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Abstract
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Risk disclosure has received considerable interest and attention in recent times.
The aim of this research is to examine risk information disclosure in annual reports
with the aim of establishing trends. Further, this research empirically examines the
influence of four firm factors on the level of risk disclosure in the annual reports.
These factors are firm size, leverage, industry and US-dual listing. In addition, the
research examines the association between risk disclosure and the company’s cost
of equity capital (and information asymmetry) after controlling for firm size and
market beta.

The annual reports of a sample comprising 52 UK non-financial companies, drawn
from the FTSE-100 index, for three different periods (1998, 2001, and 2004) were
sought, collected, and analysed. Content analysis was applied and risk disclosure in
the annual report was measured according to the number of sentences disclosed
and trends were analysed over the six-year period. Risk disclosure sentences were
classified according to four main quality dimensions: type of risk, the nature of the
evidence, the type of news disclosed, and news time-frame. A four-stage dividend
growth model was used to measure the company’s cost of equity capital. Bid-ask
spread and stock volatility were also used as proxies for information asymmetry.
Only when investors perceive that the information is relevant, risk information
disclosed in the annual report can lead to a reduction in the cost of equity capital.

The study found, in aggregate, a trend of increasing amounts of risk disclosure in
the annual report. Risk disclosure was found primarily qualitative; good and
neutral; and non-time. There is minimal disclosure of quantified risk information
and bad news information. These results suggest that accounting rules and
regulations, in addition to recommendations from accounting institutions, have
influenced the increase in the level of risk information disclosed, though without
ensuring the quality of the disclosed risk information. US-dual listing and industry
are found to be significantly related to risk disclosure, but firm size and leverage
are found to have insignificant association with the level of risk disclosure. These

findings suggest that the extent of annual report risk disclosure is driven more by
regulation than by the market.

The findings reveal that for the largest UK companies with high analyst following,
no relation was found between risk disclosure level and cost of equity capital.
However, the study found that both quantitative and bad news risk information are
significantly and negatively related to stock volatility. Moreover, a significant and
negative association was found between bad news risk disclosure and bid-ask
spread. This suggests that firms with greater bad news and quantitative disclosure
enjoy a reduction in information asymmetry as measured by proxies for
Information asymmetry. Overall, the analysis suggests that UK companies make
substantial risk disclosure but the usefulness of this disclosure is limited.
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1.1 Introduction

Pa——— il - —

In recent times, corporate reporting on risk has gained considerable
attention giving rise to an urgent investigation into international
accounting disclosure. The mainstream literature suggests that there is
limited disclosure on risk information available in companies’ annual
reports (e.g., AICPA, 1987, 1994; Schrand and Elliot, 1998, ICAEW, 1997;
and for evidence see ICAEW, 1999b; Lajili and Zegal, 2005; Woods and
Reber, 2003; Abraham and Cox, 2007, Linsley and Shrives, 2006; Konishi
and Ali, 2007) and that the various users of financial reports are
increasingly demanding more relevant information in order to enable
them to assess the risk profile of a company (e.g.,, ICAEW, 1997, 1999b,
2002; Solomon et al,, 2000; Linsley and Shrives, 2000, 2005). This increase
in users’ demands for information has motivated a considerable debate on
the topic by regulators, institutional bodies and other interested parties
whilst simultaneously gaining a central role in current accounting
literature. A number of proposals on improving business reporting have

called for more relevant disclosure of risk information in company annual
reports (ICAEW, 1997, 1999b, 2002; AICPA, 1994; CICA, 2002; ASB, 1993,

2003, 2006). Enormous business losses of some large corporations around

the world together with a number of well-publicised business scandals in

recent years have reinforced this debate.

In the accounting literature, several theories have been developed over the
years to explain the phenomenon of disclosure as a whole, and to explain
the variation in disclosure between companies. Examples of theories
include agency theory (Jensen and Meckling, 1976), signalling theory
(Spence, 1973) and capital need theory (Choi, 1973). Based on theoretical
argument, prior research (e.g., Gray, 1988; Hossain et al., 1994; Roberts et
al,, 1998) also explains different factors, including financial, non-financial

and social responsibility factors behind disclosure differences.



It has been argued that companies’ disclosures on risks and how these
risks are identified, managed, analysed and evaluated should assist users
of corporate reports to understand business profiles and risk profiles thus
enabling them to make an accurate assessment of a company’s financial
conditions and performance (ICAS, 1999; Cabedo and Tirado, 2004;
Solomon et al., 2000; Lev and Zarowin, 1999). In turn, companies would
reap the benefits by being transparent about the risks and uncertainties
they face. For example, it is claimed that greater disclosure reduces
information asymmetry and investor uncertainty, thereby having a
positive effect on the firm’s cost of capital (ICAEW, 1997, 1999b; Botosan,
1997; Hail, 2002). In addition, confident and well-informed investors are
an essential factor in achieving and maintaining an accurate assessment of
a company's stock (Deumes, 2008). Disclosure is also important and

critical for the functioning of the capital markets and, by extension, for the

stability of the economy (Akerlof, 1970; Lev, 1988).

The present thesis will examine the literature on corporate risk disclosure
and extend this further by undertaking an empirical investigation into the
corporate risk disclosure of UK non-financial companies. The initial
purpose is to gain insight on the amount, type and nature of risk
information disclosed by companies in their annual reports. The present
research examines in detail the current risk disclosure practices and
trends over a six-year period. Three different periods (fiscal years 1998,
2001 and 2004) are analysed. Furthermore, the relation of risk disclosure
to firm-specific characteristics is examined. In addition, the present

research examines the impact of risk disclosure on the company'’s cost of

equity capital.

The core aim of the present chapter is to provide the context for this
research thesis. In essence, the thesis focuses on the subject of corporate

disclosure while honing in on corporate risk disclosure in particular. In the

ensuing sections of this chapter, an overview of the research is provided



followed by justification for the research and a discussion of the aims and
objectives. This is followed by a summary of the research methods

employed. Finally, the structure of the thesis is outlined.

1.2 Research Overview
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In the past few decades, the business environment has witnessed dramatic
changes driven by fundamental changes in technology, society and world
politics. Globalisation activities of capital and product markets have
increased. New countries’ regulations have developed and emerged. The
legal systems by which companies operate have become more complex
and competitive activities have intensified with new businesses emerging
all the time. The rise in volatility worldwide has affected credit markets
dramatically. Financial products and services together with business
transitions and structures have become even more complex. The increased
economic and political uncertainty across the globe has created concerns.
The failures of some major companies (e.g., Johnson Matthey, BCCI and
Barings, Enron, Maxwell, WorldCom; AIG, Lehman Brothers) have

exacerbated already difficult economic conditions and shaken the

confidence of both investors and regulators.

There has been increased public demand for firms to make even greater
disclosure of corporate information, especially those related to risks and
uncertainties. A number of sophisticated and well-structured approaches
to risk management have been developed over the recent years to help
managers manage different type of risks (Linsley and Shrives, 2000),
hence, reducing the quality gap in internal risk management reporting
systems. However, companies’ external reporting was lacking an adequate
disclosure on risks and uncertainties. The literature (e.g., Beattie and Pratt,
2002; Solomon et al,, 2000; Healy and Palepu, 2001; Linsley and Shrives,
2000; Epstein and Palepu, 1999; Schrand and Elliot, 1998; ICAEW, 1997,
1999b, 2002; Eccles and Mavrinac, 1995; AIMR, 1993; AICPA, 1987, 1994;



CICA, 2002; IASB, 2005; Beattie, 2005) suggests that corporate reports are
lacking sufficient relevant information for users to help them assess a
company's risk profile and make informed decisions. There was
recognition that financial reporting standards developed by bodies such as
the International Accounting Standards Board (IASB) and the UK's
Accounting Standards Board (ASB) or from civil law codes in continental
Europe fell short of providing sufficient relevant information to the users
of corporate reports. Thus, while the internal reporting gap has been
narrowed, the external reporting gap still remains high. This has created
an information problem, known as ‘information asymmetry’. Information
asymmetry is caused by agency conflict which arises because of the
separation of ownership between managers and owners of the business,
and occurs when managers who hold information withhold it from owners
for certain reasons, including commercial sensitivity and uncertainty
about measurements. Information problems comprise a key issue in
corporate disclosure literature. It is a key issue to the extent that it may

disturb the functioning of the capital markets leading to their partial or
complete breakdown (Akerlof, 1970).

