly performing companies maintain high readability in their disclosures (Mollik
et al., 2020). This moderation effect is critical because it highlights the audit committee's
role in upholding transparency and preventing management from manipulating
disclosures to obscure poor performance. Therefore, the second hypothesis is formulated
as follows:

H,: Under high (low) audit committee expertise conditions, managers are inclined to
submit public disclosures of high (low) readability for poorly performing companies.

Research Method

The research methodology section has been revised to incorporate detailed explanations
of the instruments used for each variable, their origins, potential modifications from
previous studies, and information regarding their validity and reliability. Additionally, the
manipulation check procedure and results have been elaborated (Asay et al., 2018; Asare
et al., 2003).

Participants

The participants in this experiment were undergraduate students, consistent with the
design of Asay et al. (2018). Although these participants are not experienced managers,
the decision-making behavior is assumed to remain consistent with practitioners
Liyanarachchi and Milne (2005), who contended that students serve as valid substitutes
for practitioners (experienced managers) because the decision-making context is
straightforward and does not entail high cognitive levels. This equivalence is supported
by Nahartyo (2012), who argued that most behavioral research primarily focuses on how
individuals process information and make general decisions, thereby leading to
comparable outcomes.
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Design and Manipulation

Based on the recommendation of Al-Okaily and Naueihed (2020), this study employed a
2x2 between-subjects design manipulating performance (good vs. poor) and audit
committee effectiveness (high vs. low). Participants assumed the role of investor relations
for PT Maju Sejahtera, a fictitious company, and were tasked with drafting a press release
based on provided performance and audit committee information. The participants were
randomly grouped into each experimental cell by shuffling the data using Excel software.
Randomization was carried out so that the experimental results had a high level of internal
validity (Nosek et al., 2018).

The experimental design resulted in four conditions, as outlined in the table 1. Participants
were divided into groups based on the interaction of performance levels and audit
committee effectiveness: K1 represents good performers with high audit committee
effectiveness, K2 represents good performers with low audit committee effectiveness, K3
represents bad performers with high audit committee effectiveness, and K4 represents
bad performers with low audit committee effectiveness.

Table 1 Experimental design

High _ Low _
Good (Good Performers) K1 K2
Bad (Bad Performers) K3 K4

Experimental Taks and Procedures

Participants reviewed performance and audit committee information before crafting a
press release for PT Maju Sejahtera. The manipulation of performance was
operationalized by providing information on a 10% increase or decrease in sales, while
audit committee effectiveness was manipulated by varying the expertise of the
committee members.

Instrument

Firm Performance

Firm performance is assessed using a set of finansial ratios and metrics sourced from prior
research (Asay et al., 2018). Modifications were made to tailor these metrics to the
specific context of this study, ensuring relevance and accuracy. The validity of these
measures has been confirmed through extensive previous applications in similar research
contexts.

Audit Committee Expertise

This variable is measured using a scale adapted from Asare et al. (2003), which evaluated

the finansial literacy and experience of audit committee members. The scale has
undergone minor modifications to reflect current regulatory and industry standards.
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Reliability tests, such as Cronbach’s alpha, have shown high internal consistency for this
scale in past studies.

Readability of Disclosures

Readability is assessed using the Flesch Reading Ease Score, a well-known and widely used
measure in accounting and financial disclosure research (Liyanarachchi & Milne 2005).
This instrument's validity is well-supported by literature, and it has been consistently
reliable across various studies.

Pilot Test

A pilot test was conducted with a small sample of participants who met the inclusion
criteria (i.e., students with coursework in finansial report analysis). The pilot aimed to
ensure the clarity and comprehensibility of the experimental tasks and to fine-tune the
procedures. Feedback from the pilot participants led to minor adjustments in the
instructions and the format of the tasks to enhance participant understanding and
engagement.

