
School of Commerce

Voluntary Corporate Disclosure Relating to Financial
Instruments Before and After Mandatory Requirements: The

Impact of Proprietary and Political Costs

Faizah Darus

This thesis is presented as part of the requirements for
the award of the degree of Doctor of Phitosophy of the University of Adelaide

December 2005



Table of Contents

Table of Contents
List of Tables
List of Figures
Abstract
Declaration
Acknowledgements

Chapter 1: Introduction to the study

Table of Contents

12

I2

13

15

18

18

18

25
28

37

43
49

53

54
67
IJ

Page

i
vi
ix
X

xii
xiii

I

11.1

1.2

1.3

1.4

1.5

1.6

1.7

1.8

2.7

Preamble

Issues Underlying the Development of Standards

Why Financial Instruments Disclosure?

Motivation for the Study

Research Problem

Aims and Objectives of the Research

Scope of the Research

Outline of Subsequent ChaPters

5

9

10

2.2

Chapter 2: Literature Review

Introduction

The Relationship between Mandatory and Voluntary Disclosure

2.3 The Disclosure Principle, Signalling Theory, Proprietary Costs and

Voluntary Disclosure
2.3.I The Disclosure PrinciPle
2.3.2 Signalling Theory
2.3.3 Proprietary Costs and Voluntary Disclosure

2.3 .3 .l Investment Growth Opportunities
2.3.3.2 Corporate Hedging Strategies

Legitimacy Theory, Media Attention and Corporate Disclosure,

Political Costs and Voluntary Disclosure
2.4.1 LegitimacyTheory
2.4.2 Media Attention and Corporate Disclosure

2.4.3 Political Costs, Firm Size and Voluntary Disclosure

25

I

2.4



2.4.4 Probability of Financial Distress and Corporate Disclosure

2.5 Control Variables
2.5.1 Industry of the Company
2.5.2 Dispersion of Share Ownership

2.6 Summary

Chapter 3: Conceptual Frameworþ Variable Identification
and Hypotheses DeveloPment

3.l Introduction

3.2 Conceptual Model
3.2.I Theory of Regulation of Information Markets
3.2.2 Proprietary Information Theories
3.2.3 LegitimacyTheories

J.J Variable Identification and the Empirical Schema

3.3.1 Identification of Independent Variables
3.3.1.1 Anticipation of and the Existence of Mandatory

Disclosure Requirements
3 .3.1 .2 Investment Growth Opportunities and Hedging Strategies

3.3.1.3 Probability of Financial Distress, Size of Company

and Negative Media Attention
3.3.2 Moderating Variables
3.3.3 Control Variables
3.3.4 Regression Equation and the Empirical Schema

3.4 Hypotheses Development
3.4.1 Hypotheses for Testing the Relationship between Mandatory and

Voluntary Disclosure
3.4.2 Hypotheses for Testing the Validity of Signalling Theory and the

Impact of Proprietary Costs on Voluntary Disclosure
3.4.3 Hypotheses for Testing the Validity of Legitimacy Theory

Including the Media Agenda-Setting Theory and the Impact of
Political Costs on Voluntary Disclosure

Table of Contents

Page

78

81

82

83

84

86

86

94
94
94

86

88
89

9l

95
95

100
100

102

105

110

96
96
96

3.5 Summary

Chapter 4: Research Methodology and Variable Measurement 111

4.1 Introduction 111

4.2 Choice of Method 111



4.2.1
4.2.2

Content Analysis of Annual Reports
Ratings by Panel of Experts

Table of Contents

Page

tt2
115

1r6
116
118

779
tt9
720

124

127
127

129

130

4.3

4.4

4.5

4.6

Sample Selection
4.3.1 Sampling Procedure - Australia
4.3.2 Sampling Procedure - Malaysia

Variable Measurement (Dependent Variable)
4.4.I Quantity Voluntary Disclosure Index (VDISC)

4.4.1.1Segregating Items into Mandatory and Voluntary
Disclosure

4.4.1.2 Counting Lines

4.4.2 Quality Voluntary Disclosure Index (VDISCPROP)
4.4.2.1 Questionnaire
4.4.2.2 Weighting the Voluntary Disclosure Items

4.4.3 Comprehensiveness of Mandatory Disclosure

Vari abl e Measurement (Independent Vari ables)

4.5.1 Mandatory Disclosure Effect
4.5.2 Investment Growth Opportunities
4.5.3 Corporate Hedging Strategies

4.5.4 Probability of Financial Distress
4.5.5 Size of Companies
4.5.6 Media Attention

Variable Measurement (Control Variables)
4.6.1 Industry of the CompanY
4.6.2 Dispersion of Share Ownership

130
131

131

134
136
r40
140

4.7 Summary

Chapter 5: Data Analysis and Discussion

5.1 Introduction

5.2 Proprietary Cost Ratings

5.3 Consensus Test on Respondents' Ratings of Proprietary Cost Weights

Descriptive Statistics for Australian Companics

5.4.1 Mandatory and Voluntary Disclosure Items

5.4.2 Weighted Voluntary Disclosure Items

5.4.3 Growth and Hedging Components
5.4.4 Probability of Financial Distress
5.4.5 Media Attention

140
140
t4l

145

t46

r46

t41

150

151

151

159

762
r63
r64

5,4

111



5.5

5.6

Hypotheses Testing for Australian Companies
5.5.1 Univariate Tests

5.5.1.1 Effects of Anticipation of and the Existence of
Mandatory Disclosure Requirements - Tests of Hl, H2
and H3

5 .5 .l .2 Effects of Proprietary Costs - Tests of H4, H5 and H6,
5.5.1.3 Effects of Political Costs - Tests of H7 , H8 and H9a

5.5.2 Multivariate Tests
5.5.2.1 Choice of Multivariate Model
5.5.2.2 Regression Application to Panel Data in this Study

5 . 5 .2.3 Multicollinearity Tests

5.5.2.4 Choice of Fixed Effects Estimator and Inclusion of
Statistical Adjustments

5.5.2.5 The Proprietary Costs Results - Tests of Hl, H2,H4
and H6

5.5.2.6 The Political Costs Results - Tests of H7, H8, H9a and

H9b
5.5.2.7 The Combined Results

Preliminary Comparative Analysis with Malaysian Companies'

Disclosures
5.6.1 Descriptive Statistics on Mandatory and Voluntary Disclosure

Items
5.6.2 Univariate Tests on the Effects of Mandatory Disclosure -

Tests of Hl, H2 and H3

Limitations of the Study
6.5.1 Limitations Embo<lied in the Selected Theories
6.5.2 Limitations of Data Collection
6.5.3 Limitations of Data Analysis
6.5.4 Limitations of Scope in Interpreting the Results

Table of Contents

Page

r64
164
165

174
t79

183

183
186

190
194

796

2t3

218

219

221

206

5.7 Summary 226

Chapter 6: Conclusion 230

6.1 Introduction 230

6.2 Summary and Conclusions Regarding the Conceptual Model in this Study 231

Summary and Conclusions Regarding the Empirical Findings in this 234

Study
6.3

6.4 Implications for Theory and Practice 239

6.5 241
241

243
244
245

6.6 Directions for Future Research

1V

246



Appendices

Appendix 1

Appendix 2

Appendix 3

Appendix 4

Appendix 5

Appendix 6

Appendix 7

Appendix 8

Appendix 9

Table of Contents

Page

249

List of Sample Companies for the Australian Study by GICS 249

Industry Cl as sification

List of Sample Companies for the Malaysian Study by Sectors 252

components of Mandatory Disclosure as Required by AASB 1033 254

Components of Mandatory Disclosure as Required by MASB 24 258

Categories and Items of Mandatory and Voluntary Disclosures 261

Keywords Used to Search for Items of Disclosure 264

Sample Covering Letters Accompanying the Questionnaires 266

Questionnaires to Securities Analysts 268

Sample of Letters Requesting for an Interview with Securities 276

Analysts

278List of References



1

2

Table

10

11

72

15

T6

T7

List of Tables

Mandatory Di sclo sure Requirements for Financi al Instruments

Common Factor Analysis of the Three Price-based Proxies for
Investment Growth Opportunities (N:403)

Standardized Coefficient for Each Variable

Group Classification Probabilities - Industry Relative Model

Summary of the Variables, their Measurements and Sources

Extent of Perceived Proprietary Costs on the Voluntary Disclosure

Items Relevant to Financial Instruments Disclosure

Bi-variate Correlations of the Panel of Experts Ratings of the

Perceived Proprietary Costs (Pearson Correlation)

Description of Aggregate Disclosure of Mandatory and Voluntary
Items Relating to Financial Instruments for 1995-2000

Disclosure Items: Comparison of Means by Year

Disclosure Index: Comparison of Means by Industry

Weighted Disclosure Items: Comparison of Means by Year

Growth and Hedging Components: Comparison of Means by Year

Mandatory Disclosures: Comparison of Means between Pre-Regulation

and Post-Regulation Years

Weighted Disclosures: Comparison of Means between Pre-Regulation

and Post-Regulation Years

Wcighted Voluntary Disclosures: Comparison of Means for Pre-

Regulation Years

List ofTables

Page

127

134

138

r39

t42

148

151

153

156

159

160

t63

r66

t61

17I

J

4

5

6

7

8

9

t3 Probability of Financial Distress: Comparison of Number of Companies 163

by Year

14 Media Attention: Comparison of Number of Media Articles by Year 164

Mandatory Disclosure Items: Comparison of Means for Pre-Regulation I73
Years

18

V1



Table

List of Tables

Page

t73

t75

175

116

r77

t77

177

178

180

180

181

t9l

192

t92

193

19 Mandatory Disclosure Items: Comparison of Means for Post-Regulation

Probability of Financial Distress: Comparison of Means for the Pre- and 179

Post-Regulation Period

Years

Correlations Analysis between GROV/TH and VDISCPROP

Correlations Analysis between GROWTH and VDISCPROP while
Controlling for SIZE

correlations Analysis between VDISCPROP and GROWTH for Small

and Big Firms

Correlations Analysis between HEDGE and VDISCPROP for the Pre-

Regulation Period

Correlations Analysis between HEDGE and VDISCPROP for the Post-

Regulation Period

Corporate Hedging Strategies: Comparison of Means for the Post-

Regulation Years

Corporate Hedging Strategies: Comparison of Means for the Post-

Regulation Years by Industry

Correlation Analysis between VDISC and Size of Firms

Size of Firms: Comparison of Means for the Pre- and Post-Regulation

Period

Correlation Analysis between VDISC and MEDIA in the Pre-

Regulation Period

Correlation Matrix of the Independent Variables (Effects of Proprietary
Costs) - 1

Correlation Matrix of the Independent Variables (Effects of Political
Costs)

Collinearity Diagnostic Test (Independent Variables for the Effects of
Proprietary Costs) -1

Collinearity Diagnostic Test (Independent Variables for the Effects of
Political Costs)

Correlation Matrix of the lndependent Variables (Effects of Proprietary
Costs) - 2

vl1

194



Table

List ofTables

Collinearity Diagnostic Test (Independent Variables for the Effects of
Proprietary Costs) - 2

Page

t94

Results of Hausman (1978) Test for the Multiple Regression Model on

the Effects of Proprietary andPolitical Costs

Fixed Effects Model: Proprietary Costs Results (1)

Fixed Effects Model: Proprietary Costs Results (2)

Results of Wald Coefficient Restrictions Test (l)

Fixed Effects Model: Political Costs Results

Results of Wald Coefhcient Restrictions Test (2)

Fixed Effects Model: Combined Results

Results of 'Wald Coefficient Restrictions Test (3)

Description of Aggregate Disclosure of Mandatory and Voluntary Items 2I9
Relating to Financial Instruments for 2000-2003 (Malaysian Sample)

Disclosure Index: Comparison of Means by Industry (Malaysian Sample) 220

Mandatory Disclosures and V/eighted Voluntary Disclosures:
Comparison of Means between Pre-Regulation and Post-Regulation
Years (Malaysian Sample)

Weighted Voluntary Disclosures: Comparison of Means for
Pre-Regulation Years (Malaysian Sample)

Mandatory Disclosure Items: Comparison of Means for Pre- and Post-

Regulation Years (Malaysian Sample)

36

37

38

39

40

4l

42

43

44

45

46

41

195

t99

205

205

206

207

215

2t6

222

223

225

48

49

vltl



8

46

1

2

List of Figures

List of Figures

Figure Page

The Development of the Accounting Standards on Financial
Instruments - Presentation and Disclosure

The Link between the Investment Opportunity Set, Incentive
Compensation, Accounting Earnings-Based Bonus Plans, and

Accounting Procedure Choices

3 Legitimacy Gap

Conceptual Model of Incentives and Environments Affecting
Voluntary Corporate Disclosure Decisions by Management

Empirical Schema of Factors Affecting the Voluntary Corporate
Di s clo sure of Information Concerning Financial Instruments

Graph of the Relationship between VDISCPROP and MDISC

Graph of the Relationship between VDISC, MDISC and MEDIA from
1995-2000

Graph of the Partial Derivative Regression Equation for the Interaction
Effects of MDISC and MEDIA

Graph of the Relationship between VDISCPROP and MDISC from 2000 224
to 2001 (Malaysian Sample)

4

58

87

99

r72

182

2tr

5

6

7

8

9

1X



Abstract

Voluntary Corporate Disclosure Relating to Financial Instruments Before and After
Mandatory Requirements: The Impact of Proprietary and Political Costs

Abstract

This study presents empirical evidence on voluntary corporate disclosure relating to

financial instruments in a regulated and unregulated disclosure environment, and the

impact of proprietary and political costs on such disclosure decisions. The study

examines whether the introduction of an accounting standard relating to the disclosure

of financial instruments affects voluntary corporate disclosure, and the impact of

proprietary and political costs on such disclosure decisions. Although there are studies

that have analysed the extent of voluntary disclosure for derivative instruments, there is

a paucity of empirical evidence regarding the comparative impacts of proprietary and

political costs on voluntary corporate disclosures, including financial instruments-

related disclosures. The evidence for this study is sampled from listed Australian

companies' annual reports from 1 January 1995 to 31 December 2000 for 70 companies

from four industries, giving 420 firm-year observations. Preliminary findings of the

effect on voluntary disclosure as a result of the introduction of a similar standard in

Malaysia are also presented in order to consider the cross-country generalisability of

these disclosure influences in different regulatory settings.

Three lines of theoretical arguments: a change in the regulatory environment, the extent

of proprietariness of information, and the political cost of non-disclosure, are identified

as having an influence on voluntary corporate disclosure. These lines of argument are

integrated to form a conceptual framework for testing their combined effects on the

extent of voluntary disclosure of financial instruments-related information. These lines

of argument are drawn from broader underlying theories namely the disclosure

principle, signalling theory, proprietary cost principle, legitimacy theory, the media

agenda-setting theory, and the political cost hypothesis,

The fixed effects regression model for panel data analysis is used to analyse the data in

this study. The Hausman (1978) test confirms the choice of the fixed effects regression

model.
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Abstract

This study finds that both in Australia and Malaysia an increase in the mandatory

disclosure of non-proprietary information relating to financial instruments has resulted

in an increase in the voluntary disclosure of related proprietary information. However,

there are mixed findings between Australia and Malaysia relating to the disclosure of

voluntary information in the anticipated regulation period. For the effects of proprietary

and political costs, findings from the study suggest that a firm's growth opportunities

are significant in limiting voluntary disclosure of proprietary information in the period

prior to regulation. Consistent with political cost hypothesis, legitimacy theory and

media agenda-setting theory, the size of a company and high negative media attention

are significantly positively related to voluntary corporate disclosure. However,

corporate hedging and financial distress have no effect on the voluntary disclosure of

financial instruments-related information.

These findings add to the literature on the explanatory power of disclosure theories

underpinning proprietary and political costs and regulatory settings, and have practical

implications for regulators who develop financial reporting standards, investors who

rely on corporate signals, and management who develop disclosure strategies.
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Chapter L' Introduction to the Study

Chapter 1

Introduction to the Study

1.1 Preamble

This is a study on voluntary corporate disclosure relating to financial instruments in the

periods before and after the introduction of the accounting standard on disclosure and

presentation of financial instruments. The study investigates whether a change in the

regulatory disclosure environment relating to financial instruments affects

management's voluntary disclosure decisions, and the impact of proprietaty and

political costs on such disclosure decisions. This study is set principally amongst

Australian listed companies. However, a preliminary investigation of the relationship

between mandatory and voluntary disclosure, to consider the cross-country

generalisability of this hypothesis in different regulatory settings, is also undertaken for

Malaysian listed companies. In particular, the study focuses on areas relating to

disclosure of derivative financial instruments. Disclosure relating to derivatives is more

sensitive because it will embody information about future expected outcomes of

transaction and hedging strategies. It will thus pose an issue for management of the

reporting entity due to the proprietary costs which can arise from the disclosure of such

information, or the political costs from the lack of disclosure.

Even though Australia and Malaysia are the focus of this study, the study is not a

comparative study between the two countries, as different time periods will be

investigated. The emphasis is on developing and testing theories underlying voluntary

corporate disclosure practices in different regulatory settings, so as to provide evidence

of the robustness of these theories. Hence, influences on disclosure will be investigated

across a developed capital market such as Australia and an emerging capital market

such as Malaysia.

The existing literature on voluntary financial rlisclosure has tended to focus on the

relationships between the extent or quality of voluntary disclosure in corporate annual

reports and several firm characteristics. These studies have examined the association

between firm characteristics and the level of information voluntarily disclosed in

1



Chapter l: Introduction to the Study

company annual reports in general. Such corporate disclosure studies have been

empirically undertaken in several countries. Examples include in the United States

(Barrett, 7976 Buzby, 1975; Cerf, 7967; Copeland & Fredericks, 1968; Imhoff, 1992;

Lang & Lundholm, 1993; Singhvi & Desai, 1971); in Australia (Hossain & Adams,

1995); in Japan (Cooke, lggl,1992,1993); in Mexico (Chow & Wong-Boren, 1987); in

New Zealand (Hossain et al., 1995; McNally et al., 1982); in Spain (Wallace et al',

ß94:.; in sweden (cooke, 1989); in the United Kingdom (Firth, 7979, 1980); in

Malaysia (Hossain et ã1., 1994); in Nigeria (Wallace, 1988); in Switzerland

(Raffournier,1995); and in Hong Kong (Wallace & Naser, 1995).

Other studies on voluntary disclosure have focused on specific areas of disclosure, such

as segment reporting (Bradbury, 1992; Harris, 1998; Hayes & Lundholm,7996; Kelly,

1994; Nagarajan & Sridhar, 1996); interim reporting (Leftwich et al., 1981); earnings

forecast (Ajinkya & Gift, 1984; Patell, 1916; Penman, 1980; Skinner, 1994; Trueman'

1986; Wa5rmire, 1985); environmental disclosures (Brown & Deegan,7998; Deegan et

al., 2002; Hutchings & Taylor, 2000; Nasi et aI., 1997; O',Donovan , 2002; Patten, 7991,

1992); defined benefit pension plan (Scott 1994); and derivative instruments (Aggarwal

& Simkins,2004; Berkman et al., 1997; Chalmers, 2001; Chalmers & Godfrey,2004).

A number of explanations have been advanced in the literature to explain why firms

may provide more information than is mandated. For example, it is argued that

voluntary disclosure lowers agency costs (Chow & Wong-Boren, 1987; Jensen &

Meckling, 1916); reduces the cost of capital (Aggarwal & Simkins,2004; Choi, 1973;

Diamond & Verrecchia, Tggl; Foster 1986; Lev,1992); and improves the market price

of securities (Fishman & Hagerty, 1989). Costly contracting theory and signalling

theory underpin these explanations.

Although there are studies that have analysed the extent of voluntary disclosure for

derivative instruments, there is a paucity of empirical evidence regarding the

comparative impacts of proprietary and political costs on voluntary corporate

disclosures, including financial instruments-related disclosures. It is important to

investigate the ettbct of proprietary costs on management's voluntary disolosure

decisions since the type of information that management possesses, whether proprietary

or non-proprietary, may influence their decisions. Non-proprietary information is

information that does not directly affect firms' future cash flows. Proprietary

2



Chapter I : Introduction to the Study

information on the other hand is defined as 'information whose disclosure reduces the

present value of cash flows of the firm endowed with the information' (Dye 1986, p.

331). According to Dye (1986,p. 332):

In practice, managers acquire private i¡formation about their f,rrms by reading and drafting

budgets, marketing and financial plans, internal accounting reports, etcetera. Managers could

convert much of their private information into public information by releasing these reports.

However, by releasing these reports managers ate disclosing their proprietary

information not only to shareholders but also to competitors who can benefit from the

release of such information. The costs that can arise from the disclosure of proprietary

information are associated with competitive disadvantages caused by the reactions of

competitors, suppliers and creditors (Chow et al.,1996).

Thus, management may be willing to disclose non-proprietary information but they may

be reluctant to disclose proprietary information, as the disclosure of such information

will result in the company incurring proprietary costs. However, failure by such

companies to voluntarily disclose information due to its proprietary nature may result in

these companies incurring political costs. Politicians, trade unions, consumer

associations, stakeholder groups and the general public may decide to impose political

costs on these companies due to their failure in making voluntary disclosure. 'Political

costs are wealth re-distributions away from the entity to the goveÍrment and other

sectors of the economy' (V/hittred &. Zimmer 1990, p. 32-33). The extent to which an

entity fails to report accounting numbers and related disclosures can affect whether it is

criticized or supported by members of the public (e.g. consumers, employees,

environmental groups) and whether such public scrutiny results in impositions of

regulations or taxes by govemments aimed at the entity (Lemon &' Cahan, 1997).

In summary, companies may choose to disclose proprietary information, which is

defined as information that could trigger actions by outside parties that reduce the value

of the firm. Proprietary costs arise from disclosure of proprietary information due to

actions of competitors (eg by capturing market share), suppliers ("g by increasing costly

conditions of purchase) and creditors (eg by increasing the cost of capital or by

withholding credit). Political costs arise from failure to disclose proprietary information

a
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Chapter l: Introduction to the Study

due to withdrawal of support from members of the public or imposition by govemments

and regulators.

In addition to proprietary and political costs, the regulatory environment may also affect

management's voluntary disclosure decisions. Currently, many aspects of firms'

financial information production are being regulated, and these regulations are mostly

laid down by the accounting standard-setting bodies. The main argument given for

regulation is that it is in the public interest (Wolk et al., 1989). According to Wolk et al.

(1989), two reasons are normally given to justify regulation. Firstly, there is the

possibility of failure in the free market system (market failure) where the market will

not work properly because of information asymmetry and secondly, there is the

possibility that free markets will behave contrary to social goals. With regulation, firms

are required to comply with minimum disclosure requirements. In doing so, the standard

setters are regulating firms' information production decisions. Thus, firms are not

completely free to control the amount and timing of information that they produce.

However, whilst firms are required to disclose certain items of information due to

regulation, it is often the case that firms do voluntarily disclose more information than is

required by corporate regulations and accounting standards. Voluntary disclosure can

take the form of information items beyond the scope of mandatory items. In addition, it

can take the form of more comprehensive disclosure about any mandated item than is

the minimum required for compliance with that item. As information can be viewed as a

commodity, the level of disclosure that is mandated by policy-makers, and the decision

by management to voluntarily disclose information, implies that the benefits of

disclosure are perceived to exceed its costs.

Various theoretical arguments have been used in prior studies to explain the voluntary

disclosure decisions made by management. Positive accounting theory in particular has

been employed extensively in the accounting literature to explain disclosure practices

from the viewpoint of benefits and costs to management as agents. However, in this

study, the disclosure principle and signalling theory will be employed to explain the

effect of proprietary costs on management's inoentives Lt-r voluntalily disclose

proprietary information. In addition, the study will draw on legitimacy theory and media

agenda setting theory to underpin explanations of the impact of political costs on

management' s deci sion to volunt arily di s clo se information.

4



Chapter I: Introduction to the Study

In order to set the stage for this study on voluntary corporate disclosure relating to

financial instruments, background information is introduced about the development of

the relevant standards on financial instruments. This introduction will also outline issues

of concern and areas of deficiency in the focal body of knowledge for this study. As

well, aims and objectives will be established in this chapter.

1.2 Issues Underlying the Development of Standards

The purpose of this section is to provide relevant background information about the

development of the standard on financial instruments disclosure.