The increasing demand for information has compelled regulatory
authorities and professional bodies worldwide to examine the quality of
financial reporting. Regulators and accounting institutions around the
globe have been considering new laws and formal codes of best practice in
corporate governance. Countries such as USA, UK, Canada, Netherlands,

Italy, Germany and others are well advanced in this regard. As a result, risk

disclosure is nowadays increasingly required by law and formal codes of

best practice in corporate governance worldwide.

In the UK, the Institute of Chartered Accountants in England and Wales
(ICAEW), in connection with the regulatory authorities, has been leading

the change with the development of new codes and frameworks to

strengthen corporate governance and restore investor confidence. The



codes of corporate governance, from Cadbury through Greenbury and
Hampel, to the Combined Code on Corporate Governance and, most
recently, the Turnbull guidance have embedded risks and conflicts of
interests within publicly quoted firms. The agenda of corporate
governance emphasises the need for companies to maintain a sound
system of internal control and risk management procedures and
prioritises the disclosure of risk information. However, it was not until the
publication of the Turnbull report in 1999 that the framework of internal
control, risk management and risk disclosure remained implicit and at the
description of individual company management (Solomon et al., 2000).
The Turnbull report explicitly emphasises the need for internal
management procedures and calls for listed companies to report on the

effectiveness of their systems of internal financial controls and encourages

them to report externally on their key risks.

Likewise, the long debate on the Operating and Financial Review (OFR) in
the UK, together with other pressures from accounting law and regulatory,
have underpinned the reporting of risk and placed companies under more

pressure to report openly on risk and uncertainty.

Similarly, several proposals and reports have been published by
accounting institutions to promote better disclosure by listed companies
in order to increase transparency in financial reporting. For example, the
ICAEW (1997, 1999b, 2002) has been trying to further encourage listed
companies to disclose relevant and meaningful information by drawing up
more demanding information to improve the quality of information that
helps users make rational decisions. The institute (ICAEW, 1999b) calls
company directors to act in order to reduce the gap between internal and

external reporting, that is to reduce the gap between what internal

processes tell them (the managers) and what the annual report tells
investors. Companies who are not prepared to disclose relevant

information, the institute argues, should reconsider whether they wish to



be listed. The institute sees great merit in better risk reporting, and claims
that there is no real reason to justify secrecy when listed companies want
to build relationships with the providers of capital, and that greater risk
disclosure would lead to a reduction in the cost of equity capital (ICAEW,
1997, 1999b).

Thus, the abovementioned scenario of events and debate on risk
disclosure are a motivation for research on risk disclosure in annual
reports of UK companies with a view to particularly examining its nature,

its determinants and its effect on the company’s cost of capital. It is

expected that further insight will emerge regarding corporate risk

reporting.

1.3 Research Justification and Aims and Objectives
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The topic of risk reporting has been of interest to accounting researchers
as the result of recent debate and requirements. While a selection of
studies have investigated the topic, the focus of these studies varies
considerably. Previous studies have almost exclusively examined
quantified risk disclosure in financial statements and focused on specific
categories of risk (Li and Gao, 2007; Dunne et al.,, 2007; Seow and Tam,
2002; Linsmeier et al,, 2002; Jorion, 2002; Rajgopal, 1999; Thornton and
Walker, 2000; Roulstone, 1999; Linsmeier and Pearson, 1997). Other
researchers have moved towards more comprehensive risk information
and examined risk disclosure in annual reports (e.g., Linsley and Shrives,
2005, 2006; Abraham and Cox, 2007; Lajili and Zegal, 2005), and in
prospectus (e.g., ICAEW, 1999b, Papa, 2007; Deumes, 2008) - the
empirical literature that has investigated risk information under this
broader perspective is still limited. For example, Lajili and Zegal (2005)
and Woods and Reber {2003) examined risk disclosure in annual reports

without exploring the possible determinants of risk disclosure. Linsley and

Shrives (2005) examined risk disclosure in non-financial UK companies



and, apart from size and risk level, other determinants are not tested.
Other studies that have examined the determinants of risk disclosure have
produced mixed results (Abraham and Cox, 2007; Abraham et al., 2007;
Linsley and Shrives, 2006; Konishi and Ali, 2007; Beretta and Bozzolan,
2004).

The main issues that have been tackled or are currently being tackled in
accounting disclosure literature as a whole includes identifying what
companies are reporting, the underlying factors that may affect the extent

to which information is reported and what motivates companies to make
particular information disclosure. While some previous studies have
focused on what risk information is disclosed, more studies are needed to
examine how risk information is disclosed, and to examine the potential

benefits of risk information disclosure, for example, its impact on the

company’s cost of capital.

Thus, with regard to risk reporting, the empirical literature provides only
partial answers concerning risk disclosure practises, its characteristics
and its determinants. In addition, there is limited research on the potential
impact of risk information disclosure on the company's cost of equity

capital. The scope of this research aims, therefore, to fill this gap in the

literature.

This research project has three key objectives. The first objective is to
explore corporate risk disclosure practices in the annual report in three
different time periods (1998; 2001, and 2004) to determine whether
differences exist in the extent and variety of disclosure over time. This is a
longitudinal study. The purpose is to provide a snapshot of the volume and
nature of information disclosed and evaluate whether disclosure practices
indicate any changing pattern in corporate reporting, hence to draw

attention to the limitations inherent in risk reporting. Although there have

been published studies on risk disclosure, no previous studies has



explored risk disclosure trends and examined whether companies have
responded to the pressure from the burgeoning demand for risk
information. It is interested to study how risk disclosure has developed
over the years in response to the developments of new rules and codes of
corporate governance (ICAEW, 1999b). The literature on other types of
accounting disclosure (e.g., social and environmental disclosure) shows
that corporate social reporting has increased over time in response to a
number of factors. Some of the reasons may be attributed to increases in
legislation, specific events, activities of pressure groups, societal
awareness and politics (Haniffa and Cooke, 2005). Companies’ risk

reporting should reflect the developments in corporate governance and

regulations made over the past years.

The second objective is to explain the variation, if any, in risk disclosure
and to examine what determines the extent of disclosure about risk. The
association between disclosure and firm characteristics has long been of
Interest to accounting researchers. The extent of corporate disclosure
may be influenced by different firm factors (e.g., financial factors, non-
financial factors, social responsibility factors) including firm size (e.g.
Aljifiri, 2008; Aljifiri and Hussainey, 2007; Huafang and Jianguo, 2006;
Oliveira et al., 2006; Kent and Ung, 2003; Naser et al., 2002; Depoers,
2000; Raffournier, 1995; Meek et al., 1995; Hossain et al., 1994; Wallace et
al., 1994; Chow and Wong-Boren, 1987; Cooke, 1989a), industry type
(Aljifiri, 2008; Haniffa and Cooke, 2005; Beretta and Bozzolan, 2004;
Lymer, 1997; Wildstrom, 1997; AIMR, 1997; Cooke, 1992), listing status
(Abraham and Cox, 2007; Haniffa and Cooke, 2005; Hossain et al., 1994;
Singhvi and Desai, 1991), leverage (Aljifri, 2008; Huafang and Jianguo,
2006; Haniffa and Cooke, 2005; Naser et al.,, 2002: Hossain et al., 1994;
Bradbury, 1992; Meek et al.,, 1995, Hossain et al,, 1994: Malone, 1993),
performance (Oliveira et al., 2006; Land and Lundholm, 1993; Wallace et
al., 1994), ownership structure (Huafang and Jianguo, 2006; Hossain et al,,

1994; Mckinnon and Dalimunthe, 1993; Craswell and Taylor, 1992), the



size of audit firm (Oliveira et al., 2006; Depoers, 2000; Hossain et al., 1994;
Craswell and Taylor, 1992; Malone, 1993) and culture (Hanifa and Cooke,
2005). However, some of these relationships are weak and not verified in
the literature. The findings of previous research do provide a good starting
point to further examine the relationship between risk disclosure and its
underlying firm factors. The present research relates the level of risk
disclosure to four firm factors including firm size, leverage, type of
industry and US-dual listing. These factors are chosen because they are the

most commonly used independent variables (factors) in accounting

disclosure.