Validity and Reliability

The instruments used in this study have been rigorously validated in previous research.
Performance manipulation has demonstrated effectiveness in studies by Asay et al.
(2018), where it was shown to influence participants’ perceptions and decisions
significantly. Similarly, the audit committee manipulation has been validated by Asare et
al. (2003), proving its reliability in assessing the impact of audit committee expertise on
financial reporting quality. Both manipulations have undergone extensive testing,
confirming their validity and reliability across multiple contexts and ensuring that they
accurately measure the intended variables in this study.

Manipulation Check

Manipulation checks are critical to verify that participants perceived and experienced the
experimental manipulations as intended. In this study, participants were asked specific
questions after the experimental manipulation to assess their understanding and

experience. The results of the manipulation check are presented in Table 2.

Table 2 Participants Who Passed The Manipulation Check and Those Who Did Not

High Performance - High Audit Committee Expertise 30 2 32
High Performance - Low Audit Committee Expertise 28 4 32
Low Performance - High Audit Committee Expertise 25 7 32
Low Performance - Low Audit Committee Expertise 26 6 32
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Readability Measurement

Narrative readability was measured using the Flesch formula. This formula was selected
based on the assumption that short words and sentences indicate high readability. Collin-
Thompson and Callan (2005) explained that word length is closely related to
comprehension speed, and sentence length is related to the reader’s memory.

The Flesch formula proxy was chosen because it captures the intent and purpose of this
convenience. It has been widely used since 1948 and has become one of the readability
tests in the US Department of Defense. The formula is as follows:

RE = 206.835 - (1.015 x ASL) - (84.6 x ASW)

The Readability Ease (RE) formula evaluates text readability using three components:
average sentence length (ASL) and average syllables per word (ASW). ASL represents the
average number of words per sentence, calculated by dividing the total number of words
by the number of sentences. ASW refers to the average syllables per word, calculated by
dividing the total number of syllables by the number of words. RE scores range from 0 to
100, where 90-100 indicates easy reading, and 0-30 indicates difficult reading.

Data Analysis

Data analysis for this research used factorial analysis of variance (Factorial ANOVA).
Factorial ANOVA is an analysis tool developed from one-way ANOVA that can be used for
multiple factors and considers their interactions, making it possible to test the differences
in the influence of performance and audit level on report readability. Factorial ANOVA is
appropriate for this research because there is only one dependent variable (metric and
interval) and more than one independent variable (non-metric or nominal). In addition,
factorial ANOVA has advantages over other statistical tools because researchers can test
mean differences simultaneously (Gudono, 2012).

Result and Discussion

This section explains the effectiveness of manipulation and hypothesis testing regarding
the impact of audits and company performance on the readability of company public
disclosures. For this reason, the research results are discussed in two parts: manipulation
checks and hypothesis testing, which includes testing between groups (test of between
subjects) and parameter estimation (estimating parameters).

Manipulation Check
Manipulation checks are crucial in experimental studies to ensure the internal validity of
the research design. These checks verify that participants perceive and interpret the

experimental manipulations as intended by the researchers (Hauser et al., 2018). In our
study, participants were asked to identify whether the company's performance was good
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or poor, aligning with best practices in experimental economics and psychology (Cozby,
2024).

The results of our manipulation checks demonstrated a clear distinction between groups
receiving different performance information, supporting the effectiveness of our
manipulation. Kotzian et al. (2020) recommended that manipulation checks should show
significant differences between experimental conditions.

However, it's important to note that while manipulation checks are valuable, they are not
without limitations. Lonati et al. (2018) warned that manipulation checks can potentially
prime participants, influencing their subsequent responses. Future research could
consider using more subtle or indirect manipulation checks to mitigate this concern.

Descriptive statistics

Descriptive statistics in Table 3 explain the characteristics of the dependent variable.
Based on the results of the descriptive analysis, the difference in readability level between
companies performing well (68.8) and companies performing poorly (53.46) is 15.34,
based on the first hypothesis, stating that managers tend to provide lower-readability
public disclosures for poorly performing companies than for good-performing companies
(H1 is supported).