Much has been written about the potential gains and losses faced by companies from

investing in financial instruments, especially in financial derivatives. The spectacular

losses sustained by Barings Bank have been well documented (Bowdidge &,

Chaloupecky, 1997; Stein, 2000; Stonham, 1996). The risks involved in the use of

financial instruments by companies where there is exposure to currency, interest rate or

commodity price risks not only have become a concern for investors in individual

countries, but are also of international concern as increasing numbers of companies

trade in international markets.

It has only been in recent years, however, that the disclosure and presentation of

information relating to financial instruments has been regulated. With the introduction

of the accounting standard on financial instruments disclosure, companies are now

required to disclose more information about many aspects of financial instruments,

especially relating to derivative instruments.

The accounting regulation of financial instruments has been led by the International

Accounting Standards Board (IASB), formerly known as the International Accounting

Standards Committee (IASC) which has issued two standards on financial instruments:

IAS 32: Financial Instruments- Disclosure and Presentation, and IAS 39: Financial

Instruments - Recognition and Measurement. The IASB, in its attempt to issue

accounting standards to regulate the use of financial instruments by <;ompanics, had

initially adopted the approach of addressing the issues of recognition, measurement and

disclosures of financial instruments in one exposure draft. The Australian Accounting

Standards Board (AASB) also followed such an approach. This, however, was in

5



Chapter I: Introduction to the Study

contrast to the disaggregated approach adopted by the United States (US). The US has

adopted the approach of targeting and pursuing a particular area of concem for

investigation. As such, the US to date has issued various accounting standards to deal

with the accounting problems associated with financial instruments.

The IASC first issued its exposure draft on financial instruments: E 40: Financíal

Instruments, in September 1991. However, due to severe criticism on the recognition

and measurement issues received from the exposure draft issued, E 40 was modified

and re-exposed as E 48: Financial Instruments, and was reissued in January 1994. IAS

32, addressing only the issues on disclosure and presentation, was finally issued in 1995

and became effective from 1 January 1996. The IASC subsequently issued a separate

accounting standard to address the issue of recognition and measurement of financial

instruments: IAS 39: Financial Instruments- Recognition and Measurement. In

December 1998, IAS 39 revised IAS 32, and the revised IAS 32 became effective from

1 January 2001.

In Australia, the AASB had been working with other international standard setters on

the development of an accounting standard on financial instruments since the late

1980s. Australia's first exposure draft on financial instruments ED 59: Financial

Instruments was issued in March 1993. The proposals in ED 59 were based on E 40 that

was issued by the IASC. ED 59 established the definition, recognition, measurement

and disclosure rules for all financial instruments. However, due to severe criticism on

the recognition and measurement issues relating to financial instruments received from

managers, representative bodies, regulatory authorities and academics, ED 59 was

subsequently withdrawn and replaced with ED 65 Presentation and Disclosure of

Financial Instruments (and Revision of Set-Off Criteria in AAS 23 and AASB 1014) in

June 1995. ED 65 was concerned only with the presentation and disclosure aspects of

the financial instruments. During the period between the withdrawal of ED 59 and the

issue of ED 65, the Australian Society of Corporate Treasures (ASCT) in 1995 issued

an Industry Statement on derivative disclosures. The Industry Statement provides

guidelines tbr the voluntary disclosure of derivative financial instruments during this

period. The Australian Securities and Investment Commission (ASIC) formerly known

as the Australian Securities Commission, supported and endorsed the Industry

Statement and expected firms to comply with its provisions for the financial year ending
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30 June 1995. Following consideration of the responses received on ED 65, the standard

on presentation and disclosure of financial instruments for Australian companies, AASB

1033/AAS33 Presentation and Disclosure of Financial Instruments was issued in

Australia tn 1996. AASB 1033 deals with the classification of a financial instrument by

the issuer and the disclosure of information relating to financial instruments. AASB

1033 became effective for financial years ending on or after 31 December 1997.

In an attempt to achieve greater harmony between the Australian accounting standards

and those of the IASB, the AASB released ED 98 Presentation qnd Disclosure of

Financial Instruments: Proposed Amendments to AASB 1033/AAS 33 in October 1998.

ED 98 included proposals aimed at harmonizing AASB 1033 with IAS 32 as revised by

IAS 39. AASB 1033 was subsequently reissued in October 1999 following

consideration of the responses received on ED 98. The revised AASB 1033 became

effective for the financial years ending on or after 31 December 2000. The revised

standard amended the previous standard by specifically addressing the classification of

converting financial instruments. Other than this revision, the form, content and

structure of the earlier AASB 1033 have been retained. AASB to date has issued only

one standard on financial instruments, AASB i033 Presentation and Disclosure of

Financial Instruments. The standard on recognition and measurement of financial

instruments similar to that of IAS 39 is yet to be issued, but will be part of the IAS

adoption program in 2005.

The Malaysian Accounting Standards Board (MASB) also issued a similar standard on

the presentation and disclosure of financial instruments. An exposure draft MASB ED

24 Financial Instruments: Disclosure and Presentatior? was issued in March 2000 and

the standard, MASB 24 Financial Instruments: Disclosure and Presentation, was

subsequently issued in March 2001 and became effective for financial statements

covering periods beginning on or after 1 January 2002. Similar to Australia, in Malaysia

the standard on recognition and measurement of financial instruments is yet to be

issued.

Figure 1 summarizes the development of the accounting standards on financial

instruments disclosure for the IASB, AASB and the MASB'
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Figure 1

The Development of the Accounting Standards on Financial Instruments

Presentation and Disclosure - Adapted from Chalmers & Godfrey (2004) with variations
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1.3 \ühy Financial Instruments Disclosure?

Controversy regarding the disclosure and presentation of financial instruments is largely

due to the unrecognised (off-balance sheet) aspects of assets and liabilities, which may

expose companies to various forms of financial risks. Prior to the issuance of the

standard on presentation and disclosure of financial instruments, financial statement

users found it diffrcult to determine what companies had or had not done with their

financial instruments, especially with their derivative instruments. This is because many

derivatives contracts did not need to be shown in the accounts at all as they often cost

nothing, and under the historical cost system they were not recorded in the accounts' In

addition, gains and losses on financial instruments, both derivatives and non-

derivatives, could go unreported for many years, until the instrument was sold and the

gains and losses were realised.

The objective of the accounting standard on presentation and disclosure of financial

instruments is to enhance financial report users' understanding of the significance of on-

balance-sheet (recognised) and off-balance-sheet (unrecognised) financial instruments

to an entity's financial position, performance and cash flows. The introduction of the

accounting standard provides financial statement users with more information about

frrms' activities relating to financial instruments, including the details of contracts

affecting future transactions, the state of markets in which the firm trades, and the

policies and processes of risk management by the firm. Therefore, the introduction of

AASB 1033 and MASB 24 is expected to increase the entity's perceived proprietary

information costs on financial instruments disclosures as users of financial statements

are provided with off-balance-sheet information to enhance their understanding of an

entity's financial position, performance and cash flows.

The issuance of AASB 1033 and MASB 24 also provides an ideal setting to test

hypothesized relationships between voluntary and mandatory disclosures and factors

affecting management's disclosure decisions. This opportunity to investigate voluntary

disclosure arises as the imposed mandatory disclosure requirements, in addition to

requiring specific information about particular financial irtstrunetlt balances and

transactions, encourage entities to provide discussion of the extent to which financial

instruments are used, the associated risks, and the business purposes served' The

standards also encouraged entities to provide a discussion of management's policies for
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controlling the risks associated with financial instruments, including policies on matters

such as hedging of risk exposures, avoidance of undue concentrations of risk, and

requirements for collateral to mitigate credit risks. The standards leave the

determination of the level of detail to be disclosed about particular financial instruments

to the judgment of each particular entity, taking into account the relative significance of

each instrument. This gives management the discretion of deciding on the extent of

disclosure to be made. Thus, management may disclose more information than is

required by the accounting standards, giving the opportunity for a study on voluntary

disclosure (including both additional voluntary items and the comprehensiveness of

disclosure for mandatory items) relating to financial instruments in an unregulated and

regulated disclo sure environment.

L.4 Motivation for the StudY

According to Healy & Palepu (2001), accounting and capital market research literature

has addressed six forces to date that affect managers' disclosure decisions: capital

market transactions, corporate control contests, equity compensation for managers,

litigation cost, management talent signalling and proprietary costs. There has been

relatively little empirical evidence to support the proprietary cost perspective. Healy &

Palepu (2001, p. azQ state that:

The proprietary cost hypothesis can be extended to include other externalities from information

disclosure. For example, Watts & Zimmerman (1986) argue that firms are concemed about

potential political and contracting costs from financial disclosures, which may in turn affect their

voluntary disclosure.

This research attempts to extend the proprietary cost perspective of voluntary disclosure

by considering the effect of political costs on voluntary disclosure of financial

instruments. Presently, in Australia, there is limited published research on financial

instruments disclosure. Previous Australian studies on voluntary financial instruments

disclosure have focused mainly on disclosure of financial derivatives. Such studies have

focused either on single period disclosure (Berkman et a1., 1997), or on disclosure

during the voluntary disclosure period (Chalmers, 2001; Chalmers & Godfrey, 2004).

The only empirical evidence on financial instrument disclosure in an Australian context

that takes into consideration the relationship between mandatory and voluntary

10



Chapter I : Introduction to the Study

disclosure and its related proprietary and political costs was provided by the work

undertaken by Taylor & Redpath (2000). However, their study was confined only to

companies in the Australian mining industry. This study intends to build upon the initial

work undertaken by Taylor & Redpath (2000) in this area by extending the scope of the

study to include other industries. In Malaysia, no such empirical evidence has yet been

published on ltnanci al instruments di s clo sure.

This study will contribute to the existing body of knowledge in the following ways.

First, the study will provide findings about the relationship between mandatory and

voluntary disclosure, and will document the changes in voluntary disclosure of financial

instruments due to imposed mandatory disclosure requirements. Hypotheses will be

tested to see whether the results are consistent with theories and prior evidence found

conceming the relationship between mandatory and voluntary financial disclosures.

Second, the study will provide separate empirical evidence on the effects of proprietary

costs and the effects of political costs on voluntary disclosure of financial instruments in

a regulated and unregulated environment - a relatively under-explored area in the

literature. Third, the study will document the combined effects of proprietary and

political costs on the voluntary disclosure of financial instruments-related information

in a regulated and unregulated environment. Testing for the robustness of hypotheses in

this range of contexts has not been previously undertaken in a single corporate

clisclosure study. Fourth, the study will document preliminary findings on the change in

voluntary disclosure relating to financial instruments in Malaysia due to imposed

mandatory disclosure requirements in order to consider the cross-country

generalisability of the mandatory/voluntary disclosure relationship in different

regulatory settings.

To test the impact of proprietary costs, this study will use firms' corporate hedging

strategies and their investment growth opportunities to proxy for proprietary costs. The

more prevalent a company's hedging strategies, the more likely it will be able to absorb

proprietary costs arising form actions of competitors. Additionally, the greater a

company's investment growth opportunities, the more likely it will incur proprietary

costs arising from the interests of competitors in those growth opportunities. To test the

impact of political costs, a major global incident relating to a corporate failure, arising

from the use of derivative financial instruments that received negative media coverage
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will be studied, as this incident is likely to threaten the perceived legitimacy of other

corporations and, in turn, increase the political costs that could result for these

corporations. This study seeks to examine how these corporations respond to the

perceived threat to their legitimacy resulting from such an incident, and whether the

voluntary corporate disclosure decisions of managers are affected by the incident

especially for companies that are politically visible and for companies that have a higher

probability of facing financial distress.

1.5 Research Problem

In the area of corporate financial reporting it is important to understand what motivates

managers to voluntarily disclose corporate information to external stakeholders. Such an

understanding will have important policy implications regarding the formulation and

subsequent refinement of accounting standards. This thesis will establish why

management elects to voluntarily disclose additional information relating to

corporations' financial instruments in both regulated and unregulated environments.

The study will investigate whether a change in the regulatory disclosure environment

relating to financial instruments affects management's voluntary disclosure decisions,

and consider the impact of proprietary and political costs on such disclosure decisions.

The central research question that will be investigated in this study is as folloú's:

What impact do proprietary and political costs have on management's incentives to

voluntarily disclose information relating to corporations' finøncial instruments in a

r egulated and unr e gul at e d envir o nment ?

This question embodies a complex trade-off decision about voluntary corporate

disclosure, because the aim of rational managers is to select a disclosing strategy that

will maximize the value of their company to the shareholders by seeking to protect

proprietary information and, at the same time, minimize lhe effect of incurring political

costs.

1.6 Aims and Objectives of the Research

Three broad or general aims are envisaged in relation to this study:
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(1) To increase the understanding on voluntary corporate disclosure practices by

investigating why firms may provide more information than is mandated with

p articular reference to fi nancial instruments dis clo sure.

(2) To provide new empirical evidence on the relationship between mandatory and

voluntary disclosure which can assist standard setting boards in their

formulation of accounting policies and the subsequent refinement of accounting

standards, particularly in relation to the standard on presentation and disclosure

of financial instruments.

(3) To test the robustness of particular theories that have been applied to voluntary

corporate disclosure, specifically the disclosure principle of information

economics, signalling theory, media agenda setting theory, and legitimacy

theory.

To achieve these aims a conceptual model is developed and a number of specific

hypotheses will be tested and analysed. Various statistical analyses will be conducted to

test the hypotheses with the aim of achieving the following specific objectives:

(1) To describe the extent to which voluntary disclosure of information relevant to

financial instruments changes due to imposed mandatory disclosure

requirements.

(2) To identify factors which generate greater or lesser proprietary and political

costs for given corporate disclosures.

(3) To explain the effects of proprietary and political costs on managers' voluntary

disclosure decisions for the period before and after the introduction of

mandatory disclosure requirements.

1.7 Scope of the Research

The scope of this study is delimited in terms of the choice of the underpinning theories,

the choice of variables selected, the choice of disclosure method and the sample

selection.
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The literature which this study draws on to underpin the theoretical arguments on the

voluntary disclosure of corporate information relating to financial instruments is based

on the disclosure principle, signalling theory, proprietary cost principle, legitimacy

theory, the media agenda setting theory, and the political cost hypothesis. These theories

provide alternative perspectives on management incentives for voluntary corporate

disclosure. The management incentives are grouped under two paradigms - proprietary

information theories and legitimacy theories. In addition, the theory of regulation of

information markets is invoked to underpin arguments on the effect of regulation on

management' s incentives to voluntarily di sclo s e corporate information.

In relation to the choice of independent variables selected in order to operationalize the

theories invoked to underpin arguments for the impact of proprietary and political costs

on voluntary corporate disclosure, surrogate variables are used to proxy for proprietary

and political costs, as these costs are not directly observable. The choice of these

surrogate variables is based on a literature review ofprior research.

Turning to the choice of disclosure method, there are various ways that companies can

make voluntary disclosures. Press releases, conversations with financial analysts, letters

to shareholders, and the provision of additional information in annual reports, are just

some examples. This study focuses on the voluntary disclosures made by companies

through their annual reports. This is because a firm's published financial report is one of

the sources where competitors can make inferences about the firm's proprietary

information from the information disclosed. The research approach involves the content

analysis of listed companies' published annual reports.

Finally, in terms of sample selection, this has been limited in scope to public listed

companies in certain industries. The choice of industries is based on the likelihood that

companies in these industries are perceived as being more likely to use financial

instruments, especially derivatives, to finance their operations and to transact their

business. The Banking and Finance industry is specifically excluded due to the specific

nature of the industry.
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1.8 Outline of Subsequent Chapters

This thesis consists of six chapters. The subsequent chapters have been organized as

follows:

Chapter 2 provides a review of the literature on the three main areas relevant to this

study: the literature on the relationship between mandatory and voluntary disclosure; the

literature on the impact of proprietary costs on voluntary corporate disclosure; and the

literature on the impact of political costs on voluntary corporate disclosure. In reviewing

the impact of proprietary and political costs of voluntary corporate disclosure, the

chapter also reviews the concepts underlying the disclosure principle, signalling theory,

legitimacy theory, and the media agenda setting theory, as these theories are used in this

study to underpin the theoretical arguments on the impact of proprietaty and political

costs on management's decisions to voluntarily disclosure financial instruments-related

information. The chapter then reviews the literature that seeks to operationalize these

theories through surrogate variables including firms' investment growth opportunities,

their corporate hedging strategies, the probability of firms facing financial distress, the

size of the companies, and the effect of negative media attention. Finally, the chapter

reviews the literature on the influence of industry and the dispersion of share ownership

on voluntary corporate disclosure, as these variables are controlled for in this study.

Chapter 3 provides the conceptual framework, identifies the variables and develops the

hypotheses for this study. The chapter first develops the conceptual model of the

behavioural theories that provide management with the incentives to voluntarily

disclose corporate information, and the regulatory environment affecting corporate

voluntary disclosure decisions. Arising from the theories in the conceptual model, the

variables for this study are identified and formulated into regression equations and an

empirical schema. The chapter then proceeds to develop a set of hypotheses to be

empirically tested.

Chapter 4 describes the research methodology adopted in collecting the data for the

study and the measurement approaches used to measure the variables in order to test the

hypotheses developed in Chapter 3. The chapter first discusses the choice of method

used to collect the data for the study. This involves the discussion of the justification for

using content analysis of companies' annual reports to measure the voluntary disclosure
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of corporate information relating to financial instruments. The choice of using ratings

made by a panel of experts to rate the perceived proprietariness of the voluntary

disclosure items is also discussed. The chapter also discusses the sample selection, the

period of study, and the sampling procedure used. Next, the chapter provides a detailed

discussion of the process of collecting the secondary data from content analysis of

companies' annual reports and the process of collecting primary data through a survey,

and the index used to measure the voluntary disclosure of information relating to

financial instruments. Details conceming the approaches adopted in measuring the

independent and control variables are given in this chapter. Finally, a summary of the

variables, their measurement and sources, is also provided at the end of the chapter.

Chapter 5 presents the results and discussion of the data analysis that tests the

hypotheses developed in Chapter 3. The chapter first provides the proprietary cost

ratings for the voluntary disclosure items made by the panel of experts and results of the

consensus test of the ratings. The results for the Australian studies are then presented,

starting with the descriptive statistics on the mandatory and voluntary disclosure of

financial instruments-related information, followed by the descriptive statistics of the

independent variables. The chapter also presents the results of the univariate tests of the

various hypotheses to provide some initial insights into the relationships between the

dependent variable and the independent variables. Chapter 5 then proceeds to the main

hypotheses tests using multiple regression analysis. The fixed effects estimator for panel

data is used for the multiple regression analysis, as the data for the study is a panel data

set. Results of the Hausman (1978) test confirmed the choice of using the fixed effects

estimator for the multiple regression analysis. The chapter also presents the results of

the multicollinearity tests performed to test for the presence of multicollinearity

amongst the independent variables. Results of the separate multiple regression analysis

to test the effects of proprietary and political costs in a regulated and unregulated

disclosure environment are first presented, followed by the results of the multiple

regression analysis for the combined effects of the proprietary and political costs on

voluntary disclosure of financial instruments-related information in a regulated and

unregulated disclosure environment. Finally, the chapter presents the tlesoriptive

statistics and results of the univariate tests of the preliminary investigation on Malaysian

listed companies of the effects of mandatory disclosure requirements on the voluntary

disclosure of financial instruments-related information. A comparative analysis between
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these findings and those obtained from Australia is then presented. This analysis

documents changes in voluntary disclosure relating to financial instruments due to

imposed mandatory disclosure requirements in different regulatory settings.

Chapter 6 draws the study to a conclusion. This chapter presents an overview of the

study by providing summaries and conclusions on the conceptual model and on the

empirical findings. The chapter then offers some implications of the findings for the

theory and practice ofvoluntary corporate financial disclosure strategies in a regulated

and unregulated environment. Limitations of the findings are also detailed in this

chapter. Finally, opportunities for further research are suggested.
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Chapter 2

Literature Review

2.1 Introduction

Various factors influence managements' decision to voluntarily disclose information in

their external financial reports. Three streams of theoretical arguments on voluntary

disclosure decisions are identified in the accounting research literature. These streams

are the relationship between the regulatory environment and voluntary disclosure; the

proprietary information perspective on voluntary disclosure; and the legitimacy theory

of voluntary disclosure. The latter two theoretical streams are associated with the

offsetting effects of proprietary costs and political costs on management's decision to

externally disclose corporate information.

This chapter will first provide a review of the literature relating to the relationship

between mandatory and voluntary disclosure. The review will assess the arguments for

and against regulating financial reporting and also address the effects ofsuch regulation

on voluntary corporate disclosure. The review then tums to examining the theories of

signalling of proprietary information and legitimising the organization's actions,

respectively. Attention is given to how these theoretical perspectives have been applied

in studies on voluntary disclosure of particular types of financial and other corporate

information. The literature on the effects of proprietary and political costs on voluntary

corporate disclosure, and the relationship between these costs, will also be reviewed.

2.2 The Relationship between Mandatory and Voluntary Disclosure

To create investors' confidence in the faimess of the capital market and achieve better

investment decisions and capital allocation, it has traditionally been argued that

corporate provision of information needs to be regulated to ensure that external users

receive some minimum amount of disclosure. This is because of information

asymmetry. Managers of firms, by virtue of their position, are assumed to have superior

information about their firms' current and expected future perf-ormance to that of

outsiders. Such information is not freely attainable by all parties that have an interest in

the transaction. Advocates of regulation have doubted whether companies on their own

could be trusted to repofi information fully and accurately. Therefore, they argue that
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accounting and other corporate information needs to be regulated in the interest of the

public, and to prevent companies giving misleading reports. Thus, by regulating

corporate information, individuals who are at an information disadvantage would be

protected as the market for information may not be efficient, and without regulatory

intervention the optimum amount of information may not be generated.

Wolk et al. (1989) summarize the case in favour of regulating the provision of corporate

financial information. They point to the merits of mandating the standardized provision

of financial information as leading to uniformity of disclosure amongst companies, and

in turn enhancing comparability. The quality of financial reporting may also improve. In

addition, mandatory public reporting will enhance the perceived fairness of the capital

market and will reduce the total cost to society of acquiring information. Market failure

is commonly cited as the reason for the need to regulate accounting information. Wolk

et al. (1989) argue that firms are monopoly suppliers of information about themselves.

Since the firm is a monopoly supplier of information about itself, it may be cheaper to

society to require mandatory free disclosure rather than to have all investors privately

contracting for the same information and paying monopolistic prices.

(V/olk et al. 1989, p. 88)

In addition, Wolk et al. (1989) argue that market failure can be due to the failure of the

accounting and auditing profession in preventing frauds and bankruptcies in companies.

They argue that as a result, criticism of the profession arises. According to 'Wolk 
et al.

(1989, p. 85):

The criticisms generally have focused on the alleged low quality of financial reporting,

even under regulation. The reasons cited are poor accounting and auditing standards,

too much management flexibility in the choice of accounting policies, and the

occasional laxity by auditors. Corporate frauds undetected by auditors and corporate

failures not signalled in advance by either financial statements or audit reports are cited

as evidence that the financial reporting system is failing to protect the public interest.
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The nature of accounting information itself can lead to market failure. Wolk et al.

(1939) argue that accounting information is a public good, whereby once it is available

it can be consumed without reducing the opportunity for others to consume it as well.

According to them, in the free market, public goods are normally under-produced due to

extemalities. They argue that due to the existence of externalities, producers of public

goods will have limited incentive to produce the goods, as all users of the goods cannot

be charged for the costs of producing the goods, as there are free riders to the goods.

They argue that public goods are normally under-produced, resulting in market failure,

as those who produce them are not motivated to meet the actual demand for the goods,

Advocates of regulation argue that regulatory intervention is therefore necessary in

order to increase the production of accounting information. Furthermore, they argue that

even if there is no market failure, accounting information needs to be regulated in order

to achieve social goals that are not achieved by a free market.

Arguments against regulation contend that a competitive capital market produces good

voluntary reporting. Due to competitive pressure for capital, it is to the best interest of

the company to voluntarily disclose more information than is required so that potential

investors perceive it as a responsible reporting firm. This will attract more investments

into the company. Also, a firm that has a higher reporting reputation will have a lower

cost of capital due to less uncertainty about the firm as it is reporting more extensive

and reliable information.