The third objective of the present research is to examine the potential
usefulness of risk disclosure made in the annual report. Previous
accounting disclosure research offers insight into the potential usefulness
and perceived benefits and costs of disclosure. For example, it has been
asserted (e.g., Gray and Roberts, 1989; AICPA, 1994; Botosan, 1997;
Linsley and Shrives, 2000; Lajili and Zegal, 2005; Hail, 2002; ICAEW, 1997)
that improved disclosure enhances corporate transparency, develops
corporate image, and provides useful information for decision making.
Disclosure can also be seen as one of the mechanisms to mitigate adverse
selection by reducing information asymmetry between preparers
(managers) and users (e.g., investors). It is a mechanism to lower a

company’'s cost of capital, increase liquidity of its shares, and lower

transaction costs resulting from lower bid-ask spreads. In addition,
disclosure can be seen as one of the mechanisms by which companies
attempt to manage their stakeholders in order to gain their support and
approval. Moreover, disclosure can also assist in staving off potential

regulatory pressure and avoiding additional requirements.

The question whether greater disclosure level reduces a company’s cost of

equity capital is a matter of considerable interest and importance to the

corporate reporting community. However, there is debate on this issue
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(e.g., Botosan, 1997; Armitage and Marston, 2007). Theoretical argument
suggests that greater disclosure is associated with a reduction in the cost
of equity capital through reduced transaction costs and/or reduced
estimation risk. The ICAEW sees great merit in enhancing corporate risk
disclosure, claiming that companies with greater disclosure of risk
information will portray an image in the marketplace that they are riskier
than prior to their disclosure. Risk reporting encourages risk management
and reduces stock volatility, thereby, lowering the company's cost of
capital. Information disclosure is important to outside investors. The more
they know, the more accurately they will be able to determine a company’s
cost of capital and its value. However, empirical evidence does not seem to
totally support the theory and produces mixed findings. By way of
example, the Jenkins committee (AICPA, 1994) states that an important

benefit of greater disclosure is a lower cost of capital. In rebuttal, the
financial executive institute (Berton, 1994, cited in Botosan, 1997) argues
that the improved disclosure promoted by the committee’s report are
targeted to stock traders which would add to share price volatility thereby
Increasing risk and leading to a higher cost of equity capital. In the
institute’s report (ICAEW, 1999b) some sceptics point out that “a more
accurate cost of capital is not necessarily a lower cost of capital and a more
accurate value is not necessarily a higher value. In practice, more
disclosure might well increase the cost of capital” (ICAEW, 1999b, p. 11). It
could be argued that companies with a higher level of risk may
demonstrate a reluctance to reveal such information in order to divert
attention from their riskiness. Recent evidence (Armitage and Marston,
2007) finds that finance directors do not believe in a clear link between
disclosure level and the cost of equity capital perhaps because their
companies already provide at least a good practice level of disclosure. It is
also argued that only when investors perceive that the information is
credible and relevant, can risk disclosure in annual reports serve as a

mechanism to reduce the company’s cost of capital. Whereas risk

disclosure is increasingly required in annual reports, the current rules
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allow firms a degree of discretion with regard to the type of information to
be disclosed and the level of details to be provided, hence risk disclosure
depends on manager’s willingness to actively disclose the right
information (Deumes, 2008). Indeed, the decision of the UK government to
abolish the statutory requirements for preparing the OFR by listed UK
companies is to avoid producing “boilerplates” information that do not

help investors to make accurate decisions.

Existing literature (ICAEW, 1997, 1999b, 2002; 2004b; Linsley and
Shrives, 2000; Woods and Reber, 2003; Beretta and Bozzolan, 2004, Lajili
and Zegal, 2005) suggests that there is still demand for empirical work
examining the impact of risk disclosure on the company’s cost of equity

capital. Thus, based on the research aim and objectives, the research

questions are formulated as follows:

Research question 1: What are the current practices of corporate risk

disclosure and to what extent did UK listed companies respond to recent
developments that lead to the increased pressure on companies to

enhance their information disclosure? This question is extended to include

the following sub questions:

= Do differences exist in the extent and variety of annual report risk

disclosure of UK companies between 1998, 2001, and 20047

» Whatinformation is being disclosed?

= How s the information being disclosed?

» Does reporting practice vary between industries?

Research question 2: Does risk disclosure relate to the following firm

attributes (factors): size, leverage, industry and US-dual listing variables?

Research question 3: Does risk disclosure have an impact on the

company’s cost of equity capital?

12



Figures 1.1 and 1.2 show the research plan and framework of the research.

W

Theoretical Argument Framework of the Literature
Disclosure theories - Increasing demand for information
- Agency theory - Regulatory development
- Signalling theory - Codes of best practices on corporate
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Figure 1.1: Research Plan
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Figure 1.2: Framework for the Research
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1.4 Importance of the Research

For the present research, 1 first reviewed the existing theory and
contributed to the literature of corporate disclosure by developing a
detailed analysis of risk disclosure in term of risk types and type
attributes. This study compares risk disclosure over a six-year period.
There is a need for longitudinal studies (ICAEW, 1999b) as the comparison
between previous studies conducted by different researchers is not always
appropriate. This longitudinal study of the extent of risk disclosure seeks
to explain and understand risk disclosure evidence. The study sheds
further light by examining how companies have responded to recent
developments such as corporate governance and other regulatory
pressures. Corporate reporting should reflect the recent development in
corporate governance and other developments and pressures that have
occurred over the past years. Previous studies (e.g., Haniffa and Cooke,
2005; Patten, 1992; Deegan et al., 2000; Gray et al.,, 1995a; Trotman, 1979}
provide examples of event studies where the volume of social and

environmental disclosure was shown to respond to the increased

exposure to criticism experience after a particular event.

This gap in the literature needs to be filled especially when one is
examining the response of companies towards improving the quantity and
quality of information disclosed in annual reports; not only in terms of
complying with regulations, but also in meeting the needs of various user
groups. To this end, it is hoped that this research will answer the

numerous calls made for improving risk disclosure.

Any increase in risk disclosure would be seen as evidence and endorse
recent efforts of corporate governance reforms (e.g., Solomon et al., 2000).
It is important to keep abreast of how companies’ attitudes towards risk

disclosure have changed over time. Fast moving technology, intense

competition pressure, globalization of financial markets, development of
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new internal accounting standards, and regulatory development are
among the many factors that significantly influence the way companies
disclose their risk information. Studying risk disclosure practices can
make clear to the financial reporting community whether risk reporting
can be viewed as an area of best practices (Deumes, 2008). Various users
may wish to extend their investigations and verify such reporting
practices. The study also has its advantages as it offers investors an
objective assessment of the current reporting practices. Investors need to
be able to observe and form an opinion on the risks potentially affecting

the company and the way in which these risks are managed. Risk

disclosure would also help investors to form a view on the amount, timing

and probability of the firm’s future cash flows. Indeed, any increase in risk

disclosure would attract the attention of users. The resuits have the

potential to assist all users including standard setters when developing the

framework and the requirements of corporate risk disclosure.

The present research also contributes to the existing literature by
identifying factors that determine risk reporting. The study will be useful
both in assisting regulators and investors in identifying the type of risk
information disclosed by different companies in different sectors and by

identifying the characteristics of the companies that disclose such

information.

Finally, the present research contributes to the existing literature by
examining the usefulness of this information by empirically testing the
impact of risk disclosure on a company’s cost of equity capital. Only when
annual report risk disclosure is useful in some way to investors is it
expected to find a significant relationship between the cost of equity and
the level of annual report risk disclosure. Previous studies (e.g., Botosan,

1997; Botosan and Blumlee, 2002; Hail, 2002, Chen et al., 2003) examined

different disclosure types including financial and environmental,
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corporate governance and investors’ relation disclosure. This study

focuses specifically on risk disclosure.

1.5 Summary of Research Methods
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The present research is descriptive and empirical in scope. A detailed
specification of the research methodology employed (including the
rationale for the selection of the research methods, research models,

sample selection, and statistical tests) is provided in Chapter 4.

For data collection, the research approach adopted is content analysis
(e.g., Neu et al,, 1998; Milne and Adler, 1999; Campbell 2004; Linsley and
Shrives, 2006) to measure the level of risk disclosure in the annual report.