This readability difference is consistent with the obfuscation theory argument that
managers tend to deliver disclosures using information writing that combines a low
readability (complex) and a high readability variability (Demaline, 2020), used by
management in order to build and maintain the company's image.

The results of these descriptive statistics explain that management with poor
performance can build a good image and good performance for stakeholders using the
concept of obfuscation. Li (2008) mentioned that management often uses obfuscation
with low readability to cover up poor performance and hide the company's bad news.

The results of these descriptive statistics also explain that information obfuscation is
closely related to the framing of information carried out by management so that
performance disclosures to the public can contain bias. This practice is detrimental to
stakeholder users such as investors or creditors because it will result in wrong
investments. After all, poor performance is presented with a positive framing.

Table 3 Descriptive statistics

N Mean Std. N Mean Std. N Mean Std.
Deviation Deviation Deviaton

Audit Committee Expertise
Low 15 38.000 10.836 15 68.000 11.000 30 53.000 18.651
Tall 15 68.933 7.676 15 69.600 6.566 30 69.266 7.026
Total 30 53.466 18.237 30 68.800 8.938 60 61.133 16.202
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The descriptive statistics reveal a significant difference in disclosure readability between
well-performing and poorly-performing companies. This finding aligns with the
obfuscation hypothesis (Demaline, 2020; Li, 2008), which posits that managers
strategically use complex language to obscure poor performance. Asay et al. (2018) and
Bushee et al. (2018) found that managers use more complex language in disclosures when
performance is poor.

The substantial difference in readability levels between high (69.26) and low (53.00) audit
committee effectiveness conditions underscores the crucial role of audit committees in
enhancing disclosure quality. This finding can be interpreted through the lens of
Obfuscation Theory, suggesting that less effective audit committees may contribute to
more complex and less readable disclosures, possibly to obscure poor performance (An,
2023; Masanja, 2022).

Our results corroborate and extend recent studies on the relationship between corporate
governance and disclosure quality. For instance, Hajek and Henriques (2017) found that
firms with stronger governance mechanisms tend to have more readable annual reports.
Similarly, Hasan (2020) demonstrated a positive association between audit quality and
disclosure readability. Our experimental design allows us to establish a more direct causal
link between audit committee effectiveness and readability.

The positive relationship between audit committee expertise and disclosure quality aligns
with the principles of Framing Theory and emphasizes the importance of financial
expertise. Studies by Abernathy et al. (2015) and Kusnadi et al. (2016) reinforce that audit
committee financial expertise is crucial for ensuring transparent and accessible financial
reporting, thereby enhancing overall corporate governance.

Furthermore, our findings contribute to the growing literature on the "linguistic
complexity" of financial disclosures (Loughran & McDonald, 2016). While previous studies
have largely focused on annual reports, our study extends this to press releases, an
important but less studied form of disclosure.

The interaction effect between performance and audit committee effectiveness on
readability is particularly noteworthy. The impact of governance mechanisms on
disclosure practices may be contingent on the firm's financial situation. This finding aligns
with the contingency perspective in corporate governance research (Aguilera et al., 2008),
which posits that the effectiveness of governance mechanisms depends on various
contextual factors.

Our results also have practical implications, supporting recent regulatory trends toward
increasing the financial expertise requirements for audit committee members (e.g., SEC,
2020). The finding that readability scores should exceed 8, as suggested by Pandiya
(2010), is consistent with more recent studies. For example, Ezat (2019) found that a
Flesch Reading Ease score above 60 (corresponding to "standard" readability) is
associated with better market reactions.
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Homogeneity testing

Table 4 provides information regarding the results of data homogeneity testing (test of
equality). The results of the analysis show that the analysis data is homogeneous, based
on a significant result greater than 5% (Sig. > 0.05). Hence, hypothesis testing can be
carried out using parametric tests.

Table 4 Levene's Test of Equality of Error Variances

0.779 3 56 0.511

The homogeneity test results can be used to argue that hypothesis testing can be carried
out using the General Linear Model (GLM), which is part of factorial analysis of variance
(factorial ANOVA). The analysis tool is appropriate for this context because it was
developed from one-way ANOVA, so it can be used for more than one factor and consider
their interactions.