Jovanovic (1982) argues against regulation on the grounds that the free market offers

enough incentives for businesses to disclose information about the quality of their

product. From his model, he concludes that in a world where false claims cannot occur

due to fear of litigation or the loss of future business, the free market offers ample

incentives for disclosure, He argues that regardless of the value of information that

management possesses '... more than the socially-optimal amount of disclosure takes

place' (Jovanovic 1982, p.36). His model does not support a policy that makes business

disclosure mandatory.

Dye (1990) argues that due to interactive effects called 'externalities', the disclosure of

information by one firm will also convey information about other firms. He argues that
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these extemalities can affect the relationship between mandatory and voluntary

disclosure. In this theoretical study, Dye (1990) points out that a disclosure made by

one hrm can create either real or financial externality. 'A disclosure made by one firm is

said to create arcaI extemality for other hrms if the disclosure alters those firms' cash

flows' (Dye 1990, p.2).According to Dye (1990), such disclosure involves the

disclosure of proprietary information. Dye (1990) argues that where real externalities

are present, optimal mandatory and equilibrium voluntary disclosures tend to deviate. In

such a situation, he deduces that it is necessary to have mandatory disclosure. On the

other hand, if the disclosure only creates hnancial externalities on other ftrms, that is, 'if
the disclosure has the potential of altering the equilibrium prices of those firms without

altering the actual distribution of their cash flows' (Dye 1990, p. 2), then in such

circumstances, he argues that mandated disclosures are unnecessary. This is because the

optimal mandated disclosures will simply coincide with firms' voluntary disclosure

decisions.

Assuming that there is a need for regulatory intervention, there is research that

concludes companies must also be given the flexibility to voluntarily disclose additional

information to reflect their own circumstances. In an attempt to study this basic

relationship between mandatory and voluntary disclosure, and the effect of mandatory

requirements on voluntary disclosure, various theoretical and empirical studies have

been undertaken by prior researchers (Aggarwal & Simkins, 2004; Berkman et al.,

1997; Chalmers, 20011' Chalmers & Godfrey, 2004; Chow et al., 1996; Dye, 1985,

1986; Gonedes, 1980;Nagarajan & Sridhar, 1996; Taylor & Redpath,2000; Verrecchia,

1982). These studies have indicated that the voluntary disclosing strategy of a firm is

influenced by changes in mandatory disclosure requirements.

The usual assumption is that, as mandatory reporting requirements become more

detailed, voluntary disclosures may decline (Dye, 1985; Gonedes, 1980; Nagarajan &

Sridhar, 1996; Verrecchia,7982). Dye (1985) in his evaluation of the effects of

mandatory changes in accounting standards on frrms' voluntary disclosure decisions,

assumes that a frrm's choice among reporting requirements is influenced by how that

choice alters the firm's ability to protect its proprietary information. In his analysis of

the effects of mandatory changes in accounting standards on firms' disclosure decisions,

Dye (1985, p.5aQ concludes:
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... by imposing more detailed reporting requirements, accounting boards do not

necessarily increase investors' knowledge of firms' future earnings prospects. This

result can occur for either of two reasons:

(1) mandatory and voluntary disclosures are sometimes substitutes so the 'amount' of

information produced by 'more detailed' mandatory reports may be offset by a

reduction in voluntary disclosures; or

(2) firms may be able to reveal information by their actual choice among accounting

techniques (since accounting choice may be a signal of private information ...), so

the mandatory use of a 'more detailed' but uniform, accounting procedure may

remove this potential source of information.

Similarly, Nagarajan & Sridhar (1996) argue that an increase in mandatory disclosure

requirements relating to segment reporting may result in firms reducing the value-

relevant disclosures that they would have disclosed voluntarily in the absence of

mandatory disclosure. Nagarajan & Sridhar (1996, p. 253) argue that:

In the absence of segment reporting requirements, an incumbent firm may voluntarily

disclose value relevant information because it can use other, value-irrelevant,

information to jam proprietary disclosures. However, when required to disclose segment

data, the incumbent may aggregate proprietary information with other value-relevant

information to deter entry by a rival. Hence, the firm does not disclose value-relevant

information it would have revealed voluntarily in the absence of segment disclosure

requirements.

Thus, their model predicts that an increase in mandatory disclosure requirements on

segment reporting will result in a reduction of firms' value-relevant voluntary

disclosures in order to avoid proprietary costs resulting from the mandatory

requirements.

However, according to Dye (1986), in cases where managers are endowed with both

proprietary and non-proprietary information, mandatory and voluntary disclosures may

complement each other. His 1986 model includes both proprietary and non-proprietary

information. He concludes that mandatory and voluntary disclosures are complements
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when mandatory disclosures consist of reports of a firm's non-proprietary information.

He argues that in situations where amanager' s information set consists of two signals, x

and y, where the disclosure of y is assumed to produce proprietary costs while the

disclosure of x will not, mandating the disclosure of the non-proprietary information x,

will affect the voluntary disclosure of y. In such circumstances, he argues that the

increase in the mandatory disclosure of non-proprietary information will reduce the

benefits of withholding correlated proprietary information. The effect is an increase in

incentives to disclose voluntarily the correlated proprietary information.

To test a hypothesis based on Dye's (1986) model, Chow et al. (1996) undertook a

laboratory experiment using students as surrogates for managers in setting disclosure

policies concerning the withholding of proprietary information. However, Chow et al.'s

(1996) findings fail to confirm Dye's (1986) model. From these findings, Chow et al.

(1996) conclude that mandatory disclosure of information has no significant impact on

the voluntary disclosure of correlated proprietary information. Their findings indicate

that even though the results were generally in the predicted direction, they were not

statistically significant. Taylor & Redpath (2000) point out that the weakness of Chow

et al.'s (1996) study is that the study uses business students as surrogates for managers.

They argue that business students may be poor surogates for managers, as their

disclosure decisions may not reflect those of managers. In an attempt to further test

Dye's 1986 model, Taylor & Redpath (2000) investigate the relationship between

mandatory and voluntary disclosure of financial instruments for mining companies in

Australia. Their evidence, from content analysis of financial reports, supports Dye's

(1986) hypothesis that an increase in mandatory disclosure is paralleled by an increase

in voluntary disclosure of related information.

Studies on the relationship between mandatory and voluntary disclosure of derivative

instruments have also been undertaken by earlier researchers (Aggarwal & Simkins,

2004; Berkman et al., 1997; Chalmers, 2001; Chalmers & Godfrey, 2004). Chalmers

(2001) examines the disclosure practices of Australian'companies relating to derivative

instruments disclosure during the voluntary disclosure period, and also in the year the

standard on financial instruments presentation and disclosure became mandatory in

Australia. Her findings indicate that the amount of voluntary disclosure made by firms

progressively increased over the periods leading to the introduction of the mandatory
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disclosure requirements. Her findings also indicate that there was a significant increase

in voluntary disclosure during the year when the standard became mandatory. This is

further confirmed in Chalmers & Godfrey (200fl. Chalmers & Godfrey (2004) examine

the derivative financial instruments disclosure practices of Australian firms during the

voluntary disclosure period from 1992-1996. During this period, the exposure drafts on

financial instruments disclosure and the ASCT Industry Statement 'Derivative

Disclosures' had already been issued in Australia. By comparing the changes in the

mean voluntary disclosure index for each reporting period, their evidence indicates that

there was an increase in the disclosure of derivative information provided by firms

during the voluntary disclosure period from 1992-1996. They thus conclude that it is

necessary to impose mandatory disclosure requirements for derivative instruments

disclosure, as companies have no tendency to make such voluntary disclosures prior to

such requirements being proposed by the professional organizalion or the accounting

standard setters. However, their study focused only on the voluntary disclosure of the

proposed mandatory disclosure items.

Aggarwal & Simkins (2004) conducted a similar study in the US focusing on the

voluntary disclosure of currency derivatives by large industrial firms. The study was for

the year 1993, after the introduction of the Statement of Financial Accounting Standard

(SFAS) 107, which only requires the voluntary disclosure of derivatives usage.

Similarly, their findings indicate that in the absence of mandatory disclosure

requirements, larger firms and firms with higher levels of currency derivatives usage,

and which are thus exposed to more currency risk, did not voluntarily provide increased

disclosure of their derivatives activities.

Berkman et al. (1997), on the other hand, make a comparative analysis of the nature,

extent and significance of the use of derivative financial instruments between Australia

and New Zealand in 1994 (at which time requirements were not yet mandatory in

Australia but disclosure requirements were already mandatory in New Zealand). Their

findings indicate that whilst there was far more disclosure of information about

financial derivatives by New Zealand companies than by Australian companies due to

the mandatory reporting requirements, the expectation that companies in Australia

would be more likely to voluntarily comply with the provisions of a proposed standard
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and disclose more information (i.e. with anticipated mandatory disclosure requirements)

did not matenalize.

In summary, advocates for the regulation of accounting and corporate information argue

that it is necessary to regulate accounting information to ensure investors' conltdence in

the fairness of the capital market, and also to ensure that extemal users receive at least a

minimum amount of disclosure. However, arguments against regulation contend that the

competitive capital market itself will produce good voluntary reporting, thus regulation

is not necessary. Prior empirical and theoretical studies on the relationship between

mandatory and voluntary disclosure indicate mixed findings. There are arguments that

as mandatory reporting requirements become more detailed, voluntary disclosure will

decline (Dye, 1985; Gonedes, 1980; Nagarajan & Sridhar, 1996; Verrecchia, 1982). On

the other hand, other findings indicate that as mandatory requirements increase,

voluntary disclosure will also increase (Aggrawal & Simkins, 2004; Chalmers, 2001;

Chalmers & Godfrey, 2004; Dye, 1986; Taylor & Redpath, 2000). In this study the

effects of regulating accounting information and the relationship between mandatory

and voluntary disclosure is further investigated.

2.3 The Disclosure Principle, Signalling Theory, Proprietary Costs and

Voluntary Disclosure

Theoretically, in an ideal condition, a perfect and complete market without information

asymmetry or barriers that would prevent fair and efficient market operation would

charactenze the economy. However, such perfect free market conditions do not exist in

practice. In practice, the economy is charactenzed by information asymmetry where

some parties to a transaction may have an information advantage over others. The

disclosure principle and signalling theory have been used by prior researchers as

proposed solutions to address the information problem. The early anallic work on

information economics is that of Grossman (1981) and Milgrom (1981). They address

the issue of disclosures in terms of product quality and in situations of information

asyrnmetry.

2.3.7 The Disclosure Principle

Grossman (1981) and Milgrom (1931) suggest that managers will voluntarily report all

information to maximize the value of their company. The disclosure principle suggests
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that managers of firms will release all information they possess regardless of whether

the information is good or bad. The disclosure principle assumes however, that

disclosure is costless.

Grossman (1981) in his study investigates whether a monopolist could mislead

consumers about his product quality since a monopolist would have greater incentives

to mislead his consumers. His model focuses on situations where there is a single seller

and many buyers in the market. He considers whether under such circumstances the

seller of a good quality product will have the incentive to distinguish himself from the

seller of poor quality products. He argues that as a seller has information about the

quality of his product, which is not known to buyers, it is to his best interest to disclose

such information about the quality of his product in order to distinguish himself from

sellers of low quality products. According to Grossman (1981), by doing this, the seller

of the good quality product can sell his product at a higher price since the prices of

goods to some extent reflect the underlying worth of the goods sold. If buyers have no

way of differentiating the quality of the products sold, then the products will have to be

sold at the same price regardless of the difference in quality. To provide information

about the quality of the products sold to buyers, Grossman (1981) suggests that the

seller makes statements or disclosures about his product's quality, which are verifiable

ex post. According to Grossman (1981), this can be achieved for example, by the

provision of guarantee or warranty contracts, which guarantee that the statements or

disclosures made are true. However, in cases where statements about product quality are

too costly either to communicate or verify ex post, and where such statements cannot be

guaranteed, then direct disclosure may be credible only if there occurs an ex post

observable characteristic which is correlated with product quality that can be guaranteed

as a substitute to product quality (Grossman 1981). In his analysis, Grossman (1981)

concludes that when information transmittal or warranties are costless, a monopolist

will disclose all the information he holds because buyers would put the worst

interpretation on non-disclosure. This he argues is because a monopolist has the ability

to make ex post-venfiable statement about the quality of his product. If a monopolist

decides to make less than full disclosure, consumers with rational expectations will

assume that the product offered is of the worst possible quality in respect of its

undisclosed aspects. The monopolist realizing this will have no choice but to make the

full disclosure.
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The disclosure principle introduced by Grossman's (1981) model assumes a situation

where there is a single seller and many buyers in the market. Therefore, his findings

may not be applicable to situations where there are many sellers and many buyers in the

market place. In addition, Grossman's (1981) model did not distinguish the difference

between the warranties that may be provided by high quality firms to distinguish

themselves from low quality firms.

In his models on disclosure, Milgrom (1981) introduced the concept of the

favourableness of news. In his security market model, he argues that the disclosure of

favourable news about a security's future returns will cause the security price to rise.

Similarly, in his model of sales encounter, Milgrom (1981) argues that a salesman will

disclose the most favourable information about his product since buyers will take a

sceptical view of any information that is concealed by the salesman. Therefore, such

information will not be concealed as any product information that is concealed by

sellers is assumed by buyers to be unfavourable.

Similarly, Jung & Kwon (19SS) argue that when investors believe that managers have

received information but there is a probability that they have not disclosed it, the

investors will infer the content of such information to be unfavourable. In addition, Jung

& Kwon (1988) argue that the possibility that investors have acquired credible

information from other independent sources such as the financial press or financial

analysts may result in managers of firms voluntarily disclosing information they would

otherwise withhold.

Chow et al.'s (1996) laboratory experiment also tests the validity of the disclosure

principle. This basic principle is that when disclosure costs are zero, maîagers will

voluntarily disclose all news, good and bad. Their findings fail to support the disclosure

principle. Their findings indicate that even when disclosure is costless, managers will

not disclose all news. They argue that when disclosure cost is zero, even though

investors do price-protect themselves when mangers withhold information, the price

penalty that investors impose is insufficient to induce tull disclosure. In addition, they

find that when there is positive disclosure cost, investors will reduce the price penalty

that they impose for non-disclosure, resulting in managers disclosing proportionally less
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news. Chow et al. (1996, p. 149) conclude that 'market incentives are not sufficient to

induce full hnancial disclosure'.

2.3.2 SignallingTheory

An alternative theoretical perspective that was developed to address situations of

information as¡rmmetry in markets where there are many sellers and many buyers is that

of the signalling models. The concept of signalling was first introduced in the

economics literature by Akerlof (1970) and Spence (1973) in the context of job and

product markets. However, it was Spence (1973), who developed the concept into an

equilibrium theory in the context of a job market. According to Spence (1973)

signalling models can be used by decision makers who face uncertainties in their

investment decisions. According to him, one such investment decision where decision

makers face uncertainties is in the process of hiring personnel. Spence (1913) points out

that in a job market situation, there is an information asymmetry between potential

employers and the job applicants. This is because the job applicants know their

productivity but the potential employers do not. Thus, potential employers at the initial

stage of hiring the job applicants are unsure of their productive capabilities and need

some kind of signal to help them in the hiring process. In such a situation, where

potential employers are trying to distinguish between high and low quality applicants,

Spence (1973) argues that the level of education of the individuals can help determine

the quality of the job applicants and the amount of wages that can subsequently be

offered. Spence (1973) argues that an equilibrium exists where potential employers can

rely on the applicants' level of education as a credible signal of their productive

capabilities. This is because high quality applicants prove their productive capabilities

by their ability to obtain higher qualifications. On the other hand, lower quality

applicants do not have the ability and skills to obtain such qualifications.

Spence (1974) further suggests that the signalling model can be extended to other

situations where there are information gaps between buyers and sellers. One such

situation suggested by Spence (1974) is in business organizations where sellers have

more information about the organizations and may need to emit signals to buyers. 'Ihus,

signalling theory shows how the process of signalling can reduce the information

asymmetry between the parties involved. The party with more information will signal

the information that they have to others to disclose their type. Therefore, in the context
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of product 'walranty for example, signalling theory predicts that high-quality firms will

offer a larger warranty than low-quality firms to signal their quality.

However, Newman & Sansing (1993) caution that the signals provided by firms to

disclose their type may not be fully truthful. According to Newman & Sansing (1993),

this is especially so for hnancial disclosures that permit some degree of managerial

discretion. They argue that because there are different users of the financial information,

some public disclosures made by firms will deliberately be inaccurate. In their model

they argue that due to threat of entry from competitors, firms will want to understate

their type to competitors to deter entry. However, firms will prefer to disclose their type

truthfully to investors in order to improve their investment decisions. In such settings,

the firm may make truthful and complete disclosures for some aspects of its private

information but noisy disclosures for others.

Prior researchers have also applied signalling theory to several areas in corporate

finance (Bhattacharrya, 1979; Crawford &. Franz, 2001; Leland & Pyle, 1977; Levy &

Lazarcvich-Porat, 1995; Ross, 1977). Financial signalling models were developed so

that investors can infer the value of the firms after managers provide an indirect signal

in the form of an observable financial action, for example, by selecting a particular

dividend policy or a particular capital structure or a parlicular accounting or financing

policy. In these models, investors perceived the selected financial signals given by

managers as credible communication of inside information, since the signal given is

costly and the marginal cost of false signalling exceeds the marginal benefit.

Leland & Pyle (1977) argue that entrepreneurs can perfectly reveal the private

information about their firms by retaining a percentage of the ftrms' ownership. In their

model, they argue that one such way that lenders can infer the true quality of a project

undertaken by a firm is by observing the actions of the entrepreneurs since the

entrepreneurs know more about the project that is to be undertaken by the firm.

According to Leland & Pyle (1977 , p. 371):

The willingness to invest may serve as a signal to the lending market of the true quality

of the project; lenders will place a value on the project that reflects the information

transferred by the signal.
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However, Leland & Pyle (1917) dismiss the use of direct transfer of information

between borrowers and lenders because of the moral hazard problem. They argue that

lenders must infer the value of the firm by observing the actions of the entrepreneurs

and state that:

Borrowers cannot be expected to be entirely straightforward about their characteristics,

nor entrepreneurs about their projects, since there may be substantial rewards for

exaggerating positive qualities. And verification of true characteristics by outside

parties may be costly or impossible.

(Leland & Pyle 19'77,p.371)

Levy & Lazarcvich-Porat (1995) undertook a laboratory experiment to test Leland &

Pyle's (1917) theoretical analysis. The study tests the association between entrepreneur

participation in financing a new project and firm value. The study investigates

investors' willingness to pay a higher price for a firm which signals quality. Their

findings support signalling theory. Subjects of the experiment were willing to pay a

higher price for the firm when the entrepreneur had a higher participation in financing

the project as compared to firms with lower participation. The findings show that the

share price increases as the proportion of entrepreneur ownership increases. The

subjects in this experiment thus create their own beliefs regarding the firm's quality.

Subjects of the experiment believe that the manager knows more about the viability of

the project and, by participating in financing the project, they are sending indirect

signals about the viability of the project and the quality of the firm.

Firms have also retained debt in their financial structure in an attempt to signal quality.

Ross (1977) uses signalling theory to illustrate the relationships between signalling and

the determination of the financial structure of a hrm. In his model, he argues that firms

will signal their use of debt financing to indicate that they are a high quality firm. This

is because only high quality firms will have the ability to borrow and repay their debts.

Payment of cash dividends by firms can also signal the quality of the firm.

Bhattacharrya (1979) develops a model associating the payment of cash dividends made

by firms with their expected cash flows. He argues that because cash dividends are

taxed at a higher rate than capital gains, the payment of cash dividends by firms acts as
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a signal to investors of the frrms' expected cash flow. Only a high quality firm can

afford to pay cash dividends.

In addition, share distribution made by companies is viewed as providing a positive

signal about firms'private information. Crawford &,Franz (2001), argue that one of the

reasons that the stock market generally reacts positively to the announcement of a share

distribution even though the distribution does not affect cash flows is because of the

signal provided by managers. According to Crawford & Franz (2001, p. 1a\ investors

perceive the announcement as a signal that managers have favourable private

information about their firm's value'. However, Crawford &, Franz (2001) argue that

managers' incentives and costs are taken into consideration by investors in their

evaluation of the credibility of the signal provided by managers. This will result in a

negative relation between the market's response to the share distribution and the ftrm's

pre-announcement share price. This is known as the credibility-of-signal effect. They

argue that '... the market response is reduced because of the observable net benefits to

managers of sending the signal reduce the signal's credibility to investors' (Crawford &

Franz2O0l,p. 162).

Various studies on initial public offerings (IPOs) have also drawn on signalling theory

to help resolve the asymmetric information problem inherent in the IPO process, since

the success of an IPO depends primarily on the perceptions of the potential investors

regarding the performance of the company making the public issue. Thus, managers

will need to send signals to the potential investors to indicate the quality of the firm,

thereby reducing uncertainty on the part of the potential investors. The reputations of

investment bankers (Hughes 1986), quality of auditors (Beatty 1989; Datar et al., l99l;

Titman & Trueman 198ó), board prestige (Certo 2003), venture capitalist certification

(Megginson & Weiss l99I), retention of a percentage of firm's ownership (Datar et al.,

l99l; Leland & Pyle l9ll) and underwriter's reputation (Carter & Manaster 1990;

Carter et al., 1998) have been used as indirect signals to indicate the quality of the firm

in the IPO process.

Titman & Trueman (1986) use a theoretical model to show the relationship between a

firm's value and the choice of auditor and investment banker during an IPO process.

They argue that investors will be able to infer the nature of the entrepreneur's
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information from his choice of auditor. The choice of auditor can be used as a signal of

the quality of the firm, which in turn can be used to value the new issues. As auditors

are hired to assure accurate information to potential investors' during the IPO process,

they argue that an owner with more favourable information will be willing to pay a

higher fee for a quality auditor in order to provide more accurate information, as the

information that will be provided by the auditor will likely be favourable. Thus, Titman

& Trueman (1986) conclude that an entrepreneur with favourable information about his

firm's value will choose a higher-quality auditor and investment banker than an

entrepreneur with less favourable information. Therefore, the higher the quality of the

audit firm, the more favourable will investors infer the information to be, and so the

higher will be the price at which the new issue can be sold.

Beatty (1989) empirically tests the relationship between the reputation of an audit firm

and the initial retum earned by an investor. His findings indicate that there is an inverse

relationship between the reputation of the audit firm and the initial return earned by IPO

investors. This is due to less under-pricing of the f,rrm's equity securities during the IPO

process. From the findings of his study, he concludes that by hiring a reputable audit

firm during the IPO process, managers are reducing the uncertainty problem faced by

potential investors since these auditors can creditably attest to the assertions contained

in the audited financial statements. Thus, Beatty (1989) argues that managers are using

the reputation of their audit firm to signal the quality of the audit and value of the firm

to the market, resulting in less under-pricing of the fitm's equity securities. This is

because high quality firms are more likely to engage reputable auditors than low quality

firms. However, Datar et al. (1991) argue that the choice of auditor and the resulting

audited report alone do not provide additional information about the firm's future

market value. They argue that the audit report only reports what the entrepreneur

already knows. They view the role of auditing as primarily one of attestation. To

overcome this limitation, they develop a model that considers the simultaneous use of

audited reports and percentage of retained ownership. They argue that the choice of

auditor provides only partial information about the entrepreneur's private information.

The audited report may not perfectly reveal the firm's type. To signal quality type, it is

necessary that the entrepreneur retain a smaller percentage of his ownership in the fìrm.

This way, any remaining uncertainty that investors may have about the firm will be

resolved.
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The reputations of underwriters engaged in the IPO process have also been used to

signal the quality of the firm (Carter & Manaster 1990). Carter & Manaster (1990)

argue that firms would select prestigious underwriters in an attempt to signal their low

risk characteristic to the market. They argue that as prestigious underwriters need to

maintain their reputation, they will only market the IPOs of low risk firms. Thus, the

choice of underwriters can act as a credible signal as to the type of firm, and assist

investors in valuing the firm. In addition, Carter et al. (1998) provide further empirical

evidence of the relationship between underwriters' reputation, their initial returns, and

the long-run performance of the IPO stocks. In this study, they extend the period of

investigation to include not only the year of the IPO, but also a three-year period

following the IPOs. Their findings indicate that IPOs that are managed by more

reputable underwriters are associated with less under pricing, not only in the short run

but also for the three-year holding period.

Certo (2003) in a theoretical paper suggests that the symbolic role of prestigious board

structures may be important in the IPO process. According to him, this is because the

perception of investors about board prestige is important to investors, as it will signal

the organizational legitimacy of the firm, and this will affect its market performance.