Content analysis is a method of codifying the text (or content) of a piece of

writing into various groups (or categories) depending on selected criteria

(Weber, 1988). The extent and nature of risk disclosure in annual reports
was measured according to the number of sentences disclosed and trends
were analysed over a six-year period. Risk disclosure is classified
according to four quality variables: risk disclosure categories
(environmental risk, operational risk, strategic risk); the nature of

evidence (i.e., qualitative versus quantitative); the type of news (good, bad,

neutral); and time orientation (future, past, non-time).

The present research attempts to measure directly the cost of equity
through a four-stage dividend growth model. In addition, bid-ask spread

was used to capture information asymmetry, a component of the cost of

equity capital. Another proxy, stock volatility, was also used. The analysis 1s
based on companies’ annual reports based on a sample extracted from the
FTSE 100-index. The selection procedures yield 52 UK non-financial

companies. Three annual reports for each company (fiscal years 1998,
2001, and 2004) are sought and analysed. A three-year interval was

chosen to give greater time coverage for the analysis, hence allowing more
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in-depth examination of trends. The time span 1998-2004 is recent
enough to ensure reasonable access to firms' corporate reports and yet

still ensures the availability of other post-sample data.

The focus on FTSE-100 index makes sense given the focus of prior studies
of risk disclosure practices (e.g., Linsley and Shrives, 2006; Dunne et al,,
2007; Abraham and Cox, 2007). The focus on FTSE-100 index firms will
ensure that the sample includes some multiple listing companies and that
all companies are subject to approximately equivalent levels of disclosure

pressures arising from various regulatory and capital market regimes.
More importantly, FTSE-100 firms are the UK's largest, audited by the
biggest firms and tend to be well monitored; hence, the selection will

ensure analysts’ forecasts accuracy (Kou and Hussain, 2007).

The reason for choosing annual report as a basis for analysis is because it
is the most dominant, reliable, and significant source of information for
users. Furthermore, most accounting rules and codes of corporate

governance are aimed at disclosures in the annual report.

1.6 Chapter Summaries
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Chapter one provides an introduction to this thesis together with an

outline of the key aims of the research.

Chapter two provides the context for the issue in corporate disclosure
with special focus on recent changes in business environment, the debate
on corporate reporting and related literature. The chapter begins with a
review of various factors and business events that have occurred recently

and affected businesses and raised questions on the corporate governance

system and quality of business reporting. The chapter then discusses
issues in corporate reporting including users needs and information

problems. This is followed by a comprehensive review of the role of
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regulators and accounting institutions in promoting corporate reporting in
an attempt to restore user confidence. This covers regulatory
development, the development in corporate governance and the role of
accounting institutions. Following this, a section reviewing related
literature on risk and risk disclosure where the notions of “risk” and risk
classification are discussed. In addition, previous studies which examined
risk disclosure will be reviewed and discussed in order to identify gaps in

the literature.

Chapter three begins by explaining the term ‘disclosure’ and differentiates
between different types of disclosure. The chapter presents the theoretical
framework of disclosure, which includes various disclosure theories. The
aim Is to understand what motivates managers to disclose additional
information regarding their firms. This is followed by a section devoted to
explaining disclosure benefits and costs. Following this, the determinant
factors of disclosure are discussed. This chapter culminates with a review

of the theoretical and empirical literature on the relationship between

disclosure and the cost of equity capital, and a summary of previous

studies is presented.

Chapter four describes the research methods and research design which
has been utilized to achieve the research aims and objectives. The chapter
outlines the research objectives, research questions and hypotheses. The
chapter then presents the research models and, in addition, the sample
selection procedures. This is followed by a section devoted to describing
the research methods chosen to carry out this research. The measures of
variables are discussed. Descriptive statistics are described followed by a

discussion on the use of statistical tests and data sources.

Chapter five reports the results of content analysis. It gives a broad

explanation of the results of content analysis. Hypothesis 1 will be tested
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in this chapter. A discussion of the results will be given and some

comments are made.

Chapter six reports on the results of statistical analysis which examines
the relationship between disclosure and some firm-specific characteristics
including firm size, leverage, industry type, and US-dual listing. Then the

results of this chapter are explained and discussed.

Chapter seven constitutes the final chapter on empirical analysis. The

chapter reports on the results of empirical analysis which examine the

impact of risk disclosure on the cost of equity. The results are discussed

and explained.

Chapter eight summarizes the research findings with discussions on the
contributions of this research. Limitations of the study are also outlined in

this chapter. In addition, potential extensions of the study and areas for

future research are explored.
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Chapter 2

Corporate Reporting:
Background & Overview
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2.1 Introduction

"Studying risk disclosure is important because corporate
transparency about risk is vital for the well-functioning of
capital markets.”

(Deumes, 2008:122)

Financial reporting or disclosure is defined by the Accounting Standards
Steering Committee (ASSC) as the process of communicating information,
both financial and non-financial, regarding the resources and performance
of the reporting entity (ASSC, 1975). Disclosure is a complex function and
is critical for the functioning of an efficient capital market. Disclosure in
company reports Is an area that has aroused the interest of the financial
reporting community including regulators and accounting setters, stock
markets, accounting and auditing bodies, academics, rating agencies, and

other interested users of reported information including investors and the

public.

In particular, the last 15 years have seen dramatic changes in the business
environment, which created concerns among users of financial reports as
well as company directors. With this in mind, the aim of this chapter is to
carry out a critique of the literature. More specifically, the chapter covers
related literature on corporate reporting and corporate risk disclosure.

Throughout the chapter, changes in the economic and business

environments are discussed. Next, the recent debate on financial
reporting, the information needs of users, and information problems is
explained. Thereafter, the role of accounting regulatory and accounting
institutions in promoting corporate reporting is discussed. Afterwards, the
concept of risk and risk categories are examined followed by a section
reviewing previous related risk disclosure studies culminating in a

summary of the chapter.
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2.2 General Background

This section highlights the characteristics of the business environment and
the economic forces which gave rise to a demand for disclosure and
motivated both regulators and the accounting profession to act to enhance

the quality of financial reporting and increase its credibility.

Z2.2.1 Recent Changes in Business Environment

The business environment has changed dramatically over the past fifteen
years driven by fundamental developments in technology, society and
world politics. Additional factors influencing businesses and corporate
financial reporting include the globalisation of capital markets, expansion
of businesses as well as economic, political and regulatory conditions.

Figure 2.1 highlights the factors that have most impacted the corporate

reporting of companies. These changes create risks.

Motivation for

reforms
Competitive Globalization
pressure \ £7 _oaaa - /
/ \
. \
Technological | FINANCIAL \_ Increasing
change — REPORTING [— regulation
~. ,
Political and / P ’”\ Financial
economic “‘“{ L volatility
Increased demand for 5

information by investors

Figure 2.1: Pressure for Change: Factors Affecting Financial Reporting

The evolution of new technology during the late 20th century - such as
computers, communications, and the internet - has facilitated the
expansion of businesses as well as the globalisation of capital markets,

thereby creating many opportunities and challenges for companies. Such

technological advances have made it progressively easier for companies to
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communicate with investors and financial intermediaries through the
internet and other communication tools. However, a key challenge lies in
the fact that the economic impact of these innovations is not reflected in

financial statements in a timely manner (Healy and Palepu, 2001).

Capital and products markets are becoming increasingly global. However,
globalisation causes complexity in business transactions and structures.
Given the differences in legal, social and economic circumstances in
different countries and also the differences in need for accounting
information, among the users of financial reports, there have been calls for
harmonising regulations, accounting standards and procedures related to
the preparation and presentation of financial statements, otherwise
referred to as the globalization of financial reporting. Notably, the
International harmonisation of accounting practices was a central concern

for companies operating in more than one country (Weetman, 1999).

Many organisations have also adopted rapid and innovative forms of
business expansion through either internal development or merger and
acquisitions. While such development and expansion is necessary for the
growth of businesses it has, however, created many challenges and
concerns. Trading conditions have also become very tough and

competitive, and remain so, with new businesses emerging all the time.

Companies are being confronted with various laws and regulations. Many
countries around the world have recently developed, or are in the process
of developing new regulatory and legal structures. These laws and
regulations are sometimes complex and change frequently and tend to
become more stringent over time. Applying and complying with these laws
and regulations is sometimes costly and may adversely impact companies’

operating cost and performance.