ANOVA makes it possible to test differences in the influence of performance and audit
level on report readability. Factorial ANOVA is appropriate for this research because there
is only one dependent variable (metric and interval) and more than one independent
variable (non-metric or nominal). In addition, Gudono (2012) explains that factorial
ANOVA has advantages over other statistical tools because researchers can test mean
differences simultaneously.

Empirical Testing

Table 5 provides information regarding the estimation results of each variable, audit, and
financial performance on the readability of disclosures. The results show that audits
improve the readability of disclosures and the interaction between audit and
performance. The parameter testing results are in Table 5, supporting the second
hypothesis that in conditions of high (low) audit committee expertise, managers tend to
submit public disclosures of high (low) readability for poorly performing companies (Hzis
supported).

In addition, the results in Table 5 also provide arguments that managers tend to submit
lower-readability public disclosures for poorly performing companies than for well-
performing companies.

The between-group differences central to this research are presented in Table 5. The
ANOVA results reveal a significant influence of performance on disclosure readability (Sig.
< 0.05), consistent with the descriptive statistics showing a marked difference in average
readability scores between good (Flesch Index = 68.80) and poor (Flesch Index = 53.46)
performance (See Table 3.). Therefore, managers tend to produce less readable
disclosures for poorly performing companies.
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Table 5 Test of Parameter Estimates

Intercept 69.600 2.382 29.218 0.000
Auditing 1.600 3.369 0.475 0.637
Performance -0.667 3.369 0.198 0.844
Audit* Performance 29.333 4.764 6.157 0.000

These findings align with the theoretical framework of impression management in
corporate reporting (Merkl-Davies & Brennan, 2007). Managers engage in impression
management tactics, such as using complex language, to influence stakeholders'
perceptions of firm performance. Asay et al. (2018) and Bushee et al. (2018) found that
managers use more complex language in disclosures when performance is poor.

Moreover, our findings contribute to the growing literature on the "linguistic complexity"
of financial disclosures (Loughran & McDonald, 2016). While Healy and Palepu (2001)
established the importance of disclosure quality, recent studies have focused more
specifically on readability. For instance, Lo et al. (2017) found that firms with better
performance tend to have more readable annual reports, consistent with our results.

The second hypothesis, positing that managers in high (low) audit conditions tend to
produce high (low) readability disclosures, is supported by our analysis (Sig. < 0.05). Audit
committee effectiveness significantly influences disclosure readability, particularly for
well-performing companies.

These results can be interpreted through the lens of agency theory (Jensen & Meckling,
1976). Effective audit committees can mitigate agency conflicts by promoting more
transparent disclosure practices as monitoring mechanisms. Hasan (2020) demonstrated
a positive association between audit quality and disclosure readability in 10-K reports.

Furthermore, our results align with and expand upon studies on the relationship between
audit committee characteristics and financial reporting quality. While McDaniel et al.
(2002) and Qinghua et al. (2006) established the positive relationship between audit
committee expertise and financial reporting quality, more recent work has delved deeper
into this relationship. For example, Kusnadi et al. (2016) found that audit committee
financial expertise is associated with higher financial reporting quality in Singapore-listed
firms. Additionally, Abernathy et al. (2015) demonstrated that the presence of accounting
experts on audit committees is associated with more timely financial reporting. Our study
extends these findings by specifically linking audit committee effectiveness to disclosure
readability.

The interaction effect between performance and audit committee effectiveness on
readability is particularly noteworthy. It suggests that the impact of governance
mechanisms on disclosure practices may be contingent on the firm's financial situation.
This finding aligns with the contingency perspective in corporate governance research
(Aguilera et al., 2008), which posits that the effectiveness of governance mechanisms
depends on various contextual factors. They underscore the importance of considering
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both financial performance and governance mechanisms in understanding corporate
disclosure practices.