Certo (2003) argues that in addition to financial information, non-ftnancial information

is also important to IPO investors in making investment decisions. Information about

board structures represents important non-financial information that can assist investors

in their decision-making. Certo (2003) further suggests that the prestige of the investors

themselves may also influence their perceptions of board prestige. Certo (2003, p. a39)

states that:

prestigious investors may better differentiate between prestigious and non-

prestigious board structures; whereas less prestigious investors may tend to group

together prestigious and non-prestigious board structures.

The presence of venture capitalists in the IPOs of companies also provides a signal of

the credibility of the offering price of the issue (Megginson & Weiss, 1991). According

to Megginson & Weiss (1991), the presence of venture capitalists in the offering firm

certifies the quality of the issue. Their findings also indicate that the presence of venture

capitalists in the IPOs of companies will also altract more prestigious auditors and
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underwriters. In addition, retention by the venture capitalists of their shareholdings in

the company after the IPOs indicates the credibility of the certification provided by

them.

Of relevance to this study is the application of signalling theory to the area of corporate

disclosure. Watts &. Zimmerman (1986) argue that signalling theory can be applied in

the area of corporate disclosure. In the context of corporate disclosure, managers of

hrms are assumed to possess more information than outsiders regarding a ftrm's

expected profits, risk exposure, future cash flows etc. 
'Watts &, Zimmerman (1986,

p.165) argue that:

Those firms whose share prices are undervalued have an incentive to expend additional

resources on financial information to signal that fact. The remaining, overvalued firms

implicitly signal that fact by not providing additional information, and the value of their

shares drops to the average value for the overvalued group.

This process according to them will continue until only firms with the worst

performance will not signal. Thus, signalling motivates corporate disclosure. This

proposition is termed the 'signalling hypothesis' by Watts & Zimmerman (1986, p.

166).

Hughes (1986) was the first to develop a signalling model that includes direct disclosure

as a second signal of firm value. She formulated a bivariate signalling model by

extending Leland & Pyle's (1917) univariate model to include direct disclosure as a

second signal. Hughes (1936) argues that in addition to firm ownership, managers can

effectively communicate inside information to investors by direct disclosure, for

example through their accounting reports. Hughes (1986) disagrees with earlier

researchers who have dismissed direct disclosure as a signal in their models because of

the moral hazard problem attributed to disclosure. According to Hughes (1986, p. 136)

direct disclosure is a credible signal '... to infer firm value because of the contingent

contract with the entrepreneur under which a non-dissipative penalty is imposed for

outcomes considered low relative to the disclosed value'. According to her'... the

entrepreneur is penalized if úte ex posl costlessly observable cash flow of the firm

indicates that the disclosure was fraudulent' (Hughes 1986, p. 119). The two signals,
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disclosure and firm ownership according to Hughes (1986) will have to be chosen

simultaneously by the managers in order to minimize the cost of signalling value.

Healy & Palepu (1993) draw on the information perspective of financial reporting by

arguing that managers can make their financial report more credible, and correct the real

value of their firm, by making either additional voluntary disclosure, or by signalling

their financing policies. According to Healy & Palepu (1993), even though managers of

firms have superior information about their firms' current and future performance

relative to investors, there exists conflict of interest between them and the shareholders,

and also imperfect accounting and auditing standards. Consequently, financial reports

are distorted, resulting in information problems. This leads to firms being misvalued by

the public capital markets. To correct the real value of their firms, managers need to

signal the quality of their firms by making additional direct voluntary disclosure in their

financial statements or by indirectly signalling their hnancing policies.

Similarly, Kanodia & Lee (1998) argue that the periodic performance reports issued by

management reveal private information about the profitability of new investment

opportunities. According to them:

In equilibrium, investors in the capital market extract information from both the firm's

observable investment and the performance report ... The observed investment is used

to make inferences about management's prior beliefs, and the performance report is

used to update the distribution of future cash flows given these inferred prior beliefs.

(Kanodia & Lee 1998, p. 34)

Thus, Kanodia & Lee (1998, p. 34) argue, 'the anticipation of performance repofts

disciplines managers' investment incentives and allows the firm's observable

investment to emerge as a credible signal of management's prior information'.

Trueman (1986) argues that managers have the incentive to voluntarily disclose

earnings forecasts to signal their ability in managing the firm. According to Trueman

(1986), the reason why managers voluntarily disclose eamings forecast in advance of

actual earnings announcements is to signal the quality of their firm. Since investors
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cannot directly observe managers' ability in managing the firm, managers therefore

signal their ability to anticipate future changes in the firm's economic environment by

disclosing their earnings forecast in advance of the actual earnings announcements. This

is because the firm's market value is affected by investors' perception of management's

ability to anticipate future changes in the firm's economic environment, and their ability

to subsequently adjust the production plans. However, according to Trueman (1986) the

incentive to voluntarily disclose such information only exists provided that the

information disclosed is costless. However, if there are costs involved in disclosing such

information, then disclosure is not guaranteed.

In his study on earnings-related disclosure, Skinner (1994) provides empirical evidence

that managers disclose both good and bad news forecast voluntarily. Skinner (1994)

finds that good news disclosures are made by f,rrms to signal the quality of their firms.

However, for bad news disclosure, Skinner (1994) finds that firms voluntarily disclose

bad news to prevent the eventual decline in share prices when the actual announcements

are made, for fear of being sued, or to avoid incurring reputation costs. Skinner (1994,

p. 40) argues that:

... to prevent large stock declines on earnings announcement dates (and thereby reduce

the potential costs of shareholder suits), managers have incentives to pre-empt the

announcement of large negative eamings surprises.

Thus, Skinner (1994) argues that managers will voluntarily disclose good and bad news

as signals of the quality and performance of their firm.

Watson et al. (2002) however finds limited evidence to support signalling theory for

voluntary disclosure of ratios. Their study draws on signalling theory to explain the

voluntary disclosure of accounting ratios made by several United Kingdom (UK)

companies. The study tests the association between ratio disclosure and a firm's

characteristics. They argue that even though ratio disclosure is voluntary, if it is

considered as best praotice, then disolosing such ratios may signal reporting quality. In

particular, they argue that signalling theory will support the disclosure of certain types

of ratios such as investment, profitability and efftciency ratios that will highlight

favourable aspects of a f,rrm's performance. Watson et. al's (2002) results however, do
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not support signalling theory. Their findings indicate that while most companies do

disclose ratios, the practice of doing so is not consistent. Different companies will

disclose different ratios and they will calculate them in different ways, resulting in

difficulty in comparing between companies. Their results indicate that companies are

not using ratios to signal their perfoÍnance, even though ratio analysis is a useful tool

that is normally used by investors in assessing and comparing companies' performance.

The voluntary disclosure of additional information to signal quality is however, not

costless. Proprietary costs have a constraining effect on additional disclosure. The

disclosure of such additional information to reflect quality may reveal valuable

proprietary information. There may be situations when managers may not want to

reveal all the information that users of financial information desire because of the

proprietary nature of the information. Managers fear that releasing such information will

benefit the competitors, resulting in the firm incurring proprietary costs. In fact as

suggested by Dye (1985), concerns over the disclosure of proprietary information affect

a firm's selection of accounting choice.

2.3.3 Proprietary Costs and Voluntary Disclosure

The perception that firms are reluctant to voluntarily disclose additional information due

to the effect of proprietary costs is widespread amongst researchers on voluntary

disclosure. The economic theory of games (or game theory for short) has been used by

prior researchers to provide a formal framework for predicting possible outcomes, of the

conflicting incentives of voluntarily disclosing proprietary information during periods

of uncertainty and information asymmetry. By modelling the conflicting incentives on

voluntary disclosure as a game, researchers then predict the possible outcomes taking

into consideration the three major players of the game: the manager of the incumbent

firm; the potential entrant; and the financial market. The manager of the incumbent firm

is reluctant to release proprietary information as the dissemination of such information

may reduce the firm's future earnings by the entry of rivals. However, such disclosure is

necessary to increase the financial market valuation of the firm. In a game theory

setting, 'each player in the game is assumed to want to maximize his or her expected

utility ...' (Scott 7997, p. n\. In addition, each player in the game needs to consider

and predict the possible actions to be taken by the other players in the game.
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According to Scott (1997, p. na)

Actions of other players can be extremely diffrcult to predict because the action chosen

by one player will depend on what action that player thinks the other players will take,

and vice versa.

A review of the existing literature on the relationship between proprietary costs and

voluntary disclosure indicates that various relationship models based on game theory

have been developed by prior researchers to investigate the impact of proprietary costs

on voluntary disclosure (Danough & Stoughton, 1990; Dye, 1986; Feltham & Xie,

1992; Gigler, 1994; Jung & Kwon, 1988; Li et al., l99l; Verrecchia, 1983, 1990;

Wagenhofer, 1990). The outcomes from these models are varied.

Verrecchia (1983) in his model on discretionary disclosure argues that the degree of

uncertainty caused by a manager withholding information is related to a threshold level

of disclosure, which is dependent on the expected size of the proprietary costs. He

asserts that firms have incentives not to disclose information to avoid incurring

proprietary costs.

According to Verrecchia (1983, p.119)

The manager decides to either release or withhold this signal on the basis of the

information's effect in the asset's market price. He exercises discretion by choosing the

point, or the degree of the information quality, above which he discloses what he

observes, and below which he withholds his information.

Verrecchia (1983) refers to this point as the'threshold level of disclosure.'

In his model Verrecchia (1983, p. 179) assumes that:

Traders are aware of the existence, but not the content, of the information possessed by

the manager. Therefore, a manager's choice of a threshold level of disclosure has to be

determined in conjunction with trader's expectations.
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Verrecchia's (1983) model also shows that the threshold level of disclosure increases as

the proprietary cost increases, and when proprietary cost is zero (that is, when

disclosure is costless), his model yields the same result as the earlier work of Grossman

(1981) and Milgrom (1931). The model predicts that there will be full disclosure by a

manager. The manager will disclose both good and bad news.

Subsequent empirical studies have sought to test Verrecchia's (1983) model. Chow et

al.'s (1996) laboratory experiment also tests Verrecchia's (1983) model. Their findings

fail to support Verrecchia's (1983) prediction that when disclosure is costless, managers

voluntarily disclose all news (good and bad). However, their findings support

Verrecchia's (1983) prediction of a relationship between proprietary cost and a

threshold level of disclosure.

In a further test of Verrecchia's (1983) proprietary cost theory, Scott (1994) investigates

the incentives and disincentives of voluntary disclosure for defined benefit pension

schemes of Canadian firms. His findings support Verrecchia's (1983) proprietary cost

model. His findings indicate that proprietary costs and the type of news to be disclosed

do influence firms' disclosure level. The larger the proprietary cost, the greater is the

incentives for firms not to voluntarily disclose information. However, if the news is

favourable these hrms have greater incentives to disclose the information.

The models developed by Dye (1986), Grossman (1981), Milgrom (1981) and

Verrecchia (1933) only considered proprietary costs as being exogenous disclosure

costs that arise when the firm discloses proprietary information. They did not explicitly

model the strategic decisions of opponent firms. This was undertaken by 'Wagenhofer

(1990).'Wagenhofer's (1990) disclosure model predicts the existence of full and partial-

disclosure equilibria in a market where there are three players: the firm, an opponent,

and the investors. He deduces that in situations where there is both full and partial

disclosure equilibrium, firms will normally prefer the partial disclosure equilibria. Even

though Wagenhofer (1990) acknowledges the effect of proprietary costs due to

disclosure, his model predicts that the existence of such costs does not necessarily imply

non-disclosure. His analysis shows that proprietary costs are the result of strategic

decisions made by opponents who use all available information.
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Wagenhofer (1990, p. 342) states that:

... if the firm does not disclose, it still can incur proprietary costs, since the opponent

might take an adverse action based on the information conveyed by nondisclosure.

Conversely, disclosure can result in no proprietary costs if the information disclosed

deters the opponent from taking an adverse action.

Thus, Wagenhofer (1990) argues there is never non-disclosure equilibrium. King &

Wallin's (1995) experimental study was designed to test Wagenhofer's (1990)

disclosure model. Their results from an experimental market game study support

Wagenhofer's (1990) prediction that firms prefer the partial-disclosure equilibrium to

the full-disclosure equilibrium.

Extending Wagenhofer's (1990) work, Gigler (1994) develops a model that contrasts

the effects of disclosure on the actions of opponents and investors. Gigler (1994)

focuses on the issue of generating credibility from voluntary disclosures. In his model,

Gigler (1994) assumes that a firm will want to overstate its profitability to the capital

market whilst understating it to competitors. He further assumes that since voluntary

disclosure is unaudited and can be manipulated by management, the credibility of such

information is jeopardised. Firms would then be reluctant to make such voluntary

disclosures as such disclosures are ignored as they are viewed as not being credible.

Therefore, he argues that since firms are willing to incur proprietary costs in voluntarily

disclosing information, the proprietary costs encourage firms to make voluntary

disclosures that can add credibility to the disclosures made. Gigler (1994) however,

disagrees with the concept of full disclosure. He argues that 'for all parameter values, no

firm will completely disclose its private information' (Gigler 1994, p.235). According

to him, a firm will want to provide credible proprietary information in its disclosure, but

not to completely reveal all information.

In a follow up modelling of his earlier work, Verrecchia (1990) considers how the

quality of management's private information will affect managers' voluntary clisclosttre

decisions. In this analytic study Verrecchia (1990) shows how a change in the quality of

information received by a manager affects the manager's threshold level of disclosure

and the probability of disclosure. He argues that information of higher quality will result
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in a lower threshold level of disclosure and this will increase the probability of

disclosure. He adds that 'when amaîager withholds information of a higher quality, the

market discounts the value of the asset further than it would otherwise' (Verrecchia

1990, p.375). This he argues will force the threshold level down, resulting in a higher

probability of disclosure. However, Penno (1997) in his examination of voluntary

disclosures of non-proprietary information disagrees with Verrecchia's (1990) assertion.

Penno (1997, p. 276) argues that 'under certain conditions the frequency of voluntary

disclosures is negatively related to the quality of information'.

The frequency and quality of voluntary disclosures will have an industry effect. Dye &

Sridhar (1995) argue that the voluntary disclosure made by some firms in the industry

will eventually induce other firms to make similar disclosures.

... as more firms possess private information about some new value-relevant dimension,

it becomes more likely that every firm will disclose information on its perforrnance

along that dimension.

(Dye & Sridhar 1995, p. 159)

Allied to the evidence of an industry effect is a study by Hayes & Lundholm (1996) on

the voluntary disclosure of segment information. In addition to complying with the

regulatory requirements relating to segment information, firms may choose to disclose

further detailed information about their segments. Hayes & Lundholm's (1996) model

considers the situation where a firm's choice on reporting its segment activities is made

after consideration of the market's valuation and its rival's action. They argue that:

The firm takes the rival's possible actions into account when choosing a segment

reporting strategy and the capital market determines the fìtm's price based on its

disclosures and in anticipation of the rival's action.

(Hayes & Lundholm 1996, p. 263)

Similarly, Harris (1998) argues that even in less competitive industries managers are

reluctant to disclose detailed segmental reporting for fear that rival firms will capture
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their abnormal profits. Harris (1998) empirically investigates the association between

competition and managers' segmental disclosures. Her findings indicate that operations

in less competitive industries are less likely to be reported as industry segments in an

effort by management to conceal their abnormal profits and their market share in these

industries.

In addition, Kelly (1994) argues that firms with high return on investment (ROI) are less

likely to report discretionary segmental information than firms with low ROI. He argues

that such firms are reluctant to make such disclosures in an attempt to minimize

proprietary costs arising from entry of competitors into such market.

There have been few empirical investigations to test the many analytic models of the

relationship between proprietary costs and voluntary disclosure. Two empirical studies

of Verrecchia's (1983) model were reviewed earlier in this section. Other relevant

empirical studies are found in relation to proprietary costs of corporate environmental

disclosure.

First, Cormier & Magnan (2003) investigate the influence of proprietary costs on firms'

corporate environmental reporting strategies. Their findings indicate that proprietary

costs play a major role in determining a firm's environmental reporting strategy. Those

f,rrms in good financial condition disclose more environmental information than poorly

performing firms, suggesting that firms that are fìnancially sound are better able to

absorb the impact of proprietary costs due to disclosure. Second, Li et al. (1997) in a

study on environmental liability, introduce a model and provide evidence that firms will

incur proprietary costs not only from disclosing good news but also by disclosing bad

news. They argue that by disclosing bad news a firm can trigger a successful strike by

the opponent. They also argue that when the expected proprietary costs due to

disclosure are expected to increase, firms will be less likely to make voluntary

disclosure. Li et al. (1991) also conclude that in a partial disclosure equilibrium, firms

will make voluntary disclosure to reveal information on a strategic basis in order to

maximize their share value.

In summary, previous market entry game models and empirical (experimental design)

studies suggest that the disclosure of proprietary information to signal quality of the
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firm to investors is dependent on such factors as the level of competition in the industry

(Darrough &, Stoughton, 1990; Harris, 1998; Hayes &, Lundholm, 1996), the

performance condition of the disclosing firm (Cormier & Magnan, 2003; Kelly, 1994)

and the type of news to be disclosed (Li et al., 1997; Milgrom, 1981; Scott, 1994;

Verrecchia, 1983).

In this study, the impact of proprietary costs on management's voluntary disclosure

decisions is investigated for firms with antecedent conditions of investment growth

opportunities (a surrogate for the level of potential competition) and corporate hedging

strategies (a surrogate for the performance condition of the fi.-).

2.3.3.1 Investment Growth Opportunities

The concept of investment growth opportunities of a firm was first termed by Myers

(1977) as 'investment opportunity set' (IOS) to refer to the extent to which a hrm's

value depends on the future discretionary expenditures made by the firm. In this sense,

the concept is directly associated with the firm's expected future cash flows. According

to Myers (1977) firm value is divided into two components: assets-in-place, and

investment (growth) options.

As explained by Gaver & Gaver (1993 p. I27) '... virtually any discretionary

investment expenditure can be viewed as a growth option'. Mason & Merton (1985)

point out that expenditures made by managers to expand the capacity of their projects,

or to introduce new product lines, or to acquire other firms, or expenditures in

advertising brand names, or even to maintain and replace existing assets, amounts to

growth options.

Cross sectional variations in the investment opporlunity set of firms, which make this

concept a variable, are due to several reasons. Smith & Watts (1992) state that the

investment in specialized physical and human capital by a firm is the factor that results

in the variation in the frrm's investment opportunity set. Kester (1986) on the other hand

argues that the value of investment options is dependent upon the particular assets to

which they are attached. Chung & Charoenwong (1991) however point out that the

differential investments made by firms, either to generate economies of scale, or to

differentiate their product from that of competitors, or to investment for brand loyalty or
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patents, that create barriers to entry which halt or delay the competitive factors, will

result in cross-sectional variations to the value of investment options.

A review of the literature reveals that the concept of investment growth opportunities

has been empirically modelled in the following types of relationships:

o corporate policy choices concerning capital structure, dividend policy and

or ganization al s tructure

o corporate performance and corporate governance

o accounting policy choices concerning eamings decreasing and smoothing

procedures

o corporate voluntary disclosure levels

First, prior studies provide evidence that investment growth opportunities can influence

corporate policy choices (Gaver & Gaver, 1993; Gul, 1999; Ho et al., 2004; Jo et al.,

1994; Smith & Watts, 1992). Smith & 'Watts (1992) provide industry-level evidence

that firms with more growth opportunities use less debt in their capital structures. They

argue that this is in line with agency conflicts, which cause firms with an abundance of

positive net present value of investment opportunities to issue equity rather than debt to

finance their new investment. Smith & 'Watts (1992) also argue that growth firms have

low dividend payout policy, since investment and dividends are linked through the

firm's cash flow identity. In addition, they argue that growth firms require more

managerial discretion than firms with low growth. Gaver & Gaver (1993) using data at

hrm level conducted a similar study on growth and non-growth firms, and their findings

were consistent with those of Smith & Watts (1992). Thus, they confirm the

contracting-cost explanation of corporate policy choice.

By contrast, Jo et al. Q99$ find that for Japanese firms there is a positive relationship

between book debfequity ratios and the growth rate of firms. They argue that this is

because, for Japanese firms, the agency conflicts are reduced due to their institutional

arrangements where 'Japanese financial institutions are allowed to take large positions

in the debt and equity of the same frrm' (Jo et al. 1994,p.229). They argue that:

... these large investors can reduce the inherent principal-agent conflict affecting the

shareholders and debt holders of the f,irms. A1so, large equity stakes by Japanese
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financial institutions and their active monitoring of corporate policy reduces the agency

conflict between owners and managers by controlling managers' consumption of

perquisites and by reducing their scope to pursue goals other than profit maximization.

(Jo et al. 1994,p.229)

Gul (1999) extended parts of Smith & Watts (1992) study on the relationship between

IOS and corporate policy decisions to sample firms from China. His findings were

consistent with those of Smith & Watts (1992) and Gaver & Gaver (1993). Ho et al.

(2004) provide evidence that director ownership moderates and counteracts the

association between IOS and corporate policies, using sample firms from Hong Kong.

Their results are consistent with contracting theory predictions that high director

ownership mitigates the need for incentive or bonus compensation plans in growth firms

(Ho et al.2004, p. 383).

Second, prior researchers provide evidence that there is a negative association between

firms' investment opportunities and performance (Baber et al., 1996; Gul, 1999). In

addition, Hutchinson & Gul (2003) find that the negative association between firms'

investment opportunities and performance 'is weaker for firms with (1) a higher

proportion of non-executive directors on the board, (2) higher management

shareholdings and (3) higher management remuneration' (Hutchinson & Gul 2003, p.

17). Thus, they argue that there is a relationship between performance of growth firms

and the composition of the board of directors. Hutchinson & Gul (2003) conclude that

corporate govemance is therefore important for firms with more growth opportunities.

Third, Watts & Zimmerrnan (1986, 1990) first speculated that there might be a link

between a firm's investment growth opportunities and financial reporting choice. They

argue that growth frrms' assets are less readily observable since they aro represented by

future investments. Thus, contracts based on these less readily observable values

provide managers with greater flexibility to behave opportunistically. Accordingly,

thcy suggest that thc growth firms' acccptcd sct of accounting proccdurcs would rcstrict

the manager's ability to choose earnings inflating procedures. Hence, they argue that the

greater the firm's growth opportunities, the more income decreasing accounting

procedures will be chosen by managers.
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Similarly, Skinner (1993) argues that firms with low gro\ /th (more assets-in-place) will

choose income-increasing accounting procedures. Skinner (1993) provides evidence of

an indirect relationship between the investment opportunity set of a firm and its choice

of accounting procedures. According to him, low growth firms will have the incentive

to choose income-increasing accounting procedures due to their choice of accounting-

based debt covenants for their public debt contracts and earnings-based bonus plans.

According to Skinner (1993, p. 408):

Specifrcally, firms with relatively more assets-in-place are more likely to employ (i)

accounting-based debt covenants ín their public debt contracts and (ii) bonus plans that

tie the bonus directly to accounting earnings. Thus, managers of firms with more assets-

in-place have larger incentives, given the nature of the contracts in place in these firms,

to select income-increasing accounting procedures. This is evidence of an indirect

relation between the IOS, through its effect on contracting, and accounting choice.

The following figure indicates the relationship between firms' investment opportunity

set and their choice ofaccounting procedures as suggested by Skinner (1993).

Figure 2

The Link between the Investment Opportunity Set, Incentive Compensation,
Accounting Earnings-Based Bonus Plans, and Accounting Procedure Choices

Adapted from Skinner (1993, p. ala)

Less likely to
use incentive
compensation

Firm with more
assets-in-place

More likely to use
earnings-based
bonus plans

More likely to use
income-increasing
accounting
procedures

Accounting numbers
are relatively good
measures of
performance
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On the other hand, Dhaliwal & Heninger (1999) provide evidence of a direct link

between a firm's IOS and its accounting choice. They argue that'managers of high

growth firms are concerned, not only with the level of current earnings, but also with

the variance of the earnings stream' (Dhaliwal & Heninger 1999, p. 161). Thus, the

relationship between a frrm's IOS and its accounting choice is based upon managerial

incentives to reduce the variance of accounting earnings. Dhaliwal & Heninger (1999)

argue that since high growth firms have more variable earnings, they have greater

incentives to select an accounting method that will result in a lower variance of reported

earnings in order to reduce the variance in their eamings stream.