The ongoing political conflict in some significant parts of the world created
concerns. The economic downturn of the late 1990s had a knock-on effect

on the macro-economy and was also a real concern to politicians. Energy
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prices dropped, volatility increased, consumer spending decreased,
economic growth slowed, earnings sank, stock markets fell and investors’

wealth declined (Andersen et al,, 2001). The rise in stock return volatility
together with an increase in economic, political and regulatory uncertainty

around the globe was also cause for concern.

Furthermore, the events of 9/11 coupled with the recent business
scandals and failures of major companies such as Enron, WorldCom (and
more recently Lehman Brothers and AIG) have worsened already
deteriorating economic conditions. Investors’ confidence has been shaken
in the truthfulness and accuracy of information provided. The survey of

UK investors conducted by Cavendish Asset Management (2002) found

that 66% of UK investors no longer feel confident investing in the stock
market as a result of fraud and accounting problems at Enron and

WorldCom. This raises questions concerning the quality of financial

reporting and the efficiency of corporate governance (CG).

2.2.2 Business Reporting: Recent Developments

In any economy, disclosure is essential for the optimal allocation of saving

to Investment opportunities in the economy (Healy and Palepu, 2001).
Therefore, it is essential to provide investors and other users with useful

information to enable them to make investment decisions, hence achieving

stock market prosperity (Watts and Zimmerman, 1986).

The Financial Accounting Standards Board stated that financial reporting
is intended to provide information that is useful to different users in
making business and economic decisions (FASB, 1978). In 1989, the
International Accounting Standards Committee (IASC) - later
reconstituted as the International Accounting Standards Board (IASB) -
supported the FASB’s view stating that financial statements should

“provide information about the financial position, performance and

changes in financial position of an enterprise that is useful to a wide range
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of users in making economic decisions” (1ASC, 1989: Para 12). However,
“financial statements do not provide all the information that users may
need to make economic decisions since they largely portray the financial
effects of past events and do not necessarily provide non-financial
information” (IASC, 1989: Para 13).

The rapid pace of change meant that the present financial statements
reporting model fell short in reflecting the economic consequences of
many of these changes in a timely way. Adding to this is the growth of
intangible assets including those constituting intellectual capital which are
not recognised in financial statements (Beattie and Pratt, 2002; Beattie et
al.,, 2002). Past performance in financial statements has become a less
useful guide to future prospects (Beattie and Pratt, 2002) and fell short in
satisfying investors’ demands of understanding a company's future
performance (e.g., ICAS, 1999). It is argued (e.g., Elliot, 1992; AICPA, 1994;
ICAEW, 1997, 1999b; ICAS, 1999; Lev and Zarowin, 1999) that the present
financial reporting model is increasingly inadequate in meeting tl{e
information needs of users in the new rapid economy characterised with a
highly advanced technology. Previous research (Francis and Schipper,
1999; Brown et al,, 1999; Chang, 1998) provides evidence of the declining
value-relevance of financial statements. Also, financial reporting was
perceived as being “unreliable”, “irrelevant”; “inadequate”; “incomplete”,
and “unsatisfactory” (e.g., Aboody and Kasznik, 2000). Hence, there have
been increased calls for studying the relevance of financial reporting. It
was suggested that the present accounting model should be re-engineered
to provide more relevant information to users of financial reporting. There
was an acknowledgment that companies had to change their external

reporting if it was to maintain its relevance (Elliot, 1992). Elaborating on
this, it has been suggested (e.g., AICPA, 1994; ASB, 1999; IASC, 2000) that
for financial information to be useful to users, it must have the following

five characteristics: relevance, reliability, comparability, timelines and

understandability.
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Thus, along with this development, there was growing evidence regarding
the need and importance of narrative disclosure/communication, as used
by all information users. Previous research (e.g., Solomon et al., 2000)
provides evidence that investors regard the forward-looking information
(where risk information is considered a critical part of this type of
information) as an important source for decision-making. There is also
evidence (Rogers and Grant, 1997; Breton and Taffler, 2001) that analysts
relied highly on narrative sections of annual report where forward looking
information is disclosed. The evidence (Bartlett and Chandler, 1997;
KPMG, 2005) concludes that private shareholders viewed narrative
disclosure sections as highly important. Over the past years,
recommendations have been made to encourage companies to provide
additional information in narrative sections outside financial statements
such as the chairman statement, chief executive review, the operating and
financial review (OFR), directors’ report and corporate governance report.
Evidence (e.g., ASB, 2007) shows that some companies have responded to
this demand and increased the content of qualitative information in their
annual report. Improving disclosure would be beneficial from both the
company's and investors' perspective. From the investors’ perspective,
disclosure is useful and improves their decision-making (ICAS, 1999).
From the company’s perspective, improved disclosure would increase

transparency, thereby reducing the company’s cost of capital (ICAEW,
1997, 1999b; Botosan, 1997; Hail, 2002; Froidevaux, 2004; Petersen and

Plenborg, 2006) and increasing its share price performance (Healy et al,,
1999).

Forced by the regulators and accounting bodies, companies began to
change the type of information used internally to manage their businesses,
and, therefore, adopted new performance measures for internal reporting
purposes, such as those developed in the framework of the Balanced
Scorecard (Kaplan and Norton, 1996). In addition, new measures and

techniques have been developed and adopted by companies to control and

26



manage their risks, hence, reducing their internal reporting gap. However,
although the internal reporting gap was narrowed, the external reporting
gap remains high (Eccles et al., 2001). Recent evidence (e.g. Linsley and
Shrives, 2006) concludes that the type of risk information disclosed in

annual reports and the lack of coherence in the risk narratives entails that

a risk information gap exists.

Financial reporting was not perceived as useful or particularly
comprehensive for investors in making their investment decisions partly
because it focuses more on the past (backward focus). The problem in the
UK is compounded by past court decisions. These maintain that accounting
information in the UK is produced to tell the existing owners of the
company what the directors had done with their money. In other words,
accounting information was not produced for investment decisions (e.g.,
the case of Candler v. Crane in 1951; and the case of Caparo v. Dickman in
1993) but for stewardship (explaining the past) purposes!. This is the
purpose of accounts in Agency theory. However, there is now a strong
perception that accounting information should also satisfy the needs of
users for information that is useful for making investment decisions.
However, some information such as risk is sensitive by nature and,

therefore, cannot be disclosed; hence company annual report cannot

always satisfy the information needs of users.

The following section provides evidence on the increasing public demand
for firms to disclose more useful information that managers would be able

to draw on and utilise in assessing future business prospects.

! However, this is different from the USA where the safe harbour protection is provided to
companies releasing forward looking information.
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2.2.3 The Information Needs of Users

Several academic studies and professional reports worldwide (e.g., ICAS,
1988; AICPA, 1994; ICAEW, 1997, 19993, 1999b, 1999c, 2002; ICAS, 1999;
IASB, 2005; CICA, 2002) highlighted the drawbacks of the present financial
reporting model and called for a more comprehensive disclosure to satisfy

the needs of corporate report users.

For example, Baker and Haslam (1973) found that individual investors
were keen to be able to access three key elements of information for the
purpose of their investment analysis of a total of 34 identified factors.
These include a company’'s future economic outlook, the quality of
management, and the future economic outlook of the industry.
Furthermore, Lee and Tweedie (1975) found that one-third of
shareholders included in the survey conducted confirm the need for

information related to the future prospects of companies and their

Income-generating potential.

The American Institute of Certified Public Accountants (AICPA) issued a
report entitled Report of the Task Force on Risk and Uncertainties
recognising that the wusers of financial statements in uncertain
environments are increasingly demanding more information to help them
to evaluate risk and uncertainties related to company results and future
cash flow (AICPA, 1987). In addition, Making Corporate Report Valuable
(MCRYV) published in 1988 by the Institute of Chartered Accountants of
Scotland (ICAS) criticized the present corporate reporting model and
described it as “unsatisfactory” because it seldom gives any indication of
the overall objectives of the entity. The traditional financial statements

model does not adequately reflect the economic reality of a company’s

progress and position, concentrating on past events rather than the future.

Notably, the AICPA reported that business reports are losing their

significance since they are not future-oriented and do not provide value-

based information. Improving Business Reporting: A Customer Focus,
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Meeting the Information Needs of Investors and Creditors, published by
the AICPA (1994) (the Jenkins report) identified that users demand more
information about strategy, strength and weaknesses, opportunities and
threats, performance measures, management plans, trends, significant
risks and uncertainties. Furthermore, a study by the Association for
Investment Management and Research (AIMR, 1993) found that financial

analysts are in need of additional information about company strategies,

plans and expectations.