Table 6 Tests of Between-Subjects Effects

Corrected Model 10722,400° 3 3574.133 41.991 0.000
Intercept 224237.067 1 224237.067 2.634 0.000
Auditing 3969.067 1 3969.067 46.631 0.000
Performance 3526.667 1 3526.667 41.433 0.000
Performance*Audit 3226.667 1 3226.667 37.909 0.000
Error 4766.533 56 85.117

Total 239726.000 60

Corrected Total 15488.933 59

Note: R Squared = 0.692 (Adjusted R Squared = 0.676)

The ANOVA results support this hypothesis, as evidenced by the significant interaction
effect between performance and audit committee effectiveness (Sig. = 0.000, p < 0.05).
This interaction suggests that audit committee effectiveness moderates the relationship
between firm performance and disclosure readability.

This finding can be interpreted through the lens of agency theory (Jensen & Meckling,
1976) and the resource dependence theory (Pfeffer & Salancik, 1978). From an agency
perspective, effective audit committees serve as a monitoring mechanism that can
mitigate the agency problem of information asymmetry between managers and
shareholders. In the context of poor performance, where managers might have incentives
to obfuscate information, highly effective audit committees appear to constrain such
behavior, leading to more readable disclosures.

The resource dependence theory provides additional insights into this interaction effect.
Audit committee members, especially those with financial expertise, bring valuable
resources to the firm in terms of knowledge and skills. Recent research by Abernathy et
al. (2015) and Kusnadi et al. (2016) has shown that audit committee financial expertise is
associated with higher financial reporting quality. Our findings extend this line of research
by demonstrating that such expertise can also influence the linguistic characteristics of
disclosures, particularly in the context of poor performance.

The moderating role of audit committee effectiveness aligns with the contingency
perspective in corporate governance research (Aguilera et al., 2008). This perspective
suggests that the effectiveness of governance mechanisms may depend on various
contextual factors, including firm performance. The impact of audit committee
effectiveness on disclosure readability is particularly pronounced when firm performance
is poor.

These findings contribute to the growing literature on the "linguistic complexity" of
financial disclosures (Loughran & McDonald, 2016). While previous studies have largely
focused on the direct effects of firm characteristics or governance mechanisms on
readability, our study highlights the importance of considering their interactive effects.

Journal of Accounting and Investment, 2024 | 1036



Munandar & Kadlina
The impact of audit committee effectiveness on the relationship ...

Similarly, Hasan (2020) found that the relationship between managerial ability and
disclosure readability is moderated by corporate governance quality.

Conclusion

The readability of financial statements and public disclosures has garnered significant
attention, particularly in alignment with regulatory mandates such as those of the SEC,
which emphasize clear and understandable financial reporting. This study enriches the
existing literature by investigating the interplay between financial performance and audit
committee effectiveness on the readability of corporate disclosures.

Our findings confirmed that both financial performance and audit committee
effectiveness are critical factors influencing disclosure readability research (Asay et al.,
2018). Notably, we extend prior research by revealing that audit committee effectiveness
moderates the relationship between financial performance and disclosure readability,
providing fresh insights into corporate communication strategies. These results
highlighted the importance of governance mechanisms in enhancing the transparency of
financial reporting.

The study’s implications are twofold: Practically, it underscores the necessity for
organizations to strengthen their audit committees to ensure clear and accessible
financial communications. Theoretically, it contributes to the understanding of
Obfuscation Theory and Framing Theory by illustrating how governance structures and
strategic communication impact stakeholder perceptions.

However, this study is not without limitations. The use of student participants may limit
the generalizability of the findings to professional settings, and the focus on press releases
may not fully capture the breadth of corporate disclosures. Moreover, while the Flesch
Index is a robust tool for assessing readability, it may not account for all aspects of
linguistic complexity.

Future research should explore these relationships longitudinally to uncover dynamic
patterns over time. Additionally, expanding the scope to include a cross-cultural analysis
could offer valuable insights into how disclosure readability and governance effectiveness
vary across different regulatory environments.
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