Finally, in relation to corporate voluntary disclosure levels, Taylor & Redpath (2000, p.

7) argue that:

Firm's growth opportunities are directly determined from its expected future cash flows,

and are therefore proprietary in nature, thus, managers of such firms will be reluctant to

disclose information on their investment growth opportunities for concern that

competitors will act to dissipate the value of such investments.

Empirical investigation on IOS and its relationship with voluntary corporate disclosure

levels is limited and has mixed findings (Bamber & Cheon, 1998; Harris, 1998; Taylor

& Redpath, 2000).

Bamber & Cheon (1998) investigate the effects of the cost of disclosure onmanagers'

decisions on how and where to disclose earnings forecasts. In this study they provide

evidence on the relation between voluntary disclosure (represented by earnings

forecasts), and disclosure-related legal liability costs and proprietary information costs.

Their evidence indicates that when disclosure-related legal liability costs are high,

managers are more likely to issue their eamings forecasts in special press releases, and

the disclosure is less specific. In their investigation on the relationship between

voluntary disclosure and proprietary information costs, two indicators of proprietary

information are given. These inrlicators are growth opportunities and product-market

concentration ratios. They find a negative relationship between the growth opportunities

and the degree of specificity of disclosure. Firms experiencing high growth

opportunities or a concentrated product-market are more reluctant to disclose eamings
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forecast. Thus, they argue that the specificity of management earnings forecasts

depends on proprietary information costs. The higher the proprietary information costs,

the less information management is willing to reveal and the less specific is the forecast.

Management also protects proprietary information by using segment reporting to

conceal abnormal profits for business segmonts with greater growth opportunities

(Harris, 1998). Harris (1998, p. 126) suggests that '... managers attempt to conceal

information that would allow rival firms to capture their profits by not reporting less

competitive operations as business segments'.

Taylor & Redpath (2000) however, find a positive relationship between an entity's IOS

and the extent of its voluntary disclosure of proprietary information relevant to financial

instruments for the period after the introduction of the mandatory disclosure

requirements relating to financial instruments. They argue that this positive relationship

is due to the effect of a dramatic fall in gold price in Australia during the period of their

study, resulting in a downturn on the investment opportunities of companies involved in

gold mining.

The next consideration in this study is whether the investment growth opportunities of
firms are related to the size of the firms, and whether the size of the growth firms has

any effect on their voluntary disclosure decisions. Findings on the relationship between

investment growth opportunities and firm size have conflicting results. For example,

Gaver & Gaver (1993) f,rnd that growth firms tend to be relatively large and profitable.

They argue that their 'evidence contradicts the traditional notion of a growth firm as a

small, struggling, start-up firm' (Gaver & Gaver 1993, p. 139). However, Ho et al.'s

(2004) findings contradict Gaver & Gaver's (1993) argument that growth firms tend to

be relatively large and profitable. Their study on sample firms in Hong Kong finds that

growth firms are smaller and less profitable. Similarly, Baker (1993) criticizes Gaver &

Gaver's (1993) argument that growth firms tend to be relatively large and profitable as

being completely unconvincing. Hutchinson & Gul (2003) also confirm that growth

firms are small and unprofitable.

Banz (1981) provides evidence of a strong negative relation between average return and

firm size. His findings indicate that, on average, smaller firms have higher risk adjusted
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retums than larger firms. Fama & French's (1992) findings are also consistent with that

of Banz (1981). They argue that as the expected cash flows of management's past

decisions are already impounded by the capital market into a firm's returns, any

increase in returns made by a firm is due to the increase in the expected net present

value of its investment growth opportunities. They thus argue that the capital market

returns of smaller firms embody less value from previous investment decisions than

larger firms, but more value from their greater potential for growth into larger firms.

Similarly, Petty et al. (1996) argue that an increase in the value of the shares of smaller

listed companies is more likely due to an increase in the value of their investment

growth opportunities. That is, smaller listed companies are more likely to be growth

oriented.

In summary, investment growth opportunities of a firm is directly associated with the

firm's expected future cash flows. Empirical evidence reveals that this concept is related

to corporate policy choices, corporate performance and governance, accounting policy

choices and of relevance to this study, corporate voluntary disclosure levels. The latter

studies relate to disclosures of earnings forecasts, segment reporting and financial

instruments in the mining industry.

2.3.3.2 Corporate Hedging Strategies

Another key influence on management's decisions to voluntarily disclose proprietary

information is the hedging strategies of the firm. Hedging reflects the underlying risk

management condition of the firm, which provides a cushion against actions of

opponents that might take advantage of disclosure of proprietary information.

Firms can hedge their positions either by using off-balance-sheet hnancial instruments

such as forwards, futures, swaps, and options or alternatively, they can hedge by using

on-balance-sheet financing strategies, for example by relocating their production plants

to other countries.

According to Smith & Stulz (1985, p.392):

A firm can hedge by trading in a particular futures, forward, or option market even

though it has no identifiable cash position in the underlying commodity. Furthermore, a
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firm can hedge by altering real operating decisions; for instance, a merger can produce

effects similar to those of hedging through f,rnancial contracts.

Even though the Modigliani & Miller (1958) model takes the position that risk

management is irrelevant to a firm, as shareholders can hedge themselves by holding a

well diversified portfolio, theories of corporate hedging indicate that under certain

circumstances hedging can be value enhancing.

A review of the literature on corporate hedging reveals that various theoretical models

have been developed to predict the factors influencing frrms' decisions to hedge. These

models have predicted various reasons why firms hedge. Amongst them are:

o managerial risk aversion (Stulz, 1984; Smith & Stulz, 1985)

o the structure of a firm's tax code (Smith & Stulz, 1985)

o transaction costs of financial distress (Smith & Stulz, 1985)

o signalling of managerial abilities (DeMarzo & Duffie, l99l)
. the cost of external f,rnancing (Froot et al., 1993).

Stulz (1984) argues that corporate hedging is due to managers' risk aversion. Smith &

Stulz (1985) argue that the structure of the tax code, the transaction costs of financial

distress and management's desire to avoid risk may induce firms to hedge. They argue

that 'if excess-profits taxes or investment-tax credit increase the convexity of the tax

function, then such a tax will induce firms to hedge more' (Smith & Stulz, 1985 p. 395).

In addition, they argue that hedging can help firms avoid fìnancial distress by helping

managers manage their accounting numbers. They also argue that 'if the manager owns

a significant fraction of the firm, one would expect the firm to hedge more, as the

manager's end-oÊperiod wealth is more a liner function on the value of the firm' (Smith

& Stulz, 1985 p. 403).

DeMarzo & Duffie (1991) on the other hand, point out that even though shareholders

can hedge on their own, hedging is optimal when managers who have private

information about the firm's expected profits undertake it. This way managers can use

hedging to signal their capabilities to investors. Froot et al. (1993) conclude that

hedging can reduce the problem of under investment that would result from variations

in cash flow and costly access to external financing. They argue that'...hedging adds
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value to the extent that it helps to ensure that a corporation has sufficient internal funds

available to take advantage of attractive investment opportunities' (Froot et al. 1993,p.

r62e).

Empirical investigations on corporate hedging have focused on investigating the use of

derivative financial instruments by companies. These investigations explore whether the

corporate use of financial derivatives is consistent with the extant theories of hedging.

Allayannis & Ofek (2001) provide evidence that firms use cuffency derivatives as a

hedge rather than for speculative purposes. Nance et al. (1993, p. 267) from their

hndings suggest that '... firms which hedge face more convex tax functions, have less

coverage of fixed claims, are larger, have more growth options in their investment

opportunity set, and employ fewer hedging substitutes'. Mian (1996) provides strong

evidence of the relationship between economies of scale and hedging. Berkman et al.

(2002) argue that size of a firm and its leverage are the main reasons for the use of

derivatives by industrial and mining firms in Australia.

Geczy et al. (1997) examine cuffency hedging activities amongst a sample of Fortune

500 non-financial fìrms in 1990. Their findings indicate that 'firms with greater growth

opportunities and tighter financial constraints are more likely to use currency

derivatives' (Geczy et al. 1997, p. 1323). In addition, their study indicates that firms

with foreign operations either use foreign-denominated debt or cuffency derivatives to

hedge their foreign operations. They also find a positive relationship between foreign

pre-tax income and sales and foreign-denominated debt, and the use of cuffsncy

derivatives. Tufano (1996) examines hedging activities in the US gold mining industry

in an attempt to test the conformance of firms' risk management practices with existing

theories. His findings confirm the managerial risk aversion models of Stulz (1984) and

Smith & Stulz (19S5) that firms' corporate risk management decisions are undertaken in

order to avoid risk.

Haushalter (2000) examines the commodity hedging activities of US firms in the oil and

gas industry between 7992 and 1994. His fìndings provide evidence consistent with

hedging theories of transaction costs of financial distress. He argues that there is a

positive relationship between hedging and financial leverage. In addition, Haushalter

(2000, p. 107) states that:
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... the likelihood of hedging is related to economies of scale in hedging costs and to the

basis risk associated with hedging instruments. Larger companies and companies whose

production is located primarily in regions where prices have a high correlation with the

prices on which exchange-traded derivatives are based are more likely to manage risks.

Nguyen and Faff s (2002) empirical investigations on the determinants of derivatives

used by Australian companies support the financial distress hypothesis. They contend

that the decision by Australian corporations to use financial derivatives is influenced by

the firm's leverage, size and liquidity. In addition, Graham & Rogers (2002) in their

study of derivatives holdings for firms facing interest rate risk and/or currency risk

conclude that the costs of financial distress and size of firm affect derivatives use.

With the introduction of the accounting standard on financial instruments disclosure,

recent studies on derivatives hedging have also focused on the extent of hedging and its

effect on a frrm's value. Such studies on the extent of hedging were previously not

possible as most derivatives used for hedging were not required to be disclosed in the

financial statements and were therefore off balance sheet. In these studies, aggregated

notional values of derivative holdings were mostly used to measure the extent of

hedging (for example, Allayannis & Ofek, 2001; Berkman & Bradbury, 1996; Graham

& Rogers, 2002). However, Graham & Rogers (2002), in addition to using aggregated

notional values, also used net notional values to measure the extent of hedging.

Haushalter (2000) find a positive relationship between the extent to which a firm hedges

and its financial leverage. Allayannis & Ofek (2001, p. 295) provide evidence that 'a

firm's exposure through foreign sales and foreign trade is a very important factor that

both prompts corporations to hedge and guides their decision on how much to hedge'.

Nguyen & Faff (2002, p. 1) conclude that 'once the decision to use derivatives has been

made, a firm uses more derivatives as its leverage increases and as it pays out more

dividends ...'. They also hnd that'Australian companies use derivatives with a view to

enhancing firms' value rather than to maximize managerial wealth' (Nguyen & Faff

2002, p. 1).On a similarnote, Allayannis & Weston (2001) find significant evidence

that the use of foreign cuffency derivatives is positively associated with firms' market

value. According to them, this is because firms that use foreign cutrency derivatives are

rewarded by investors with a higher valuation. They argue that:
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Firms that begin a hedging policy experience an increase in value above those firms that

choose to remain unhedged and that firms that quit hedging experience a decrease in

value relative to those firms that choose to remain hedged.

(Allayannis & Weston 2001,p.274)

In addition, Graham & Rogers (2002) provide evidence that the extent of hedging

increases debt capacity and firm value.

Guay & Kothari (2003) take a different approach in their investigation of the magnitude

of derivatives used by firms. Instead of using the notional values of derivative holdings

to measure the extent of hedging, they use cash flow and market values sensitivity as

proxies for the magnitude of derivatives use. Their findings indicate that the extent of

derivatives being used by firms to hedge is small relative to their entity-level risks.

However, they conclude that even though derivatives use is small, firms will only use

them if their benefits outweigh their costs.

In this study, the use of derivative financial instruments for hedging purposes will be

investigated from a different perspective. The study will investigate the relationship

between the hedging strategies and the disclosure of proprietary information. V/ith

stronger risk management associated with hedging, firms will have a stronger financial

condition to absorb potential proprietary costs from disclosure of proprietary

information.

2.4 Legitimacy Theory, Media Attention and Corporate Disclosure, Political

Costs and Voluntary Disclosure

Managers' willingness to disclose more information about their firms than is warranted

may be due to their desire to remain legitimate. Firms want to be seen as complying

with societal values as failure to comply with society's expectations can lead to

sanctions being imposed on the firms by the society. Dowling & Pfeffer (1975) argue

that in order for organizations to survive, they need to compete with other organizations

with respect to activities that will be performed in order to remain legitimate.
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Organizational legitimacy is the outcome of, on the one hand, the process of

legitimation enacted by the focal organizalion, and on the other, the actions affecting

relevant nonns and value taken by other groups and organizations.

(Dowling & Pfeffer 1975,p.125)

This study extends the applicability and predictive power of legitimacy theory and the

media agenda setting theory by using these theories to underpin arguments on the

impact of political costs on management's decision to voluntarily disclose additional

information rel ating to financi al instruments.

2.4.1 LegitimacyTheory

Prior researchers have used legitimacy theory to explain and analyse various

organizational behaviours undertaken by organizations in order to survive. Legitimacy

theory, which is derived from the concept of organizational legitimacy, posits that 'in

order to continue operating successfully, corporations must act within the bounds of

what society identifies as socially acceptable behaviour' (O'Donovan 2002, p. 344).

Legitimacy is thus defined as:

.. . a condition or status which exists when an entity's value system is congruent with

the value system of the larger social system of which the entity is a part. When a

disparity, actual or potential, exists between the two value systems, there is a threat to

the entity's legitimacy.

(Dowling & Pfeffer 1975,p.122)

More recently, Suchman (1995, p.57\ defined legitimacy as:

... a generalized perception or assumption that the actions of an entity are desirable,

proper, or appropriate within some socially constructed system of norms, values,

beliefs, and definitíons.

Legitimacy theory assumes that there is a social contract either expressed or implied

between organizations and society (Shocker & Sethi 1974). In order to remain
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legitimate, orgaîtzations need to fulfil these social contracts. According to Guthrie &

Parker (1989, p.344):

... business operates in society via a social contract where it agrees to perform various

socially desired actions in return for approval of its objectives, other rewards and its

ultimate survival suggests that organizations must operate within the societal values and

nofins.

Thus, 'organizations "agree" to operate within certain bounds imposed by society in

order to enjoy continued access to product and resource markets' (Campbell et aL.2003,

p. sse).

Nasi et al. (1997,p.298) suggest that:

Corporations, as one kind of social arrangement, require legitimacy to maintain

functional, long-term relationships with the various communities on which they depend.

Corporations that lose legitimacy face a variety of difficulties, ranging from punitive

legislation to difficulties in hiring personnel. The benefits associated with legitimacy,

combined with social pressures toward conformity, generally lead managers of

"illegitimate" corporations to act to improve the legitimacy of their company.

Legitimacy however, is not an abstract measure of the 'rightness' of the corporation but

rather a measure of societal perceptions of the adequacy of corporate behaviour

(Suchman 1995). Since societal norrns are not static, these changing social norms and

values constitute a motivation for organizational change. Complying with social norTns

therefore, can become a source of pressure for organizational legitimation, as such

social nonns and values are constantly changing. Nasi et al. (1997) point out that

societal perception can change over time and different communities may have different

ideas about what constitutes legitimate corporate behaviour, as legitimacy is a social

construct based on cultural norms. According to them, society normally judges a

corporation based on its image. Legitimacy is, therefore, a measure of the adequacy of

societal perceptions of corporate behaviour compared to societal expectations for

corporate activity. Thus, corporations need to manage their corporate image and societal

expectations of their activity.
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According to Suchman (1995) the existing literature on otganizational legitimacy can be

categonzed into two main approaches: the institutional approach and the strategic

approach. The institutional approach to organizational legitimacy takes the view that

organizations respond to pressures from their institutional environments and adopt

structures and procedures that aÍe socially accepted as being the appropriate

organizational choice (Carpenter &, Feroz, 1992; DiMaggio & Powell, 1983; Meyer &

Rowan, l9l7). The institutional approach depicts legitimacy as a set of constitutive

beliefs. To the institutionalist, 'legitimacy and institutionalisation are virtually

synonymous' (Suchman 1995, p. 57 6).

On the other hand, according to Suchman (1995) the strategic approach assumes that

managers have a high level of managerial control over organizations' legitimation

process. Legitimation, according to this view, is purposive, calculated, and frequently

oppositional.

In addition, Suchman (1995,p.511) points out:

... the distinction between strategic and institutional approaches is a matter of

perspective, with strategic theorists adopting the viewpoint of organizalional managers

looking "out" whereas institutional theorists adopt the viewpoint of society looking

"iln,'.

The strategic and institutional perspectives of legitimacy theory are reflected in

Dowling & Pfeffer's (1975) suggestion that organizations take the following actions in

order to remain legitimate:

First, the organrzation can adapt its output, goals and methods of operation to conform

to prevailing defìnitions of legitimacy.

Second, the organization can attempt through communication, to alter the defìnition of

social legitimacy so that it conforms to the organization's present practices, output and

values.
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Finally, the organization can attempt, again through communication to become

identified with symbols, values or institutions, which have a strong base of social

legitimacy.

(Dowling & Pfeffer 1915,p.127)

The first action represents the institutional perspective in that an isomorphic adoption

occurs within the organization to conform to societal changes. The second and third

actions represent the strategic perspective of management taking control of the

legitimation process.

Lindblom (1994), as quoted by Brown & Deegan (1998, p. 23) states that there are four

strategies that can be undertaken by organizations in order to remain legitimate.

Lindblom (1994) suggests that firms adopt any one of the following strategies:

Ihe organization may seek to educate and inform its relevant publics about

actual changes in the organization's performance and activities;

lhe organization may seek to change the perceptions of the relevant publics

without having to change its actual behaviour;

the organization may seek to manipulate perception by deflecting attention from

the issue of concem to other related issues through an appeal to, for example,

emotive symbols; and/or

4. the organization may seek to change extemal expectations of its performance.

Earlier studies by Sethi (1977; 1978) also identified a strategic view of legitimation.

Sethi (1971, 1978) argues that there may be times when business performance and

societal expectations will differ. This gap, which is the 'legitimacy gap' , may be due to

certain actions undertaken by the business or due to society's changing expectations.

Figure 3 illustrates Sethi's definition of a legitimacy gap.

I

2

J
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Figure 3

Legitimacy Gap

Adapted from Sethi (1978, p. 58)

Legitimacy Gap
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SocialBusiness

Performance Expectations

When there is a legitimacy gap,businesses must take steps to nalrow the gap in order to

remain legitimate. In parallel with Dowling & Pfeffer's (1975) suggestion, Sethi (1978,

p. 53) suggests that businesses undertake one of the following strategies to narrow the

legitimacy gap:

1. Do not change performance, but change public perception of business performance

through education and information.

2.If changes in public perception are not possible, change the symbols used to describe

business performance, thereby making it congruent with public perception. Note that

no change in actual performance is called for.

3. In case both (1) and (2) are ineffective, bring about changes in business performance,

thereby closely matching it with society's expectations.

According to Sethi (1978), a publicity campaign such as advocacy advertising can be

used by businesses to counteract public scepticism of their social role or to counteract

any criticism of their activities. Sethi (1978, p. 56) defines advocacy advertising as:

Advertising that is concerned with the propagation of ideas and elucidation of

controversial social issues of public importance in a manner that supports the position

and interests of the sponsor while expressly denying the accuracy of facts and

downgrading the sponsor's opponents

Suchman (1995) on the other hand, argues that the strategies and public disclosures

undertaken by organizations differ depending on whether the organization is trying to

gain, maintain or repair the legitimacy gap. On a similar note, O'Donovan (2002, p.

347) points out that:
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Legitimation techniques/tactics chosen will differ dependíng on whether the

orgarization is trying to gain or to extend legitimacy, to maintain its level of current

legitimacy or to repair or to defend its lost or threatened legitimacy.

Corporate disclosure policies can be viewed as an important strategic means of

managing an organisation's legitimacy. There is a body of research that considers

incentives for corporate disclosure from a strategic legitimacy theory perspective. In

particular, empirical studies on corporate social disclosures have drawn heavily upon

the concept of legitimacy theory in explaining social and environmental disclosures

made by companies in their annual reports. This is because in most countries, the

majority of social and environmental disclosures are voluntary. Organizations use the

strategy of vohlntarily disclosing information about their social and environmental

issues to communicate such information to the society and their stakeholders, thereby

legitimating their actions. Thus, legitimacy theory views corporate disclosure as a result

of organizations reacting to their environments in order to legitimise their actions

(Guthrie & Parker, 1989; Hogner, 1982; Hutchings & Taylor, 2000; Lindblom, 1994;

O'Donovan 2002; Preston & Post, 1975; Woodward et al., 2001). According to Guthrie

& Parker (1989, p.344)'corporate social disclosures may then be conceived as reacting

to the environment where they are employed to legitimise corporate actions'.

Prior studies on corporate disclosures have provided evidence that f,rrms do voluntarily

disclose information in their annual reports as a strategy to manage their legitimacy

(Buhr, 1998; Brown & Deegan, 1998; Campbell, 2000; Chalmers & Godfrey,2004;

Deegan et a1., 2000; Deegan et al., 2002; Deegan & Gordon, 1996; Deegan & Rankin,

1996; Hutchings & Taylor, 2000; Nasi et al., 1997; O'Donovan, 2002; Patten, 1991,

1992; Woodward et al., 2001). These studies have tested the robustness of legitimacy

theory by investigating management's motives for disclosing voluntary information.

Findings from these studies indicate that management's decision to voluntarily disclose

information is influenced by factors such as:

o negative external events (Deegan & Rankin, 1996; Guthrie & Parker, 1989;

Hutchings & Taylor, 2000; Patten, 1992)

. chairmen of companies (Campbell, 2000)

o the particular type of industry (Nasi et a1.,1997; Tsang, 1998)

o changes in legislation and regulation on disclosure (Buhr, 1998; Tsang, 1998)
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magnitude of reputation costs (Chalmers & Godfrey,2004)

According to Deegan (2000, p. 256) the following are some of the arguments made for

the voluntary disclosure of social and environmental information:

A firm may provide information to counter or offset negative news which may be

publicly available, or it may simply provide information to inform the interested parties

about attributes of |he organization that were previously unknown. In addition,

organizations may draw attention to strengths, for instance environmental awards won,

or safety initiatives that have been implemented while sometimes neglecting, or

downplaying information concerning negative implications of their activities such as

pollution or worþlace accidents.

Two detailed empirical studies that investigate the use of disclosure strategies for

legitimation are highlighted. First, Gray et al. (1995) analyse the trends in corporate

environmental disclosure policies in the UK by conducting a longitudinal review of UK

corporate social and environmental disclosure ftom I9l9 to 1991. They argue that

legitimacy theory provides some insights concerning the trends in environmental, health

and safety, energy and customer disclosure in the UK. Their findings indicate that for

environmental disclosure, companies in the UK are following Lindblom's (1994) first,

second and third legitimation strategies in order to narrow the legitimacy gap.

Companies are either changing their actual performances (Lindblom's first strategy) and

using corporate social reporting to inform the relevant publics about such changes (only

a significant minority), or they use corporate social reporting to change the perception

of the public about their environmental performance (Lindblom's second strategy), or

they use corporate social reporting to distract attention from environmental issues

(Lindblom's third strategy). For health and safety disclosures, Gray et al. (1995) provide

evidence that UK firms are using corporate social reporting to convince the relevant

publics of their concern about protecting and training their workforce. Because of this,

companies are following Lindblom's (1994) second strategy, which is to seek to change

the perception of the relevant publics without necessarily improving health and safety

records. As for energy and customer disclosure, their evidence indicates a very low

incidence of disclosure for these issues throughout the period of their study. They
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conclude that disclosures conceming energy and customers were not legitimacy issues

during the period of their study.

Second, O'Donovan (2002) investigates the relationship between the extent of

environmental disclosure in the annual report and attempts by organizations to gain,

maintain and repair their legitimacy. Senior personnel from three large Australian public

companies (BHP Ltd, Orica Ltd and Amcor Ltd) were interviewed. O'Donovan's

(2002) findings support legitimacy theory. His findings indicate that the legitimation

tactics chosen by an organization were based on the perceived significance of the issues

to the organization and the particular purpose of the legitimation response. No

environmental disclosures were made in the annual reports relating to issues perceived

as of low significance to organizations, however issues that attracted strong and

immediate negative public reaction received quick and very public responses from

corporations in their attempt to avoid loss of reputation. O'Donovan (2002:) concludes

that organizations use annual reports to voluntarily disclose environmental information

in order to present themselves in a positive manner. Similarly, Deegan et al. (2000, p.