Weetman et al. (1994, 1996) examined the views of analysts and
institutional investors on information reported by companies in Operating

and Financial Review (OFR). The results indicated that analysts believed

that the OFR would contain useful information though the assertion that
companies would produce high-quality reports on a voluntary basis was
deemed improbable. The ICAEW project revealed a very low level (only
1%) of forward-looking information disclosure and quantified disclosure
to support the need for a statutory requirement (Beattie et al, 2002).
These findings support the findings of previous researchers (Zeff, 1995)
on the need for a mandatory OFR statement. Analysts expressed their need
for forward-looking information rather than historical events. Among
forward-looking information, information related to risk and uncertainties

was the most important information that respondents would like to

welcome.

Eccles and Mavrianc (1995) noted the incorrect communication system in
the capital market and emphasised the need to improve information
disclosure. Rankin's (1996) study on environmental reporting concluded
that investors are demanding more information than they are receiving.
Coleman and Eccles (1997) surveyed 200 UK financial analysts and found
that the analysts viewed companies’ disclosures on seven valuable
measures as inadequate. Schrand and Elliott (1998) summarised and
documented the debate held in the 1997 AAA/FASB conference on risk
reporting by companies to their stakeholders. The authors suggested that
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US companies were not providing sufficient information related to risk in

their annual reports.

The Institute of Chartered Accountants in England and Wales (ICAEW) has
also expressed its view on user needs suggesting that the traditional
model did not provide users with information about the risk to which
companies are exposed, and which may affect company future
performance. The Institute issued a number of professional reports
(ICAEW, 1997, 1999a, 1999b, 1999¢, 2002, 2004b) addressing specific
issues relating to the future of corporate reporting. Most notably, the
ICAEW has suggested a framework for the comprehensive reporting of
risk (ICAEW, 1997) and encouraged the directors of UK listed companies
to report upon risk in greater depth (ICAEW, 1997, 1999b, 2002). Hence,
stressing the importance of enhancing risk disclosure by encouraging
companies to disclose their key risks, explaining how these risks are being
managed and what measures are used in assessing risks. The aim is to
provide investors with practical forward looking information that will
assist them in making more accurate investment decisions. Disclosure of
forward-looking financial and non-financial risk information is considered
as key information by investors, as it aids them and improves their
decision-making (Cabedo and Tirado, 2004; Solomon et al., 2000;
Hermanson, 2000; Lev and Zarowin, 1999; ICAS, 1999). The absence of

forward looking information may lead investors to make inaccurate

investment decisions based on other inaccurate information sources.

Epstein and Palepu (1999) found that financial analysts are not satisfied

with the amount of information they receive on strategies and risks.
Similarly, Solomon et al. (2000) concluded that institutional investors
perceived the level of risk disclosure to be insufficient. Furthermore,
Institutional investors acknowledged the importance of risk disclosure as
it aids them in assessing the risk profile of a company. Beattie and Pratt
(2002) examined users’ views in relation to a comprehensive set of 130

disclosure items. The authors provided evidence on users’ preferences for
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disclosure of financial items, board objectives and strategy, together with
some management discussion and analysis items, background items, risk
items and innovation value driver items. Beattie et al. (2002) analysed
over 6000 narrative texts units and found little disclosure on non-financial
performance measure, analytical discussion and forward-looking
information. Clarkson et al. (1999) provide evidence on the relation
between forward-looking information disclosure and future corporate
performance suggesting that forward-looking disclosure provide credible
information. Walker and Tsalta (2001) documented a positive association
between the quality of forward-looking information and analysts

forecasts. Mak (1996) found a positive relationship between disclosure of

future earnings and the extent of information asymmetry. Furthermore,
the author concludes that this type of disclosure is affected by the level of
agency cost. Deumes and Knechel (2008) found that the extent of

voluntary internal control reporting is positively associated with
indications of information and agency problems. Their results reveal
strong evidence that managers provide relatively more disclosure on

internal control if information problems and agency conflicts are high.

Thus, if companies fail to meet user demand, the reporting gap between

preparers and users will be high. As a result, companies may face a higher
cost of capital (Botosan, 1997; Hail, 2002). In addition, there is also the

risk of adverse economic consequences that may arise. The following

section examines these issues further.

2.2.4 Information Problems

Investors demand information from companies in which they are
interested due to the fact that management has greater knowledge of both
the firm’s current and future performance, certainly more so than outside
Investors (Jensen and Meckling, 1976; Fama and Jensen, 1983). There exist

many positive reasons for additional disclosure. For example, disclosure

enables investors to make more accurate investment decisions
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(Hermanson, 2000; ICAS, 1999; Cabedo and Tirado, 2004; Solomon et al.,
2000), and also reduces the level of information asymmetry between
managers and investors, thereby reducing the firm's cost of capital.
Disclosure is, however, influenced by a diverse range of supply and
demand forces (Craswell and Taylor, 1992). These forces have created
what is called “the information gap” between those who prepare financial
reports (managers) and those who use the reports (investors), hence an
increased demand for information by users in the face of information
asymmetry and agency conflict between company managers and investors.
Quintessentially, there is a concern among those who prepare reports that
disclosure of confidential and sensitive information may be used by
competitors, thereby potentially damaging their own business. In addition,
litigation might reduce directors’ incentives to disclose additional
information. However, this should not outweigh the benefits of disclosure

to users. Such an imbalance between demand and supply inevitably fuels

the information problems.

In modern corporations, the separation of ownership and control adds to
the potential conflict of interest between the principals (investors) who
invests their money in the business and managers (agents) who are
charged with acting responsibly on behalf of the principal in managing the
business (Brealey and Myers, 2000, 2003). Since both management and
investors are acting to maximise their own benefits and have conflicting

incentives, agency problems most often occur when management are

encouraged to act against the interest of investors by withholding some
information. When agents {(managers) hold relevant information about the
current and future performance of the business, but withhold this
information from owners (investors) (for various reasons including
commercial sensitivity and uncertainty about measurements), this leads to
an information problem between insiders and outsiders of the business,
known as information asymmetry. This is a key issue in corporate

disclosure and a serious problem that could potentially disturb the
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operation of the capital markets leading to their partial or complete
breakdown (Akerlof, 1970; Lev, 1988).

Whilst it is not possible to resolve such information problems completely
by means of private collection and analysis of data due to the costly nature
of accessing such resources coupled with the knowledge required to
effectively do so, and known only by a small number of investors.
Information asymmetry between firms and investors may produce the
problem of adverse selection (Akerlof, 1970) leading to the removal of
uninformed investors from the market, resulting in higher transaction
costs, lower trading volume, and liquidity problem or even total market
breakdown (Lev, 1988). Thus, voluntary disclosure has become an
important issue to the extent that it has aroused the attention and interest
of regulators, accounting institutions and other interested groups who
have vested interests in corporate reporting. The next section provides an
overview on the role of UK regulators, accounting setters, and accounting
organisations in promoting corporate disclosure to improve the level of

transparency and disclosure in companies’ financial reporting.

2.3 Theoretical Literature and Policy Developments: An Overview of the

Role of Accounting Regulation, Accounting Bodies and Accounting
Institutions in Promoting Corporate Disclosure

- Vi T kbl il L L T

It is evident from the above review that there appears to be a growing
support for the view that the present financial reporting package with its
backward focus is not enough to satisfy investors’ demands for
information. This has consequently roused interest among regulators, the
accounting profession and academics worldwide in the quality of financial
reporting. The accounting profession has witnessed significant criticism
from various bodies including the accounting profession itself, academics,
governments and regulatory bodies. There was a significant drive and

urgency for developing an aggressive program designed to enhance the

relevance, reliability, and cost-effectiveness of corporate reporting in
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order to provide users (investors) with more rational information that
may facilitate their investment decisions. UK Companies are bound by
different regulations and norms, at national and international levels,
which oblige them to report on risk. The following sections review the role
of the regulators in corporate disclosure law. The sections review relevant
regulations and accounting standards, and the growing literature of
corporate governance. Further, the sections highlight the efforts of
accounting institutions in enhancing corporate reporting. Throughout the
discussion, the review focuses on the key issue of concern, namely risk

reporting disclosure (which is considered as part of forward-looking

information).

2.3.1 The Regulatory Development

The regulators have been actively considering how to promote better
disclosure by listed companies in order to increase transparency of
financial reporting, hence restoring investors’ confidence. This is achieved
by considering new general rules and formats, that is, mandatory
disclosure, and also by encouraging companies to follow best practice in
their reporting by way of voluntary disclosure in order to help users

understand current and expected future conditions of the company.

Of late, risk reporting required mainly from listed companies has been
under a long chain of regulatory and professional debate. In the UK, the
regulations that govern financial reporting prepared are drawn from an
assembly of different regulatory bodies including the Financial Reporting

Council, the Financial Services Authority and company law.

The corporate report 1975 (ASSC, 1975) was published by the Accounting
Standards Steering Committee (ASSC) to consider the usefulness of
published financial statements and sought to satisfy the information needs

of users. The report identified several users of information and stressed
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that companies should provide information which is deemed to be

relevant, reliable, comparable, understandable, complete and objective.

In 1993, the Accounting Standards Board (ASB), the operating body of
Financial Reporting Council, has recognised the need of users for quality
information and introduced a non-mandatory statement Operating and
Financial Review (OFR), the equivalent of the Management Discussion and
Analysis (MD&A), to encourage the wider use of reviews within the annual
report. The ASB suggests that an OFR should include the following: a
discussion of the business as a whole, trends and factors that have affected
the results, a separation between trend and factors that are not expected
to continue and those that are expected to have an impact on future
performance (para 3). The discussion should be objective and balanced,
balancing good and bad news. The ASB also recommended UK listed
companies to discuss principal risks and uncertainties. In addition,
companies are encouraged to comment on the approach to managing
these risks, and in qualitative terms, the nature of the potential impact of
the results. The ASB encouraged disclosure of events, trends and
uncertainties that are expected to have an impact on the business in the
future, and recommended listed companies to disclose the dynamics of the
operations related to the principal risks and uncertainties within the OFR.
Thus, while the OFR statement encourages disclosure of forward-looking
information, companies are not required to provide forecast disclosures or

any other disclosure that may harm their business. The intention here is to

assist users in making their decisions.

Indeed, the introduction of the OFR was an important shift that
emphasised the importance of narrative disclosure and represented a
major innovation in UK financial reporting. It provided evidence of the
regulators’ recognition of the importance of qualitative, non-financial
information disclosures. Since it was launched in 1993, the OFR has been a

feature of the annual report of many listed companies and was subject to

extensive discussion. Following a period of consultation with various
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preparers and users (Weetman et al.,, 1996), the ASB had emphasised a
desire for general voluntary consensus rather than regulation (ASB, 1992),
thereby encouraging the development of best practice (Weetman, 1999).

Notably, the statement is strongly user-oriented.

The Final Report produced by the Company Law Review Steering
Committee, released in July 2001 took the view that OFR should be
mandatory (DTI, 2001). A revised version of the OFR statement was issued
in January 2003 by the ASB (ASB, 2003), providing a broader framework
for the discussion of business performance than its predecessor in 1993.
The statement set out the principles that directors should follow when
preparing an OFR. Reflecting the power of Company Law, the statement

gives emphasis to the need for the provision of information about the
business objectives and strategy, the expected effect of known trends, the

potential effect of risks facing the businesses and the key performance

indicators used by management.

The UK regulation initially introduced a new requirement [S.I 2005/1011-
("the March Regulations”) the Companies Act (Operating and Financial
Review and Director Report etc.) Regulation, 2005] in the Companies Act
1985 ("the 1985 Act") which came into force on 22 March 2005 for all
listed companies to publish an OFR on or after 1st April 2005 which
compiled with a standard to be issued by the ASB. The Regulations (“the
March Regulations™) also expanded into an enhanced business review the
existing requirements for companies to include a fair review of their
business in Directors’ Report. These requirements were a specific
implementation of the EU Accounts Modernisation Directive?. Following
the requirements, a Reporting Standard (RS) 1 ‘the Operating and
Financial Review’ was issued by the ASB on May 2005 (Companies House,
2006) which, in the main, following the requirements of the Final Report.
The standard superseded the revised OFR that was issued in 2003.

* The Directive requires directors to provide, among other things, a description of the principal
risks and uncertainties facing the company.
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The intention was that directors of companies should focus on the
information needs of users rather than follow a rigid list of items to be
disclosed. The requirements for publishing an OFR extended the
requirements of the Directive in order to provide greater disclosure for
shareholders. The mandatory OFR intended to include disclosure relating
to all areas has been seen as a focus for narrative reporting disclosure
generally. However, on 28th November 2005, the Chancellor of the
Exchequer (Gordon Brown) announced the Government's intention to
remove the statutory requirements on listed companies for the new
mandatory OFR which came into force in April 2005. Regulations to repeal

the requirement [Statutory Instrument, SI, No. 205/3442] were laid in

Parliament on 15th December 2005 and came into force on 12th January
2006 (DTI, 2006; FRC, 2006).

The government concluded that it was not practical to regulate the OFR by
law, and decided to abolish the mandatory requirements. The chancellor’s
decision surprised and shocked the business community. Perhaps the
government decided to diminish the corporate red tape burden (Grant,
2006) and provide safe harbour protection for directors. It was left to the
ASB to change the status of RS 1, and in 2006 the ASB issued a Reporting
Statement, replacing the RS 1, providing best practice guidance rather
than a statutory requirement. The ASB recommended, among other
things, that “the OFR should include a description of the principal risks
and uncertainties facing the entity together with a commentary on the
directors’ approach to them” (ASB, 2006: Para 52). Companies’ directors
should also provide a discussion of the issues that have affected the
performance of the business during the period and those that are expected
to affect its future performance and financial position. It was also
recommended that forward-looking orientation should be included in the

statement in order to help shareholders understand and assess the

company’s strategies. In general, the ASB emphasised on providing quality
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information rather than a large quantity of information which may result

In significant issues becoming vague.

While the statutory requirements for publishing an OFR have been
abolished the requirements to include “business review” in the Directors’
Report remain. The business review, identified as part of the Directors’
Report, requires “..a description of the principal risks and uncertainties
facing the company..a balanced and comprehensive analysis of the
development and performance of the business of the company during the
financial year, and the position of the company at the end of the
year..analysis using financial key performance indicators..and where

appropriate analysis using other key performance indicators, including

information relating to environmental matters and employees matters”

(Companies ACT, 2006, Item 417). All UK companies, except those which

qualify as small companies, have to include a business review in their
Directors’ Report (DTI, 2006).

Ultimately, companies producing an OFR do not have to produce a
separate business review as the mandatory OFR would have fulfilled the
new business review requirements (DTI, 2006). Thus, after the statutory
OFR has been abolished, it is now the decision of companies’ directors
whether to produce an OFR statement or a business review statement as
required by the European Accounts Modernisation Directive. The two
statements include similar requirements. Quoted companies preparing
statuary OFR in line with the requirements in S.I. 2005/1011 would have

also fulfilled the requirements for a business review (DTI, 2006).

UK firms with a US listing are also facing additional risk reporting
requirements under the Securities and Exchange Commission (SEC)
regulations. The SEC regulations require foreign securities registered in
the U.S. to reconcile financial statements from their domestic accounting

standards to U.S. accounting standards and submit this via a form 20-F.

For example, the instructions for form 20-F require that “the document
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shall prominently disclose risk factors that are specific to the company or
its industry” (SEC 2008, p. 11, Item 3D). UK firms are not required to

disclose this additional information within their UK annual reports,
however, the information made available to investors in other markets

give rise to a stock market expectation that the same information must not

be held back from investors in the UK (Abraham and Cox, 2007).

In addition, UK companies (and other foreign companies) with a US listing,
are required to comply with the reporting requirement of the Sarbanes-
Oxley Act (2002). For example, companies are required to report on
internal controls under sections 302 and 404 of the Act. The Act also
emphasised disclosure requirements of risks without referring to
companies’ management. For example, section 401 (under title “IV-

Enhanced Financial Disclosure”) requires enhanced disclosures on risks

involved in off-balance sheet special purpose vehicles.

The EU directives, modernisation directive and transparency directive,
require the reporting of the main risks and uncertainties. The

requirements are not limited to financial risks only, rather the disclosures

should cover all different types of risks.