101) point out that 'organizations utilize their annual report as a means of influencing

society's perception of their operations, and as a means of legitimising their ongoing

existence'. Cormier & Gordon (2001, p. 590) also argue that 'accounting and financial

reporting represent ways an organizalion communicates with society and its

stakeholders, thereby legitimating its actions' .

Even though these studies provide evidence that voluntary corporate disclosures are

made by companies as legitimation strategies, other findings are not consistent. For

example, Campbell et al. (2003), Guthrie & Parker (1989), O'Dwyer (2002), and

Wilmshurst & Frost (2000) find lirnited support for legitimacy theory. Guthrie & Parker

(1989) undertook an historical appraisal of social disclosures made by BHP Ltd, one of

Australia's largest companies in the steel industry over a period of 100 years since the

company's incorporation in 1885. From the content analysis of BHP Ltd's annual

reports, the extent of corporate social reporting was measured across six main themes;

environment, energy, human resources, products, community involvement, and others.

Guthrie & Parker (1989) test the concept of legitimacy theory in their study by

matching the peak disclosure periods with periods of significant social, economic or

political events affecting the company. Their evidence fails to confirm legitimacy theory
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as an explanation for BHP Ltd's corporate social reporting throughout the 100 years.

The company's corporate social disclosures did not correspond to key socio-economic

events affecting BHP Ltd during its operating history. They conclude:

As in the case of US Steel, BHP's corporate reports were found to exhibit a variable

pattern of total social disclosure levels over their history. V/hile disclosures in these

companies'reports to shareholders have occurred over many decades, such disclosures

did not extend to any significant attempts at candid appraisal of their social

performance.

(Guthrie & Parker 1989, p. 351)

In an attempt to update the work of Guthrie & Parker (1989), Deegan eI al. (2002)

investigate the corporate social and environmental disclosures made by BHP Ltd over a

15-year period from 1983-1997. Their evidence provides a strong relationship between

BHP Ltd's disclosure policies and community concerns, thus supporting legitimacy

theory. They argue that the failure of Guthrie & Parker (1989) to confirm legitimacy

theory in their study could be due to the following: firstly, that it could be 'at least in

part, due to deficiencies in the way they constructed their measure of community

concern' (Deegan et aL.2002, p. 313). Secondly, that there might be a time lag between

the occurrence of social and environmental events and disclosure reactions, which the

study fails to detect.

Campbell et al. (2003) argue that legitimacy theory may not be the reason for the

variations in social disclosure amongst companies in three FTSE sectors in the UK. In

examining the effects of voluntary social reporting, Campbell et al. (2003) find that

companies that are more 'sinful' due to the nature of their activities, and would be

expected to disclose more social information, do not always do so. Their findings also

indicate that companies that face similar societal perceptions of 'sinfulness' do not have

comparable patterns of social disclosure. They argue that the reason for their failure to

find a relationship between social disclosure and the desire to narrow the legitimacy gap

could be due to the distorting perception of the legitimacy threatening factors by

managers of the companies involved, resulting in different volumes of social disclosures

made. They also suggest that the use of other forms of media to disclose social
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information (rather than through the annual report) could explain their mixed results.

Campbell et al. (2003 p. 574) provide the following explanation for their failure to

confirm legitimacy theory:

First, it may be the case that companies do not see social disclosure as a means to close

legitimacy gaps with regard to society's perception of their behaviour... Second, it may

be that companies do seek to use social disclosure as a legitimation strategy but their

varying perceptions of the size of their legitimacy gap precipitates different volumes of

social disclosure ... Thfud, disclosures intended to legitimate might be thought of as

futile and therefore unnecessary ... If a given company is thought to be illegitimate,

attempts to re-legitimate may be met with suspicion or even contempt by some

stakeholders ... Fourth, it may be that companies do seek to use social disclose to close

legitimacy gaps but employ a range of media for so doing, depending on the stakeholder

they particularly wish to communicate to or possibly appease.

Wilmshurst & Frost (2000) investigate the relationship between the environmental

factors perceived as important by management and the observed disclosures made by

these firms in their annual reports. Their results indicate that management considers the

information needs of shareholders and legal issues as most important. They find positive

associations between the environmental disclosures made in the annual reports and

shareholder's rights to information, customer concerns, supplier concems, financial

institution concerns, community concerns and the provision for a 'true and fair view' of

the operation. However, even though legal factors are considered as important by

management, this consideration does not appear to translate into actual disclosure

quantity. Wilmshurst & Frost (2000) conclude that their study provides limited support

for legitimacy theory as an explanation for the decision to voluntarily disclose

environmental information. Even though management is responding to the information

needs of stakeholder and community concerns, they are not however responding to the

restriction of activities with respect to the environment, for example restrictions

imposed by environmental lobbies or legal entities.

O'Dwyer (2002) investigates managerial perceptions of their motives for corporate

social disclosures (CSD) in lreland. Senior executives were interviewed to obtain

insights into their perceptions in order to understand corporate social disclosures made
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in the annual reports. By contrast to Australian studies where corporate social

disclosures in annual reports are aî effective legitimation vehicle (O'Donovan 1999), in

Ireland, due to the demanding and questioning public, corporate social disclosures are

perceived by management as not being a valid legitimation strategy. According to

O'Dwyer (2002,p.426):

The perspectives gained suggest that while CSD may occasionally form part of a

legitimacy process, ultimately this is doomed to failure in that a state of legitimacy is

rarely attained. úr fact, CSD is often perceived as possessing the potential to engender

rather than diminish societal scepticism in an environment where public pressure is

keenly felt by many organizations.

O'Dwyer argues that management perceive their attempt to remain legitimate by

voluntarily disclosing environmental issues in the annual reports to be futile, as such

disclosure will lead to increased scepticism and heightened public demand for action on

such issues. Corporate social disclosure through the annual report is thus perceived by

management of Irish companies as not being an effective method of maintaining or re-

establishing legitimacy. Thus, companies that disclose social and environmental issues

with legitimacy motives in mind will discontinue such practices. O'Dwyer argues that

even though environmental disclosures exist in the annual reports of the Irish companies

that were interviewed, such disclosures 'may be due to motives that lie outside

legitimacy theory explanation' (O'Dwyer 2002,p. 427).

Another feature identified as affecting disclosures by companies as a legitimation

strategy is the industry effect on disclosures. Negative external events have an impact

on the voluntary disclosure of environmental information amongst companies within the

same industry (Hutchings & Taylor, 2000; Patten 1992). Patten (1992) investigates the

change in annual report disclosure relating to environmental issues by petroleum firms

(other than Exxon) following the Alaskan oil spill by a supertanker owned by Exxon,

the Exxon Valdez. His findings provide support for legitimacy theory, as ftrms in the

same industry increased their environmental disclosure following the incident.

Hutchings & Taylor (2000) in their study of intra-industry effects of a highly publicly

exposed corporate environmental event, investigate the responses of both the investors
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(through capital market effects) and management of the companies (through corporate

annual reporting). Their evidence supports the presence of intra-industry effects on

corporate environmental disclosure, indicating that management responded to the

negative environmental event by voluntarily providing more environmental disclosure

in the year following the negative environmental event. Hutchings & Taylor (2000)

argue that an increase in the level of corporate environmental disclosure suggests the

existence of a strong motive on the part of management to legitimise their activities.

They find some evidence to support the existence of a negative intra-industry effect on

the capital market. Companies in the same industry and in the same geographical

location where the negative environmental event occurred experienced negative

abnormal return. Hutchings & Taylor argue that the perceived threat to legitimacy due

to a negative incident within the industry prompts reaction by other firms to voluntarily

disclose environmental information in order to remain legitimate.

Another intra-industry study is by Nasi et al. (1997) who conclude that managers of

firms from particular industries, because of the unique nature of the industry,

voluntarily disclose more environmental information than other industries in order to

remain legitimate. Nasi et al. (1997) investigate the applicability and usefulness of

legitimacy theory in a case study of 4large forestry companies in Finland and Canada.

Forestry industry was chosen in this study because of the social issues relating to this

industry arising from the pollution of air, water and soil by paper mills. Nasi et al.

(1997) focus on Sethi's (1978) proposed strategies for narrowing the legitimacy gap.

Their findings indicate that management activities are driven by the existence of

legitimacy gaps and management will undertake any one of the strategies suggested by

Sethi (1978) to narrow the legitimacy Eap. However, management's choice of a strategy

is dependent upon which strategy gives the highest possibility of success at the lowest

cost. Thus, they conclude that:

Legitimacy theory seemed to have explanatory validity in terms of why managers are

pressed into action but provided little insight into which strategy would be more

appropriate at a particular time.

(Nasi et al. 1997, p. 237)
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The concept of legitimacy theory has also been tested in developing and newly

industrialized countries. Tsang (1998) investigates corporate social reporting in

Singapore. His study was conducted over a ten-year period from 1986-1995 and covers

three industries in Singapore, the banking, food and beverage and the hotel industries.

His evidence indicates a steady increase in the total number of disclosures during the

late 1980s followedby a stablelevel of disclosure since 1993. Tsang (1998) argues that

the increase in social disclosures in the 1980s is due to the increase in companies'

awareness of social responsibilities as a result of government campaigns. However,

once a certain level of voluntary disclosure has been achieved, companies are not

motivated to voluntarily disclose more information, resulting in the stable level of

disclosure in the 1990s. His findings also indicate that the two tobacco companies in the

food and beverage industries disclose more social information than the other food and

beverage companies. Tsang (1998) suggests that these companies are striving for

legitimacy by increasing social disclosure in their annual reports as a result of the

increase in anti-smoking campaigns and restrictions undertaken by the Singapore

government.

Chalmers & Godfrey (2004) use the institutional approach to legitimacy theory to study

changes in voluntary disclosure of derivative instruments in Australia. Chalmers &

Godfrey (2004) investigate managers' responses to societal and institutional pressures

for derivative financial instruments disclosures in the annual reports. Drawing on

legitimacy and institutional theories, they premise that managers will conform to

community values, professional body requirements, ãnd peer prâctices by voluntarily

disclosing derivative financial instruments information in order to maintain or enhance

their._financial reporting reputation. They argue that the extent of voluntary disclosure of

financial derivatives is related to the magnitude of reputation costs confronting these

managers and their firms. Therefore, companies are willing to voluntarily disclose

derivative information in order to avoid incurring reputation costs due to non-disclosure.

They argue that the increased public scrutiny due to the increasing use of derivative

financial instruments by companies in financing their operations, and the media reports

associated with derivative financial disasters, have resulted in an increased demand for

the transparency of derivative activities.
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2.4.2 Media Attention and Corporate Disclosure

As explained in the previous sections, when business performance and societal

expectations are different, a legitimacy gap may be created. As suggested by Nasi et al.

(1991) this could arise when information about a firm which was previously unknown

to the public is exposed by parties such as journalists. Thus, the media may play a role

in influencing management's decision to voluntarily disclose corporate information.

The community at large would normally be aware of particular incidents happening .:,.

either locally or abroad through some form of media coverage given to the particular

incidents. Media agenda setting theory takes the perspective that extensive media

coverage of an incident has the ability to influence or shape community perceptions

about a particular issue. The theory posits a relationship between the relative emphasis

given by the media to various topics (media agenda) and the public's perception of the

importance of these topics, (public agenda) (Brown & Deegan 1998, p. 25). According

to Brown & Deegan (1998, p.25):

In terms of causality, increased media attention is believed to lead to increased

community concem for a particular issue. The media are not seen as mirroring public

priorities, rather, they are seen as shaping them.

A review of the literature indicates that media agenda setting effects have been widely

investigated using media agenda setting theory. (Ader, 1993; Brown & Deegan, 1998;

Deegan et al., 2002; Funkhouser, 1973; Gross &. Aday, 2003; Mc Combs & Shaw,

1972; Neuman, 1990; Smith, 19871' Winter &,8ya1,1981). These studies investigate the

importance assigned to issues by the media (media agenda) with subsequent public

salience placed on those issues (public agenda). These studies conclude that media

coverage plays a role in changing the public perception of the importance of particular

issues. In addition, these studies also provide evidence that media agenda typically

precedes public concem for particular issues.

One of the earlier studies on the function of the mass media in determining important

issues is that of McCombs & Shaw (1972). To investigate the agenda-setting capacity of

the mass media, their study focused on the 1968 US presidential campaign in Chapel

Hill, North Carolina. Their conclusion is 'voters tend to share the media's composite
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definition of what is important strongly suggests an agenda-setting function of the mass

media' (McCombs & Shaw, 1972 p. I84).

The intensity of, and the way in which, the media covers an issue can also affect public

attitude. Brosius & Kepplinger (1990) find that the intensity of media coverage has an

impact on public agenda. Funkhouser (1973) investigates the relationship between news

media coverage and public opinion of those issues and the relationship between news

media coverage and the realities underlying those issues. His findings indicate that the

amount of media attention given to an issue has an influence on pubic opinion regarding

the issues, but not the realities underlying those issues. According to Funkhouser (1973,

p.74):

.. . the amount of media attention given to an issue strongly influences its visibility to

the public. However, the amount of media attention does not seem to relate as closely to

public attitudes concerning the issues and related policies.

Public concerns and the media agenda are not necessarily reflective of 'real world'

conditions (Ader, 1993). According to Ader (1993, p. 310) 'the public needs the media

to tell them how important an issue the environment is. Individuals do not learn this

from real world cues'. In addition, Anderson (2002) points out that the prominence of

an issue is not necessarily reflective of public opinion about the issue, but rather due to

the influence of the media. Anderson (2002) examines the strategies adopted by various

news sources in influencing the symbolic representation of public issues. He advises

great caution in interpreting a causal link between news media coverage and public

attitudes, arguing that the news media representation is a result 'of a battle among a

selective range of news sources, each seeking to provide their own definition of the

public representation of the issues' (Anderson 2002, p. 7). He further comments that:

News coverage is the outcome of a series of struggles between potential news sources to

define and shape the meaning of the event. The prominence of an environmental issue

does not reflect levels of public opinion in any simplistic manner, to a large extent it is

influenced by the activities of news sources or 'issue sponsors'.
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He also points out that 'the more an issue resonates with the dominant cultural values

that individuals identify with, the more likely it will make a significant impact'

(Anderson 2002,p.14).

Zucker (1978) investigates the influence of the nature of the issues being addressed by

the media on public attitudes. Zucker (197S) argues that the nature of the issues being

addressed by the media (obtrusive or unobtrusive), influences public attitudes.

According to Zucker (1978), obtrusive issues are issues which people have direct

experience with, or knowledge of, while unobtrusive issues are issues which people

may not have direct experience with. Zucker (1978) concludes that for unobtrusive

issues, people will depend more on the news media for information and interpretation.

Gross & Aday (2003) investigate both the intensity of media coverage and the nature of

the issues being covered by the rnedia. Their findings support the claim that constant

emphasizing of certain issues by the news media has an effect of leading the audience to

think more about an issue, thereby making the issue more salient. They investigate the

influence of the constant exposure of an issue by local television news and the agenda-

setting effect. They argue that it is the public's direct experience of the issue that

influences their reaction to the issues, rather than exposure to news media. Thus, the

reaction by the public towards an issue is related more to their direct experience of the

issue, than to exposure to the issue by the news media. The constant emphasizing of the

issue by the media merely makes the issue more important to the public.

A matching public agenda that lags behind the media coverage of a particular issue must

be shown to exist in order to accept the media agenda-setting hypothesis (McCombs &

Shaw, 1994). Various studies on the associated time lag relating to media coverage of

an issue have been conducted (Brown and Deegan, 1998; McCombs eL al., 1975:'

McCombs et al., 1995; O'Donovan, 1999; Salwen, 1988; Stone & McCombs, 1981;

Winter &. Eyal, i9S1). The evidence from these studies suggests that the time lag

between extensive media coverage of an issue and the subsequent public emphasis on

the issue will vary depending upon the issue in focus. McCombs et al. (1975) as cited

by Winter & Eyal (1981 , p. 377) suggest that 'the optimal effect span between

aggregate media attention and public priority is between two and five months, and ...

the impact is a cumulative one, with exposure over time leading to enhanced public
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salience'. However, 'Winter & Eyal (1981) provide evidence that for civil rights issues,

the optimal effect span is between four to six weeks. In addition, Winter &,Eyal (1981,

p. 381) argue that'it is recent media emphasis rather than cumulative effects over time

that leads to public salience'. Brown and Deegan (1998) and O'Donovan (1999) also

suggest that there could be time lags from media attention to eventual disclosure in

firms' annual reports. Deegan et al. (2002) examine the possible existence of time lag

effects in social and environmental disclosure in annual reports. Their findings however,

fail to confirm the presence of the time lag effect. They argue that this is reasonable, as

annual reports of Australian companies typically are not released for approximately ten

weeks after balance sheet date, thus companies have at least ten weeks to make social

and environmental disclosures within the annual report in relation to the media attention

for the financial year.

',

The most common news media forms are television, radio and newspapers. However, ù
prior studies are in agreement that the print media is the most effective in changing

public perceptions (Bogart, 1984; Mc Combs, 1981; McCombs & Shaw, 1994;Mu!2,=q ifiì
Soss, 1997; Stempel & Hargrove,1996)rMlcCombs (1981) argues that newspapers tend

to have a greater ability to set the public agenda. Similarly, Bogart (1984, p. 719)

concludes that 'newspapers and television complement each other but the newspaper's

ability to cover the news in detail and in depth remains a major advantage'. McCombs

& Shaw (1994, p. 382) state that 'the print media is better able to point out its

significance to the reader by framing a story within a larger context'. Stempel &

Hargrove (1996, p. 557) confirm previous findings by concluding that 'it is newspaper

reading and not television which relates most to voting behaviour'. Mutz & Soss (1997)

argue that even though newspaper coverage may not be able to bring about changes in

the opinion of individual members of society or change their perception of the salience

of an issue at a personal level, the constant emphasis on an issue by newspapers has

'important effects on citizens' perceptions of the salience the community as a whole

attaches to an issue and on their perceptions of the dominant opinion climate within

their communities' (Mutz & Soss 1997, p. 431). Thus, by having the ability to change

community perceptions of an issue, newspapers have the capacity to bring about policy

changes in the community. Gunther (1998) argues that people use the content of current

media coverage to infer public opinion based on the assumption that media coverage

has a persuasive impact in shaping public opinion.
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The influence and effect of the media on management's voluntary disclosure decisions

have been investigated by researchers in the area of social and environmental

disclosures (Brown & Deegan, 1998; Deegan et a1.,2000; Deegan et a1., 2002)' Brown

& Deegan (1998) test the use of legitimacy theory and media agenda-setting theory in

their study on the public disclosure of environmental perfonnance information by

Australian companies. They investigate the relationship between the attention given by

the print media on an industry's environmental issues and the extent of environmental

disclosure in the annual report. They argue that the media attention given to an

industry's environmental performance is perceived by management as having an affect

on the legitimacy of the organization, thus resulting in greater environmental disclosure.

Their findings indicate significant relationships on six of the nine industries

investigated. They conclude that the variations in corporate disclosure are associated

with variations in the level of media attention given on environmental issues, even

though not all industries react in the same manner.

With the advancement in information technology, the media is able to exert its influence

on public issues on a global scale. Deegan et al. (2000), in addition to investigating the

reactions by Australian firms to major social incidents within the country, also

investigate the reactions of Australian firms to major overseas incidents. They argue

that:

With global information networks, a major corporate disaster which is associated with a

particular overseas industry will become known throughout the world and may lead

society within another country to question the potential costs (and the legitimacy) that

similar organizations within its own country may generate. Local organizations will

arguably need to distance themselves from the overseas incident, perhaps by disclosing

how their safety, emergency response plans, and the like, are superior to those in place

where the incident occurred.

(Deegan et al. 2000, p. 106)

Their findings confirm legitimacy theory in that firms react to the major social incidents

by changing their disclosure levels and including positive incident-related disclosures in

their annual reports after the incident. The disclosure reactions of the firms suggest that

firms' reactions are due to specific major incidents rather than to social issues in
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general, and there is no difference in the reaction of Australian firms even though the

incidents occurred overseas. In addition, Deegan et al. (2000) suggest that the degree of

media attention and the environmental impact of the incidents influence management's

disclosure decisions.

Cormier & Magnan (2003) take a different perspective on the relationship between

media and corporate reporting. They investigate the influence of media visibility on

frrms' corporate environmental reporting strategies. Their findings indicate that there is

a relationship between corporate environmental reporting and a firm's media visibility.

They argue that 'the benefits from an active environmental reporting strategy are

magnified if external stakeholders closely monitor a ftrm' (Cormier & Magnan 2003, p.

48). Their studies use the intensity of a firm's press coverage (media visibility) to proxy

for the active monitoring by stakeholders. Thus, firms that are actively monitored by the

media voluntarily disclose more environmental information as such disclosures provide

additional benefits to these firms.

In summary, it has been shown that heightened media attention, particularly p¡nt^"di^ /ii(i

attention, to a corporate issue can create a legitimacy gap for implicated firms. This will

create a management incentive to increase corporate disclosure to minimize any

political costs. In fact, it is when issues highlighted by the media are unfavourable or

negative that firms increase their disclosure. Dearing & Rogers (1996) argue that

negative media attention is more likely to be regarded by the community as an

important concern. Hutchings & Taylor (2000) provide evidence that the level of

environmental disclosure increases significantly during the period before and after

highly publicized 'bad news' relating to a corporate environmental event. Deegan et al.

(2002) find a positive relationship between print media coverage and social and

environmental disclosures made in the company's annual reports. They are in agreement

with evidence provided by Deegan et al. (2000), O'Donovan (1999) and Brown &

Deegan (1998) that management will use the annual reports to counter unfavourable

media coverage about the company in order to maintain legitimacy. They also point out

that the unfavourable print media coverage leads to higher levels of specific positive

social and environmental disclosures in the company's annual reports.
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Negative media attention relating to failures of companies as a result of using financial

instruments to finance their operations exposed other companies that are using financial

instruments to finance their operations to higher levels of public scrutiny. In this study,

the robustness of the strategic approach to legitimacy theory is tested by investigating

the voluntary disclosure of financial instruments-related information of companies in

periods during which there was a major publicized corporate scandal and failure as a

result of using f,rnancial instruments to finance operations. fi""ur"" of the negativä] . '.t - \t/
media attention relating to such a failure, a perceived legitimacy gap was created

between business performance and social expectations, which could have influenced

management's decision to voluntarily disclose financial instruments-related

information. Thus, companies that were using financial instruments (particularly

derivatives that hrye begn have greater incentives to voluntarily ¡l[

disclose information related in their.annuut ..portrfé.rch disclosu r":
could help them remain legitimate and avoid incurring political costs, which can take

the form of greater demand from shareholders and debt holders and greater regulation

by government and professional bodies. This management of a legitimacy gap by

increased voluntary disclosure can be particularly evident for companies in the same

industry. Patten's (1992) findings, for example, provide evidence that negative extemal

events have an impact on the voluntary disclosure of related information for companies

in the same industry.

2.4.3 Political Costs, Firm Size and Voluntary Disclosure

A firm is said to be politically visible when it 'attracts a disproportionate share of

scrutiny by politicians, organized groups such as trade unions, and the general public,

making it a potential target for the imposition of political costs'(Lim & McKinnon,

1993 p.192). Whittred & Zimmer (1990, p.32-33) defined political costs as 'wealth re-

distributions away from the entity to the government and other sectors of the economy'.

Based on the original work of 'Watts &, Zimmerman (1978, 1986) the political costs

hypothesis states that 'the political sector has the power to effect wealth transfers

between various gloups' (Watts & Zimmercnan 1986, p. 1 15). According to 'Watts &

Zimmerman (1978), political costs include all expected costs (wealth transfers) imposed

on a firm from potential adverse political actions involving antitrust, regulation,

government subsidies, taxes, tariffs etc. However, this notion of wealth redistribution

away from corporations as a result of intrusion by politicians into the affairs of
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corporations comes from earlier studies by Jensen & Meckling (1978), Peltzman (1916)

and Stigler (1971).