2.3.2 Accounting Rules {Accounting Standards) Related to Risk Disclosure

At the national levels of individual countries, risk disclosure has been
underpinned by the development of national accounting standards in
different countries. Examples include Financial Reporting Standards
(FRSs) issued by the Accounting Standards Board (ASB) in the UK,
accounting rules issued by Financial Accounting Standards Board (FASB)
in the US; German Accounting Standards (GASs) issued by German
Accounting Standards Board (GASB) in Germany; Australian Accounting

Standards (AASs) issued by Australian Accounting Standards Board
(AAAB) in Australia, and so forth.

39



In the US, FASB, through a number of rules, tackled the reporting of risks
associated to financial assets within the financial statements (e.g., FASB
No. 133 (SFAS 133), Accounting for Derivatives Instruments and Hedging
Activities aims to achieve the objectives of reporting all derivatives in
balance sheet at fair market value and to increase the transparency of
derivatives activities; SFAS 5 requires information on contingencies).
Likewise, the SEC (through its FRR No. 48) established compulsory rules
on listed companies obliging them to disclose the market risk arising from

adverse changes in interest and foreign exchange rates, and in stock

commodity prices.

At the international level, risk disclosure is encountered in the
international accounting standards/international financial reporting
standards (IASs/IFRSs) adopted/issued by the International Accounting
Standards Board (IASB). For example, the International Accounting
standards Board (IASB) adopted/issued a number of rules to establish the
compulsory disclosure of market risks arise from the use of financial
assets (e.g., IAS 32, IAS 39, and IFRS 7 deal with capital instruments; 1AS
24 deals with related party disclosures; 1AS 37 is related to risk as it deals

with “provisions, contingent assets and contingent liabilities”; derivatives

are largely dealt with in IAS 39).

The EU required all its listed companies to begin applying IASs/IFRSs from
January 2005. Therefore, UK listed companies are required to prepare
their consolidated financial statements in accordance with IAS/IFRS from

2005 onward. Table 2.1 provides examples of the UK accounting standards

and its IAS’s/IFRS’s equivalents that tackled risk disclosure.
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]
Standard

SSAP 25

FRS 5

FRS 8

FRS 12

FRS 13*

FRS 25"

FRS 26

FRS 29

Relevant
IAS

IAS 14***

No direct

equivalent

IAS 24

|AS 37

IAS 32

IAS 32

IAS 39

IFRS 7

Segmental reporting

Reporting the
substance of
transactions

Related party
disclosures

Provisions, contingent
liabilities and
contingent assets

Derivatives and other
financial instruments

Financial instruments:

Disclosure and
presentation

Financial instrument:
Measurement

Financial Instrument:
Disclosure

Purpose

SSAP 25 requires major companies to disclose
information regarding the different classes of
business and the different geographical areas in
which they operate. It is designed to aid users
identifying the risk inherent in any segment of
the business.

FRS 5 has the effect of providing a better
indication of the riskiness’ of an enterprise by
bringing certain assets and liabilities on to the
balance sheet that might have been treated as
off balance sheet.

FRS 8 identifies transactions carried out on non-
commercial terms.

FRS 12 ensures that a provision is recognized

only when it is actually exists at the balance
sheet date.

FRS 13 helps in identifying risks arising from the
use of financial instruments.

FRS 25 helps to understand factors that affect
the amount, timing and certainty of an entity’s
future cash flows relating to financial
instruments and the accounting policies applied
to those instruments. Also, the nature and
extent of an entity’s use of financial instruments,
the risks associated with them, and

management’s policies for controlling those
risks.

FRS 26 set down principles for recognizing and

measuring all types of financial instruments
except some items.

FRS 29 helps to understand nature and extent of
risk arising from financial instruments by
requiring disclosures specifically related to the
way the entity manages and monitors risks.

Table 2.1: Accounting Standards Relating to Risk Disclosure

* On January 2005, the reporting requirements of FRS 13 was replaced by FRS 25/ |IAS 32.
** From 1 January 2007 the reporting requirements of FRS 25 was replaced by the requirement of FRS

29/IFRS 7

“** |IAS 14 is replaced by IFRS 8 "Operating Segment’ effective for annual periods beginning 1 January

2009

The UK accounting standards presented in Table 2.1 above represent the

UK risk-relevant reporting standards that UK companies should comply

with given the period of analysis in this research study (i.e. 1998-2004).

For UK listed companies, the requirement of the EU to comply with
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JASs/IFRSs beginning January 2005 means that there are implications for

risk disclosure published in their annual reports.

Accounting rules have been developed in response to the increasing needs
of users for relevant risk information. For example, Financial Reporting
Standard (FRS) 13 “Derivatives and other Financial Instruments” issued by
the ASB in 1998 to tackle the perceived high disclosure attached to
derivatives and other financial instruments. FRS 13, which came into force
in March 1999, obliges companies to disclose narrative and numerical
details about the use of all financial instruments, held or issued, in order to

provide information about their impact on the entity’s risk profile. FRS 25
was issued to tackle “Financial Instruments: Disclosure and Presentation”,

and FRS 26 tackles “Financial Instrument: Measurement”.

The UK and IASs/IFRSs rules are roughly comparable and most of national
accounting standards are based on the relevant IASs or IFRSs. For
example, FRS 25 issued in the UK is equivalent to IAS 32; FRS 26 is
equivalent to IAS 39. Likewise, Australian Accounting Standard Board
(AASB) 132 “"financial Instrument: Disclosure Presentation” is equivalent
to IAS 32 “Financial Instruments: Presentation” issued by the International
Accounting Standards Board (IASB). AASB 1033 is equivalent to IAS 39

“Financial Instrument: Recognition and Measurement” issued by IASB.

AASB 7 “Financial Instruments: Disclosure” is equivalent to IFRS 7

“Financial Instruments: Disclosures”.

However, most regimes followed a piecemeal approach - accounting rules
are aimed at specific risk categories as opposed to requiring
comprehensive risk reporting. Accounting rules do not tackle any other
risks related to non-financial risk and financial risk other than those stated
in the standards (Cabedo and Tirado, 2004; Dobler, 2008). A notable
exception to the above is Germany which has a separate standards GAS 5

requiring a comprehensive and self-contained risk report (e.g., Beretta and
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Bozzolan, 2004; Dobler, 2008) located in the management report
(equivalent to MD&A report in the US annual report; and to the OFR
statement in the UK annual report). Although there appears to be a
movement towards a more comprehensive risk reporting there is,
however, difficulty in how to incorporate information on risk in the

present model of disclosure (Cabedo and Tirado, 2004).

2.3.3 The Development of Corporate Governance (CG)

In modern corporations where shares are widely held, the management of
company is delegated to directors who are not major shareholders of the
corporation. The ‘ultimate responsibility’ of the directors is to mange and
run the company in a way that maximises the long-term returns to
shareholders (i.e, maximise the company’s profit and cash flow). The
separation of ownership and control in corporations leads to agency
relationship between shareholders (principals) and management (agents).
However, there is a potential conflict of interest, arising from both an
information and power imbalance, between principals (investors) who
invest their money in the business and management (agents) who are
responsible in acting on behalf of principals in managing the business
(Brealey and Myers, 2000, 2003). This results in the principals

(shareholders) being vulnerable to risk whereby management potentially

act more in self interest than corporative interest.

This emphasised the need for the system of corporate governance (defined
as the system by which companies are controlled and managed) that aims
at providing the means to ensure that companies are managed in the

interests of their owners, that directors are managing the business at best
and maximising returns to shareholders, and that business risk is
minimised to a reasonable level. The system defines the distribution of

responsibilities amongst the board and managers so a director or a board

of directors do not become detriment of the shareholders.
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The UK framework of corporate governance codes and guidelines (codes
of best practices and related guidance) has been developed over the years
in different countries. Internal control, risk management and risk
reporting have been embedded in corporate governance and received a
great deal of attention over the past decade. Worldwide, the attention took
the form of improved guidance on developing and implementing internal
control as evidenced by, for example, the COSO report (COSO, 1992, 2004)
and especially the Sarbanes-Oxley Act of 2002 in the US, Cadbury report
(1992), Hampel report (1998) and Turnbull (1999) in the UK, Peters
committee (1997) and Tabaksblat committee (2003) in the Netherlands.

Many other countries such as Germany, Italy and Canada are also well

advanced in this regard.

In the UK, the issue of internal control and risk has been gaining more and
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