Holthausen & Leftwich (1983) argue that a firm's political visibility is affected by its

reported accounting numbers. This is because accounting numbers are used by parties

such as consumers or politicians as a basis for them to criticize or support these firms.

Thus, prior studies have identified that a firm's political visibility influences its

accounting policy choice and its voluntary disclosure practices (Aggarwal & Simkins,

2004; Belkaoui & Karpik, 1989; Cahan, 1992; Daley & Vigeland, 1983; Deegan &

Caroll, 1993; Deegan & Hallam, l99l; Han & Wang, 1998; Hutchings & Taylor, 2000;

Key, 1997; Lemon & Cahan, 1997; Lim & McKinnon, 1993; Patten & Trompeter,

2003; Sutton, 1988; Taylor & Redpath,2000; Wong, 1988).

According to Watts & Zimmerrnan (1986), the corporate sector is especially vulnerable

to this wealth redistribution as they may be subjected to intense lobbying by certain

groups of voters which will in tum encourage elected officials to take action against the

corporation. Such action can be in the form of nationalizing, expropriating, breaking-up

or regulating the industry or corporation. Thus, to counter these potential government

intrusions, Watts &. Zimmerman (1986) argue that managers of such firms will adopt

various strategies such as social responsibility campaigns in the media, government

lobbying, and the selection of accounting procedures to minimize reported earnings.

Thus, firms that have contacts (actual or potential) with the government directly through

regulation or procurement, or indirectly through possible govefiìmental intervention,

can affect their future cash flows by discouraging government action through the

reporting of lower net incomes (Watts &, Zimmerman 1978).'Watts & Zimmerman

(1973) conclude that political cost is an important factor affecting management's

attitude.

Empirical investigations confirm that firms manage their earnings in order to report

lower income in periods of heightened political scrutiny either by way of accounting

method choice or by manipulating discretionary accruals (Cahan, 1992; Cahan et a1.,

1997; Daley & Vigeland, 1983; Han & 'Wang, 1998; Jones, l99I; Key, 1997). Firms

that are politically visible will choose accounting policy that will result in lower

reported income to hide their large earnings increases, in order to avoid political
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scrutiny. This literature on earnings management is not reviewed because it is not

directly relevant to this study.

While one branch of studies on the political costs hypothesis focuses on earnings

management, there is another branch that is relevant to this thesis, which investigates

the relationship between voluntary disclosure and political costs. One of the earlier

works conducted to test Watts & Zimmerman's (1986) arguments that managers of

politically visible firms will disclose more information is that of Belkaoui & Karpik

(1989). They argue that since the decision to disclose social information can result from

an outlay for social performance that reduces earnings, politically visible firms have the

incentive to make such social disclosures.

Recent studies such as that of Lemon & Cahan (1997) and Patten & Trompeter (2003)

also investigate the relationship between ftrms' environmental and social disclosures

and their political visibility. Other studies use the political cost hypothesis to explain

specif,rc voluntary disclosure decisions, for example, disclosures of currency derivatives

(Aggarwal & Simkins, 2004), disclosures by statutory authorities (Lim & McKinnon,

1993), disclosures of value added statements (Deegan & Hallam, 1991), disclosures as

an incentive for reporting excellence awards (Deegan & Caroll, 1993) and disclosures

of governance related information (Cullen & Christopher,2002).

Patten & Trompeter (2003) investigate the effect of political costs on firms that were

affected by a particular environmental event. They investigate a sample of 40 US

chemical firms following the December 1984 chemical leak at Union Carbide's Bhopal,

India plant. Patten & Trompeter (2003) conclude that corporate management uses

environmental disclosure as a tool for addressing exposure to potential regulatory costs,

and that decisions to manage disclosures are tied to a larger corporate political strategy.

Their findings indicate that in the year of the leak (1984) the chemical firms took

signif,rcant steps to maîage their disclosures, especially firms with lower levels of

environmental disclosures in the 1983 annual reports (the year before the leak). Thus,

firms with higher levels of environmental disclosures need not manage their corporate

disclosures as much, since the environmental disclosures reduce their exposure to the

impact of political costs.
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Similarly, Lemon &, Cahan (1991) use the political cost framework to examine

environmental disclosures made by New Zealand firms before and after the enactment

of the Resource Management Act (RMA) in New Zealand. They argue that because of

the varying degree of political visibility amongst firms, firms that are politically visible

will disclose more environmental information after the introduction of the RMA in

order to avoid the imposed legal responsibilities and possible monetary penalties on

their firms as a result of public awareness of environmental issues due to the passing of

the RMA. They argue that their findings confirm the political costs hypothesis. Firms

operating in environmentally sensitive areas, and which are politically visible, are more

likely to increase their relative environmental disclosures after the RMA in order to

avoid incurring political costs.

Lim & McKinnon (1993) extend the investigation of political costs hypothesis to the

public sector by investigating the voluntary disclosure practices of statutory authorities

in New South Wales, in 1984, one year prior to the enactment of legislation in 1985,

which mandated disclosure requirements of hnancial and non-f,tnancial information for

statutory authorities in that state. Lim & McKinnon (1993) in testing the political costs

hypothesis distinguish between the types of information that can be voluntarily

disclosed by the statutory authorities under investigation: information of a sensitive

nature and information of a non-sensitive nature. Their evidence supports the political

costs hypothesis. Their findings indicate that statutory authorities that are politically

visible voluntarily disclose more information of a non-sensitive nature. They did not

find any positive correlation between political visibility and the disclosure of sensitive

information. They argue that the voluntary disclosure of non-sensitive information on

the part of the politically visible statutory authorities is consistent with the desire to

favourably manage their political visibility in order to avoid the imposition of political

costs.

According to Lim & McKinnon (1993, p.2I2)

In the case of disclosure of information of a non-sensitive nature, the behaviour is

directed towards decreasing political visibility. Úr the case of sensitive information, its

non-disclosure is an attempt to avoid an increase in such visibility.
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Deegan & Hallam (1991) provide evidence that management is willing to voluntarily

disclose value added statements in order to reduce the political costs imposed on the

firm by employees of the firm, their related unions and the goveÍìment. Deegan &

Caroll (1993) argue that firms that are politically visible are more likely to apply for a

reporting excellence award since, as a winner of the award, the firms will be able to

enhance their image and in tum decrease the possibility of wealth transfers from the

firms. Cullen & Christopher (2002) argue that the incentive motivating the disclosure of

governance information by Australian mining companies in their annual reports is the

belief that it will reduce political costs. They provide evidence that management's

decision to report governance information in the annual report is significantly

influenced by firm size, ownership diffusion, gearing, and Big 6 extemal auditor.

Hourever, a contradictory view is taken by Aggarwal & Simkins (2004) who argue that

firms that are large and politically sensitive will voluntarily disclose less information

about their hedging strategies in order to reduce the impact of political costs. They

provide evidence that large firms and firms that are leaders in their industry voluntarily

disclose less information relating to currency derivatives.

Prior studies on voluntary disclosures have not discriminated between the disclosure of

proprietary and non-proprietary information in their investigation of the political costs

hypothesis. Even though Lim & McKinnon (1993) in their investigation of political

costs distinguish between the voluntary disclosure of sensitive and non-sensitive

information, their study was targeted at the public sector. In addition, the conflicting

findings of Aggarwal & Simkins (2004) on the voluntary disclosure of currency

derivatives for politically sensitive firms warrants further investigation.

In this study, the impact of political costs on management's voluntary disclosure

decisions is investigated for firms that are larger in size, which is a surrogate for

political visibility or exposure of the firm to scrutiny by stakeholders and the public. A

lack of disclosure by politically visible, large, firms can heighten the notion of a

legitimacy gap in the minds of relevant external stakeholders.

The rel p between firm size and disclosure strategies that seek to manage

political costs is well established.'Watts andZimmeÍnan (1978, p. 115) suggest that
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'the magnitude of the political costs is highly dependent on firm size'. They argue that

larger companies are more politically visible and this may cause resentment towards

them due to their perceived market power and wealth. Belkaoui & Karpik (1989, p. 40)

argue that 'politically visible firms are generally of larger size, have greater capital

intensity and have relatively high systematic market risk'. Dowling & Pfeffer (1975)

argue that larger firms are more politically visible, thus they are expected to engage

more heavily in legitimating behaviour. Both Patten (1992) and Hutchings & Taylor

(2000) find that the increase in environmental disclosure amongst companies in the

same industry due to a negative external event is related to firm size. They conclude that

the increase in disclosure amongst larger firms is because larger firms are subject to

more social and political pressure to remain legitimate than their smaller counterparls.

Ball & Foster (1982) cnticize the use of firm size as the only proxy for political costs.

Bt-rwen et al. (1981) suggest that firm size on its own may not capture a firm's political

costs. Holthausen & Leftwich (1983) and Watts & Zimmerman (1986) suggest that

researchers must develop better proxies for political costs and they identify subsidies,

tax credits, deductions etc as forms of wealth transfers. Recent studies have explored

other proxies for political costs. Sutton (1988) uses profit margin; Wong (1988) uses

reported tax rates and export credit sales as proxies for political costs. Lemon & Cahan

(1997), in additionto firm size, also use capital intensity, taxrate, market share, return

on assets and number of shareholders as proxies for political visibility. Similarly,

Aggarwal & Simkins (2004) in addition to size use the ftrm's ranking within the

industry to proxy for political costs. While this study will use company size as the proxy

to measure exposure to political costs, it does recognize the limitation of this measure.

2.4.4 Probability of Financial Distress and Corporate Disclosure

According to Fehle & Tsyplakov (2005) a firm is in financial distress when the firm's

leverage is above a critical level and the cash flow cannot cover debt payments.

Financial distress can lead a firm into reorganizatio¡ or other situations in which the

firm faces direct legal costs or even liquidation of assets. To reduce the probability of

encountering financial distress, Mayers & Smith Jr (1982) and Smith & Stulz (1985)

suggest that companies hedge, as hedging will reduce the variance of a firm's cash

flows or accounting profits, and thus the expected costs of ltnancial distress. Nance et

al. (1993) argue that firms can reduce the expected financial distress and agency costs
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associated with long term debt by maintaining greater short term liquidity. They argue

that the greater a firm's quick ratio and the lower its dividend payout ratio, the lower its

need to hedge to reduce the expected financial distress and agency costs ofstraight debt.

Bond covenants normally use accounting numbers to define states where the firm's

activities are restricted. According to the debt covenant hypothesis, managers have

incentives to make financial reporting decisions that reduce the likelihood that

accounting-based covenants in their frrms' debt agreements will be violated (Dichev &

Skinner, 2002 p. 1094). Firms must manage their accounting numbers so that bond

covenants do not become binding. If bondholders exercise covenants, the company's

management is likely to incur costs. There may be penalties for covenant breaches such

as the liquidation of assets or restrictions placed on the use of these assets, which will

lead to limitation on, or even removal of, the current management. Daley & Vigeland

(1983) argue that firms' debt covenants influence managers' choice of accounting

methods. Firms with restrictive covenants in debt agreement will choose accounting

methods that will result in higher reported income in order to relax debt constraints.

This way the firms will be able to persuade bondholders against exercising the bond

covenants. Dichev & Skinner (2002) provide evidence that managers take action to

avoid debt covenant violations.

Of relevance to this thesis is the relationship between financial distress and voluntary

disclosure relating to financial instruments. A review of the literature relating to the

influence of financing conditions of firms on the extent of voluntary disclosure is mixed

(Ahmad et a1., 2003; Ahmed & Nicholls,1994; Chalmers & Godfrey,2004; Chow &

Wong-Boren, 1987; Cormier & Magnan,2003; Malone et al., 1993; Mitchell et al.,

1995; Myers, lgll;Taylor & Redpath,2000). For example, Ahmed & Nicholls (1994)

and Chow & Wong-Boren (1987) find no significant association between leverage and

the extent of voluntary disclosure. Similarly, in the context of voluntary disclosure of

derivative financial instruments, Chalmers & Godfrey (2004) find no significant

relationship between leverage and hrms' voluntary disclosure of derivative financial

instruments

Taylor & Redpath (2000) argue that firms that are coming closer to breaching debt

covenants are more likely to provide further voluntary disclosure of positive
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information. They argue that there will be a leverage level at which managers will be

prepared to voluntarily disclose additional information about expected cash flows, in

order to inform bondholders of the likelihood that the company's condition can improve

without the need to exercise bond covenants. They investigate the relationship between

company's voluntary disclosure of proprietary information and its level of leverage for

the yearbefore and after the introduction of AASB 1033. Their findings indicate that

leverage is positively related to voluntary disclosure for the year after the introduction

of the standard but not for the year before. They conclude that the limited evidence of

this positive relationship gives some support for the hypothesis that companies coming

closer to breaching debt covenants are more likely to provide further voluntary

disclosure of positive information. However, they point out that the effects of leverage

on disclosure can change over economic cycles. Malone et al. (1993) argue that

companies with high leverage may disclose more information to satisfy the needs of

long-term creditors. Myers (1977) argues that companies with high leverage may

disclose more information to remove suspicions of debt holders regarding wealth

transfer. Mitchell et al. (1995) find that f,rrms that are highly levered voluntarily disclose

more segment information.

By contrast, Cormier & Magnan (2003) conclude that leverage is negatively associated

with voluntary environmental reporting, and that highly leveraged firms will be

reluctant to disclose proprietary information because of its potentially damaging effect.

They argue that only firms that are fìnancially sound may be able to trade off the

benefits from additional environmental disclosure with the costs of revealing potentially

damaging information with respect to their environmental performance. Similarly,

Ahmad et al. (2003) find a negative relationship between leverage and voluntary

environmental disclosure.

The mixed findings on the influence of financing conditions of firms on voluntary

corporate disclosure may be due to the use of leverage to measure the creditworthiness

of firms. Dichev & Skinner (2002) argue that leverage is a relatively poor proxy to

measure closeness to covenants. Dichev & Skinner (2002) in their study of debt

covenant hypothesis assess the construct validity of firm leverage as a proxy for

closeness to covenants. They argue that even though there is correlation between

covenant slack and leverage, the correlation is fairly small. They therefore conclude that
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leverage is a relatively poor proxy for closeness to covenants. Their findings also

indicate that for most firms, debt covenant violations are not associated with financial

distress. They suggest that private lenders use debt covenant violations as a screening

device, and will frequently waive these violations or reset covenants without imposing

serious consequences on borrowing firms.

In this study the relationship between the probability of a firm facing financial distress

and voluntary co{porate disclosure is investigated. It is expected that with a higher

probability of facing financial distress, firms will be more likely to voluntarily disclose

corporate information to reduce the effects of political and monitoring costs and to

avoid bond covenants from being binding.

2.5 Control Yariables

In addition to investment growth opportunities, corporate hedging strategies, size of

company, probability of financial distress and negative media attention, prior studies

relating to voluntary corporate disclosures and firm characteristics have found

relationships between voluntary corporate reporting decisions and the firm
characteristics of:

o listing status (Cooke, 1992; Hossain et al., 1994; Raffournier, 1995; Wallace et

aL,7994)

o industry type (Chalmers, 2001; Chalmers & Godfrey, 2004; Cooke, 1992;

Deegan & Hallam, I99l; Raffournier, 1995)

. ownership structure (Hossain et a1.,1994; McKinnon & Dalimunthe, 1993)

Even though firm characteristics are not the focus of this study, it is important to control

for the impact of such variables on management's voluntary disclosure decisions. In this

study, the industry of the company and dispersion of share ownership will be measured

and tested as control variables rather than hypothesised test variables. Any evidence of

the effect of these two control variables on the dependent variable of voluntary

disclosure of financial instruments-related information will be identified, and further

analysis to control them in the model will be undertaken.
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2.5.1 Industry of the Company

The levels of corporate disclosure in annual reports are likely to be different for

companies across different industries in an economy. Firms in a particular industry may

follow similar additional voluntary disclosure practices because of a mimetic effect or

because of the common conditions and features of business transactions and events in

that particular industry. Prior empirical investigations have found a significant

relationship between industry type and the extent of voluntary disclosure made by

companies in their annual reports (Chalmers, 200I; Chalmers & Godfrey, 2004; Cooke,

1992; Deegan & Hallam, I99l; Patten, l99l Raffoumier, 1995).

Chalmers (2001) provides evidence that during the unregulated disclosure period,

Australian mining/oil firms voluntarily disclose more information relating to derivative

financial instruments than the non-mining/oil firms. Her evidence also indicates that

industrial firms only provide voluntary disclosures on derivative financial instruments

with the introduction of the regulatory disclosure requirements on financial instruments.

In addition, Chalmers & Godfrey (2004, p. 107) argue that:

It is well recognized that Australian oil and gas and mining companies face greater

cuffency and commodity pricing risks than most other Australian firms. Accordingly,

they have incentives to not reveal to their opposition just how they manage their risk

exposures. In contrast, because their (unhedged) risk profiles are generally known, oil

and gas and mining firms have incentives to disclose their financial derivative hedging

strategies to reduce information asymmetry, reduce perceptions of their riskiness, and to

reduce their cost of capital.

Their study supports the positive association between industry type and voluntary

disclosure of derivative financial instruments. On a similar basis, Patten (1991) finds

evidence that both size and industry classification is significantly associated with the

level of social disclosures made by companies. He also argues that the voluntary social

disclosures in the annual reports of companies are made due to public pressure rather

than firm profitability. In his study, Patten (1991) uses size of company and industry

classification to proxy for public pressure. His evidence indicates that both size and

industry classification are significantly associated with the level of social disclosures

made.
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Cooke (1992) in his investigation of the relationship between industry type and

disclosure amongst Japanese companies finds that Japanese manufacturing firms

disclose significantly more information in their annual reports than other types of firms.

Thus, the type of industry may contribute to the differing levels of voluntary corporate

disclosures made by companies in their annual reports.

2.5.2 Dispersion of Share Ownership

Prior empirical evidence on the relationship between ownership structure and the

voluntary disclosure of information by companies indicates mixed results. For example,

Cotmier & Gordon (2001), Hossain et al. (1994), and McKinnon & Dalimunthe (1993)

provide evidence of an association between ownership structure and the voluntary

disclosure of information by companies. However, Craswell & Taylor (1992), and

Raffournier (1995) find no evidence between ownership structure and the voluntary

disclosure of corporate information.

Studies on the relationship between ownership structure and the voluntary disclosure of

corporate information have based their arguments primarily on agency theory (Fama &

Jensen, 1983; Hossain et al., 1994; Raffoumier, 1995). According to Hossain et al.

(1994,p.337)'agency theory suggests that where there is a separation of ownership and

control of a firm, the potential for agency costs arises because of incentive conflicts

between contracting parties'. Raffournier (1995, p. 26$ argues that 'agency relations

are likely to play a major role in the disclosure policy of companies because annual

reports can be used to reduce monitoring costs'. In addition, Fama & Jensen (1983)

argue that the potential for interest conflicts between principals and agents is greater for

companies where the share ownership is widely held. Thus, they assert that the

voluntary disclosure of information for widely held firms would likely be greater. This

is because agents of such companies will have the incentive to voluntarily disclose more

information in order to signal that they are acting in the best interest of the owners.

On the other hand, Cormier & Gordon (2001) argue that publicly owned firms disclose

more social and environmental information in their annual reports than privately owned

firms. Cormier & Gordon (2001) argue that the size and ownership status of a company

influence its legitimation strategy. Cormier & Gordon (2001) draw on legitimacy theory

in their investigation of social and environmental reporting strategies for publicly and
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privately owned firms. In a case study of three electric utilities, two publicly owned and

one privately owned company in Canada, their findings indicate that publicly owned

firms disclose more social and environmental information in their annual reports than

the privately owned firm. Since the publicly owned firms in their study are also larger

than the one that is privately owned, they further conclude that social and environmental

disclosures are related to size of companies. They argue that:

Because the government owned enterprises are politically supported and are large, they

must make more disclosures due to reasons of accountability and visibility as outlined

in legitimacy theory.

(Cormier & Gordon 200I,p.607)

Thus, in this study, the dispersion of share ownership will be treated as a control

variable that could potentially influence the voluntary disclosure decisions of

management.

2.6 Summary
This chapter provides a review of the literature on the three main areas that are pertinent

to this study: the literature on the relationship between mandatory and voluntary

disclosure; the literature on the impact of proprietary costs on voluntary corporate

disclosure; and the literature on the impact of political costs on voluntary corporate

disclosure.

The chapter also reviews the concepts underlying the disclosure principle, signalling

theory, legitimacy theory, and media agenda setting theory, as these theories are used in

this study to underpin the theoretical arguments on management's decisions to

voluntarily disclose financial instruments-related information. Specifically, the

disclosure principle and signalling theory are reviewed to underpin arguments relating

to the impact of proprietary costs on voluntary corporate disclosure, while the

legitimacy and media agenda setting theories are reviewed to underpin arguments

relating to the impact of political costs on voluntary corporate disclosure.

The literature on the relationship between mandatory and voluntary disclosures

highlights the arguments for and against mandating the disclosure of accounting

information and the effects of such mandatory requirements on management's decision
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to further disclose additional information. Prior studies on the relationship between

mandatory and voluntary disclosure indicates that management's voluntary disclosing

strategy is influenced by changes in mandatory disclosure requirements.

The literature review of proprietary costs focuses on the relationship between

proprietary costs and the voluntary disclosure of information by management. Various

empirical investigations and mathematical models have been developed by prior

researchers to investigate this relationship. The literature on political costs on the other

hand, highlights the influence of media on a firm's legitimacy gap and other factors

relating to a firm's political visibility, which, in turn, influences voluntary disclosure

strategies.

This chapter also reviews the literature that seeks to operationalize these theories

through surrogate variables, including a firm's investment growth opportunities,

corporate hedging strategies, the probability of facing financial distress, size of

company, and negative media attention. These factors are expected to influence

management's decision to voluntarily disclose corporate information. Even though

firms' characteristics are not the focus of this study, the existing literature on the

influence of industry of firms and the dispersion of share ownership on voluntary

disclosure is also reviewed in this chapter, as these characteristics will be the control

variables in this study to ensure that their potential impact on management's voluntary

disclosure of financial instruments-related information is taken into consideration.

In the next chapter the underlying relevant principles and theories reviewed in this

chapter will be applied towards the development of the conceptual model for this study.

The empirical schema of the forces impacting on corporate management decisions to

voluntarily disclose information relating to financial instruments and the related

hypotheses will also be fully developed in Chapter 3.
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Chapter 3

Conceptual Framework, Variable IdentifÏcation and
Hypotheses Development

3.1 Introduction
This chapter identifies and models those factors deemed to influence management's

strategic decision on the extent of voluntary disclosure of financial instruments-related

information in both regulated and unregulated environments. The relationships of each

factor to levels of voluntary disclosure are addressed in this chapter, through to the

formulation of formal hypotheses. As noted in Chapter 2, this study combines three

streams of accounting research: research on the relationship between mandatory and

voluntary disclosure; research on voluntary disclosure from a signalling perspective

concerned with benefits versus proprietary costs of information provision; and research

on voluntary disclosure from a legitimacy perspective concerned with the political cost

hypothesis. A review of the literature indicates that these three streams of accounting

research have developed separately in studies on voluntary corporate disclosure. In this

chapler, these three streams are integrated to form a conceptual framework for testing

their combined influence on management decisions regarding the extent of voluntary

disclosure of information relating to financial instruments.

In setting up a conceptual framework and empirical schema, this chapter is organized as

follows: the next section develops a conceptual model of some primary variables that

impact on corporate management decisions to voluntarily disclose information; the

nature of these variables will be specified and then the empirical schema for this study

will be presented; finally, a set of hypotheses will be generated.

3.2 Conceptual Model

The theoretical perspectives underlying the conceptual model for this study are based on

the disclosure principle, signalling theory, proprietary cost principle, legitimacy theory,

the media agenda setting theory, and the political cost hypothesis as reviewed in

Chapter 2. The model draws upon the literature in Chapter 2 that has invoked these

theories.
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In fact, the conceptual model contains the set of behavioural theories (indicated above)

as altemative perspectives on management incentives for voluntary corporate

disclosure. These management incentives are grouped under two paradigms

proprietary information theories and legitimacy theories. In addition, the conceptual

model includes the environment for the regulation of corporate information, which, in

its own right, includes a theory about the effect of information regulation on

management's voluntary disclosure incentives. The conceptual model is depicted in

Figure 4.

Figure 4

Conceptual Model of Incentives and Environments Affecting Voluntary Corporate
Disclosure Decisions by Management
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3.2.I Theory of Regulation of Information Markets

The regulatory environment for corporate disclosure is part of the conceptual model for

this study, as shown in Figure 4. Whilst Wolk et al. (1989) suggest that due to market

failure it may be necessary to regulate accounting information, Jovanovic (1982) argues

that the free market offers enough incentives for business to voluntarily disclose

information. \ù/hen various incentives function strongly on management in information

markets, then voluntary co{porate disclosures can produce adequate information for

investors and other corporate stakeholders. Such incentives are drawn from theories

about the impacts on management disclosure decisions of signalling, proprietary costs,

media attention and political costs. However, when these incentives are not strong, or

other incentives such as management opportunistic behaviour are prevalent, then market

failure can occur. Regulation of markets for corporate information is then likely to be

increased. Hence, Figure 4, link (a), depicts a relationship between management

incentives and the environment for regulation.

The aspect of the regulatory environment, which is of concern in this study, is whether

the introduction of mandatory disclosure requirements relating to corporate financial

reporting inhibits or enhances management's incentives to voluntarily disclose

additional information. The existing literature on the voluntary disclosing strategy of

firms indicates that voluntary disclosures are influenced by the changes in mandatory

disclosure requirements (Aggarwal & Simkins,2004; Berkman et al., 1997; Chalmers,

2001 Chalmers & Godfrey,2004; Chow et al., 19961' Dye, 1985, 1986; Gonedes, 1980;

Nagarajan & Sridhar, 7996; Taylor & Redpath,2000l' Verrecchia, 1982).It is argued by

Dye (1985), Gonedes (1980), Nagarajan & Sridhar (1996) and Verrecchia (1982) that as

the mandatory reporting requirements become more detailed, voluntary disclosures may

decline. However, according to Dye (1936) and Taylor & Redpath (2000), the

mandatory disclosure of non-proprietary information would provide incentives for the

voluntary disclosure of correlated proprietary information as the increase in the

mandatory disclosure of non-proprietary information would reduce the benefits of

withholding correlated proprietary information. Dye (1990) argues that the divergence

between mandatory and voluntary disclosure is affected by the nature of externalities

created because of the disclosure. Externalities created by increased mandatory

disclosure requirements refer to the fäct that competitor firms would all be faced with

the same exposure of their proprietary information, so they do not face the degree of
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competitive disadvantage that could have occurred in an unregulated environment. The

influence of changes in mandatory disclosure requirements on voluntary disclosure by

firms is depicted by link (b) in Figure 4.

3.2.2 Proprietary Information Theories

The disclosure principle and signalling models have been used by prior researchers to

address situations where there are information asymmetries between two parties.

Chapter 2 rcfened to the disclosure principle as suggested by Grossman (1981) and

Milgrom (1981). Grossman (1981) argues that when information transmittal is costless,

a seller will disclose all the information, both good and bad, that he or she holds, as the

buyers would put the worst interpretation on non-disclosure. Likewise, Milgrom (1981)

and Jung & Kwon (1988) suggest that firms will disclose favourable information about

the firm, as non-disclosure will result in users inferring that the content of such

information is unfavourable. Jung & Kwon (1988) argue that the possibility that

investors have acquired credible information from other independent sources such as the

financial press or financial analysts may influence management's decision to voluntarily

disclose additional information.

Signalling theory, as referred to in Chapter 2, posits that the process of signalling can

reduce the information asymmetry between the parties involved. Management with

more information about their company will signal the information in order to disclose

their company's general quality within equity markets. Watts &, Zimmerman (1986)

develop their argument on the assumption that managers of firms will possess more

information than outsiders regarding such matters as the ftrm's expected profits, risk

exposure and future cash flows. Thus, managers of higher quality firms are expected to

want to differentiate themselves from those of lower quality firms by making additional

voluntary disclosure. As suggested by Hughes (1986) such direct disclosures made by

managers give a credible signal about firm value as the firm would be penalized if the

ex post observable cash flow of the firm indicates that the firm provides misleading

information. Skinner (1994) provides evidence that managers will voluntarily disclose

both good and bad news as the good news signals quality and the bad news is signalled

to prevent a decline in the firm's share prices. In fact, Healy & Palepu (1993) argue that

such additional disclosures are necessary in order to correct the real valuc of the firm.

However, according to Trueman (1986) the incentive for management to voluntarily
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disclose such information only exists provided that the information disclosed is costless.

If there are costs involved in disclosing such information, then disclosure is not

guaranteed.

In this study, the issuing of AASB 1033 and MASB 24 provides an ideal setting for

testing the robustness of signalling theory in a regulated and unregulated environment.

These standards on financial instruments disclosure set minimum disclosure

requirements in terms of types of information that need to be disclosed about financial

statements, while allowing considerable discretion in the amount of detail to be given

about particular financial instruments. Where accounting standards allow such

flexibility in details of disclosure, high quality firms might be expected to use the

opportunity to provide 'fine' information signals to reveal their type of quality. High

quality firms would prefer such accounting standards, as the flexibility in the disclosure

requirements will enable them to provide additional information to distinguish

themselves from low quality firms. This way, managers of high quality firms can use

the proprietary information that they have about their firms' current and future

performance to signal more accurately to investors, the fair value of the firm. In fact

rational investors and creditors will expect such managers to use this flexibility to report

their firms' performance in the most credible way. Therefore, high quality hrms are

expected to voluntarily disclose more detailed information about their fìnancial

instruments than is mandated by the accounting standards. This signalling theory

perspective is depicted as link (c) in Figure 4.

The decision to withhold or release additional information to signal the firm's type of

quality however may be influenced by the extent of proprietary costs that would be

incurred as a result of the disclosure. Such voluntary disclosure will reveal proprietary

information which will not only benefit user groups such as shareholders but also

competitors who can act on the information disclosed to the competitive disadvantage

of the disclosing firms (Darrough & Stoughton, 1990; Feltham & Xie, 1992; Harris,

1998; Hayes & Lundholm, 1996; Kelly, 1994; Newman & Sansing,1993; Verrecchia,

1983; Wagenhofer, 1990). Wagenhofer (1990) argues that the disclosing firm with

private information will incur proprietary costs either in the form of lost profits because

of the strategic action taken by an opponent or in the form of political costs imposed by

regulators, trade unions or adverse media reports. Even though Wagenhofer (1990)
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acknowledges the incurrence of proprietary costs due to disclosure, he argues that the

existence of such costs does not necessarily imply non-disclosure. Gigler (1994) argues

that even though voluntary disclosure is unaudited and can be manipulated by

management, such disclosures are credible since firms incur proprietary costs to

voluntarily disclose such information. He concludes that the proprietary costs that are

incurred by management in making the disclosure provide credibility to the disclosures

made. This proprietary costs principle is depicted as link (d) in Figure 4.

Overall, proprietary information theories suggest that management needs to balance the

costs and benefits arising as a result of the disclosure of proprietary information when

deciding to voluntarily provide additional corporate information. According to

Verrecchia (1983), the extent of such voluntary disclosure is related to a threshold level

for disclosure, which is dependent on the expected size of the proprietary costs. The

higher the proprietary costs, the higher will be the threshold level for disclosure,

resulting in lower probability of disclosure. The quality of private information that

managers possess may also affect this threshold level for disclosure (Verrecchia, 1990).

Managers will be willing to disclose proprietary information if the information is of

higher quality for fear that non-disclosure will result in the market discounting the value

of the frrm's assets (Verrecchia 1990). However, as noted in Chapter 2, the literature on

voluntary disclosure suggests that firms prefer a pafüal disclosure equilibrium whereby

their management is willing to disclose private information but not to the extent of

completely revealing all information (Gigler,1994; King &'Wallin, 1995; 
'Wagenhofer,

1990).

3.2.3 LegitimacyTheories

Legitimacy theory posits that 'in order to continue operating successfully, corporations

must act within the bounds of what society identifies as socially acceptable behaviour'

(O'Donovan 2002, p. 3a$. Thus, according to legitimacy theory, organizatíons need to

ensure that they operate within the values and norms of the society in which they exist,

otherwise their very existence may be threatened. Legitimacy theory assumes that there

is a social contract either expressed or implied between organizations and society

(Shocker & Sethi, 1914). Thus, organizalions need to ensure that they fulfiI this social

contract with society, as the fultilment of such contract will ensure that the values of the

orgarizations will remain congruent with the values of the society. Organizations must
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agree to operate within the bounds imposed by society in order for them to continue to

enjoy access to product and resource markets (Campbell et al., 2003). In addition, firms

need to constantly maîage their corporate image to ensure that their activities are within

societal expectation since societal norms are not static.

In this study, the strategic approach to legitimacy theory is adopted in explaining

managers' decisions to voluntarily disclose information in their annual reports in order

to avoid incurring political costs. The strategic approach assumes that managers have a

high level of managerial control over their organizalion's legitimation process, and that

legitimation is purposive, calculated, and frequently oppositional (Suchman, 1995).

Thus, in this study, the voluntary corporate disclosure of financial instruments-related

information by management in their annual reports is viewed as a strategy adopted by

management in order to remain legitimate and to reduce the impact of political costs.

Failure by companies to voluntarily disclose information in order to avoid incurring

proprietary costs may result in these companies incurring political costs. Holthausen &

Leftwich (1983) argue that a firm's political visibility is affected by its reported

accounting numbers as accounting numbers are used by parties such as consumers or

politicians as a basis for them to criticize or support these hrms. Politicians, trade

unions, consumer associations, stakeholder groups and the general public may decide to

impose costs on these companies because of their failure in voluntarily disclosing

information. Such costs include consumer boycotts, industrial action, and more

government regulations. The corporate sector is especially vulnerable to these political

costs arising from intense lobbying by certain groups of voters which will in turn

encourage elected offìcials to take action against the corporation (Watts & Zimmerman,

1e86).

Empirical evidence on the political cost hypothesis confirms that a firm's political

visibility influences its voluntary disclosure practices (Aggarwal & Simkins, 2004;

Belkaoui & Karpik, 1989; Deegan & Caroll, 1993; Deegan & Hallam, 1991; Hutchings

& Taylor, 2000; Lemon & Cahan, 1997; Lim & McKinnon,1993; Patten & Trompeter,

2003; Taylor & Redpath, 2000). This study draws on the political cost hypothesis to

underpin explanations of the influence of political visibility on management's voluntary

disclosure strategy for financial instruments. The literature provides more evidence that
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politically visible firms would be more likely to voluntarily disclose additional

information than firms that are less politically visible. This is because firms that are

politically visible have a greater need to be seen as acting within the bounds of socially

acceptable behaviour. The political cost hypothesis is depicted as link (f) in Figure 4.

Another component of legitimacy relates to the extent to which corporate practices

receive media attention. A case in point was the rapid pace of growth in the use of

financial instruments by companies in the late 1990s, especially in the use of derivative

instruments, coupled with corporate failures because of the misuse of derivatives. The

extensive media coverage given to corporate failures that had involved speculative

hedging activities changed public perceptions. Under the media agenda setting theory,

the extensive media coverage of an incident has the ability to influence or shape

community perceptions about a particular issue. The constant emphasizing of the issue

by the media has an effect of leading the audience to think more about an issue, thereby

making the issue more salient (Gross &. Aday,2003).

The influence of the media and its effect on management's voluntary disclosure

decisions has been widely investigated by researchers in the area of social and

environmental disclosures (Brown & Deegan, 1998; Deegan et al., 2000; Deegan et al.,

2002). Brown & Deegan (1998) conclude that variations in corporate disclosure are

associated with variations in the level of media attention given on environmental issues,

even though not all industries reacted in the same manner. In addition, the influence of

the media on community perceptions is greater if the issues highlighted by the media

are unfavourable or negative issues (Dearing & Rogers, 1996; Hutchings & Taylor,

2000; Deegan et al., 2002; Deegan et al., 2000; O'Donovan, 1999; Brown & Deegan,

1998). The negative media attention is more likely to be regarded by the community as

an important concem (Dearing & Rogers, 1996). The media agenda setting theory is

depicted as link (e) in Figure 4.

In summary, the theories presented throughout section 3.2 provide the rationale for

factors that are expected to influence management's decision to voluntarily disclose

information relating to financial instruments. Figure 4 presents the conceptual model for

this study, depicting the links between f'orces impacting on corporate management

decisions to voluntarily disclose information in an information environment that will
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change from unregulated to anticipated regulation to a regulated environment. The

various factors arising from the theories contained in the conceptual model will be

operationalized for the purpose of developing and empirically testing hypotheses.

3.3 Variable Identification and the Empirical Schema

Arising from the theories given in the conceptual model, the explanatory variables to be

used in this study as determinants of voluntary disclosure need to be identified. Once

identified, the variables can be formulated into regression equations and an empirical

schema for this study.

As pointed out in previous chapters, the dependent variable for this study is the

voluntary corporate disclosure of items of information related to accounting for, policies

about, management of, and markets associated with, financial instruments. The

proprietary nature of these items of voluntary disclosure will be part of the measurement

of this dependent variable, as will be explained in Chapter 4.

3.3.I Identification of Independent Variables

The independent variables associated with the three groupings of theories from the

conceptual model are:

Regulatory Theory:

Anticipation of a proposed standard on financial instruments disclosure

Existence of a standard on disclosure requirements

Proprietary Information Theories :

Investment growth opportunities

Hedging strategies to reduce risks

Legitimacy Theories:

Size of firm

Probability of financial distress

Negative media attention

3.3.1 .1 Anticipation of and the Existence of Mandatory Disclosure Requirements

The effect of the anticipation of mandatory disclosure requirements on voluntary

disclosure of financial instruments-related information will be tested in the unregulated
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and anticipated disclosure environment, while the effect of the existence of mandatory

disclosure requirements on voluntary disclosure of financial instruments-related

information will be tested in the regulated disclosure environment. Both the anticipation

of and the existence of mandatory disclosure requirements relating to financial

instruments disclosure are expected to have a positive effect on voluntary disclosure.

3.3.I.2 Investment Growth Opportunities and Hedging Strategies

The independent variables, investment growth opportunities and hedging strategies, are

of a nature that contains high proprietary information. Investment growth opportunities

and hedging strategies will be used to proxy for proprietary costs. This is because

proprietary costs are diffrcult to measure directly, thus, proxies for the measurement of

proprietary costs need to be used. Companies with investment growth opportunities and

hedging strategies have the characteristics of having proprietary information and

indicate the presence of proprietary costs, which will influence fitms' voluntary

disclosure policy.

The evidence from prior studies of the hypothesised inverse relationship between firms'

investment growth opportunities and the dependent variable is conflicting (i.e. Bamber

& Cheon, 1998 and Harris, 1998 find an inverse relationship, but Taylor & Redpath,

2000, find a positive relationship). This study will further investigate the direction of

this relationship. Firms with higher investment growth opportunities are expected to

disclose more information to signal their type. However, due to the impact of

proprietary costs on such disclosure decisions, such firms may be reluctant to

voluntarily disclose additional information in their financial statements, even to signal

their type for fear that the disclosure of such private information will reveal their

investment growth opportunities to their competitors. In addition, the size of the growth

firms is expected to have a moderating effect on the voluntary disclosure of financial

instruments-related information. On the other hand, firms' hedging strategies are

expected to have a positive effect on the voluntary disclosure of proprietary information.

3.3.1.3 Probability of Financial Distress, Size of Company and Negative Media

Attention

The independent variables, probability of financial distress, size of company, and

negative media attention are to test for the impact of political costs and the validity of
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legitimacy theory including the media agenda setting theory. These three variables are

expected to have a positive association with the voluntary disclosure of information

about financial instruments.

3.3.2 Moderating Variables

In addition to using size of company as a variable to test for the impact of political costs

on voluntary disclosure, the moderating effect of size of company on investment growth

opportunities is also investigated for its influencing effect on the dependent variable. In

addition, the anticipated introduction of the mandatory disclosure requirements is also

expected to have a moderating effect on the relationship between negative media

attention and the voluntary disclosure of information relevant to financial instruments.

This relationship is also investigated.

3.3.3 Control Variables

The relevant control variables for this study are the industry of the company and the

dispersion of share ownership in the company. These two factors will be controlled in

this study for their potential effect on the dependent variable.

3.3.4 Regression Equation and the Empirical Schema

The multiple relationships to be empirically investigated in this study are stated in the

following equations:

vDrsc : Þo * Br MDISC + p2 HEDGE * p, GROWTH + p4 (GROV/TH X

SIZE) + Bs SrZE + p6 DTSTRESS + B7 MEDrA + ps (MEDTA X

MDISC)+BeOWNER+BroINDUST+e ....(1)

where VDISC is an index of voluntary disclosure of information relevant

to financial instruments in the corporate annual reports

MDISC is an index of the mandatory disclosure items relating to

financial instruments that exist or are anticipated

HEDGE is the firm's hedging strategies

GRO\ /TH is the firm's investment growth opportunities
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(GROWTH X SIZE) is the moderating effect of firm's size on

investment growth opportunities

SIZE is the hrm's size

DISTRESS is the probability of financial distress

MEDIA is the negative media attention

(MEDIA X MDISC) is the moderating effect of anticipated

mandatory disclosure requirements on negative media attention

OWNER is the dispersion of share ownership in the company

INDUST is the industry of the firm

e is the normally distributed random error

Bo in the regression equation represents a constant. Within the equation, the regression

coefficients resulting from standardized data are termed beta coefficients. The

standardized beta coefficients enable the elimination of problems associated with

different units of measurement, and they also reflect the relative impact of a change in

one standard deviation on the dependent variable.

Equation (1) incorporates variables from both the proprietary information theories and

legitimacy theories. However, as an explanation of the extent of voluntary corporate

disclosures, proprietary information theories focus on management incentives to

disclose information that bears proprietary costs i.e. on the "proprietariness" of

voluntary disclosures. On the other hand, legitimacy theories focus on management

incentives to voluntarily disclose all strategically relevant information. Hence, equation

(1) is separated to isolate the different explanatory theories as follows:

vDrscpRoP : Þo + Þr MDrsc + B2 HEDG" * p, GROWTH + B4 (GROWTH

X SIZE) + B5 OWNER + P6 INDUST * e ... ... .. .(2)

vDrsc : Þo + Br MDrsc + B2 SIZE + B3 DISTRESS + B+ MEDIA + Bt

(MEDIA X MDISC) + B6 OWNER + Br INDUST + e .. (3)

where VDISCPROP is VDISC weighted by perceived

"proprietariness" of items disclosed.
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Equations (2) and (3) are further depicted in an empirical schema in Figure 5

Drawing from the conceptual model, the empirical schema for this study identifies three

factors as primary influences on management's decision to voluntarily disclose

information relating to financial instruments:

o the anticipation of and the existence of mandatory disclosure requirements

relating to financial instruments

o the extent of proprietary costs expected to be incurred by making particular

items of financi al instruments-rel ated information publi cly available

o the extent of political costs expected to be incurred by withholding the

di sclo sure o f financi al instruments-rel ated information.

The empirical schema shows nine hypotheses (Hl, H2,H4 to H9b). H3 is not presented

in the empirical schema, as the dependent variable for this hypothesis is not the

voluntary disclosure relating to financial instruments but rather the mandatory

disclosure items. H3 will be tested during the univariate analysis. These hypotheses are

specified and discussed in the next section.
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Figure 5

Empirical Schema of Factors Affecting the Voluntary Corporate Disclosure of

Information Conceming Financial Instruments
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3.4 Hypotheses Development

In this section, the hypothesized relationships between the independent variables and

the dependent variable are discussed and a set of hypotheses to be empirically tested is

generated.

3.4.I Hypotheses for Testing the Relationship between Mandatory and Voluntary

Disclosure

Section 2.2 of this thesis reviewed the literature on the relationship between mandatory

and voluntary disclosure. Evidence from this literature indicates that there is a

relationship between mandatory and voluntary disclosure. However, the direction of the

relationship is uncertain. Empirical investigations undertaken to test Dye's (1986)

theoretical model on the relationship between mandatory and voluntary disclosure

produced conflicting findings. Thus, a further test of the relationship between

mandatory and voluntary disclosure is warranted. This study fuither tests Dye's (1986)

model where he argues that an increase in the mandatory disclosure of non-proprietary

information increases the incentives for the voluntary disclosure of correlated

propri etary information.

Specific empirical evidence for financial instruments also indicates mixed findings on

the relationship between mandatory and voluntary disclosures. As reviewed in Chapter

2, Chalmers (2001) provides evidence that the quantity of voluntary derivatives

disclosure made by firms progressively increases over the period leading to the

introduction of the mandatory disclosure requirements, and that there is a significant

increase in voluntary disclosure in the year when the mandatory disclosure requirements

became effective. Chalmers & Godfrey (2004) confirm these findings. By contrast,

Berkman et al.'s (1997) findings indicate that even with the impending introduction of

the mandatory disclosure requirements relating to financial instruments, companies did

not voluntarily disclose more information on derivative instruments.

Thus, a review of the existing literature indicates that the direction of the relationship

between mandatory and voluntary disclosures remains uncertain. Therefore, this study

further investigates the impact of the introduction of mandatory disclosure requirements

on managers' voluntary disclosure decisions. It is expected that the anticipation of a

forthcoming standard on the disclosure of financial instruments, and then the existence
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of this standard, will affect management's decisions on the voluntary disclosure of

related proprietary information.

The issuance of AASB 1033 imposed mandatory disclosure requirements on financial

instruments, making such information non-proprietary. Drawing on Dye's (1986)

model, it is expected that this will result in an increase in the voluntary disclosure of

related proprietary information relating to financial instruments. As the requirements of

the standard give management the discretion of deciding on the extent of disclosures to

be made, it is expected that management will voluntarily disclose related proprietary

information. Thus, the first hypothesis conceming the relationship between mandatory

and voluntary disclosure, which will be tested for the period after the introduction of the

mandatory disclosure requirements, is stated as follows:

H1 An increase in the mandatory disclosure of non-proprietary information

relevant to financial instruments increases the voluntary disclosure of

related proprietary information.

Because of the conflicting findings of Chalmers (2001), Chalmers & Godfrey (2004)

and Berkman et al. (1997), this study further investigates the question of whether the

likelihood of a proposed standard becoming mandatory has any effect on the voluntary

disclosure of related proprietary information. Thus, the second hypothesis is to test the

voluntary disclosure of financial-instruments related information in the period before

the introduction of the standard, in order to investigate whether the likelihood of a

proposed standard becoming mandatory has any effect on the voluntary disclosure of

proprietary information related to non-mandatory disclosure items. The hypothesis to be

tested before the introduction of the mandatory disclosure requirements is stated as

follows:

H2 The likelihood of a proposed standard relating to financial instruments

becoming mandatory increases the voluntary disclosure of proprietary

information related to non-mandatory disclosure items.

The next consideration is whether the likelihood of a proposed standard becoming

mandatory and the actual introduction of the standard have an effect on the voluntary
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disclosure of additional information associated with the proposed mandatory disclosure

items. A review of the literature indicates that the likelihood of, and the actual

introduction of, the standard on financial instruments disclosure is expected to increase

the voluntary disclosure of additional information associated with the mandatory

disclosure items (Aggarwal & Simkins, 2004; Chalmers, 200I; Chalmers & Godfrey,

2004). Thus, in this study, the voluntary disclosure of additional information associated

with the mandatory disclosure items is compared between unregulated and regulated

environments. In the regulated environment, this involves the investigation of the

comprehensiveness of the mandatory disclosure items. The comprehensiveness of the

mandatory disclosure will indicate the degree of detail with which a required item is

disclosed (Wallace & Naser, 1995, p.328). Wallace et al. (1994) argue that a firm can

provide explanations in the notes to the accounts to enhance users' understanding of the

disclosure on the item. Thus, they argue that measuring the comprehensiveness of the

disclosure of mandatory infonnation items is to measure indirectly the voluntary

disclosure relating to that item. Barrett(1976, p.14) argues that as the degree of detail

provided by mandatory disclosure is a managenal choice, measuring the

comprehensiveness of mandatory disclosure is in essence measuring the amount of

information management is willing to voluntarily disclose. Thus, the hypothesis to be

tested in the period before and after the introduction of mandatory disclosure

requirements is stated as follows:

H3 The anticipated and actual introduction of a standard on disclosure of

financial instruments increases the comprehensiveness of disclosure

associated with mandatory disclosure items contained in the standard.

3.4.2 Hypotheses for Testing the Validity of Signalling Theory and the Impact of

Proprietary Costs on Voluntary Disclosure

Circumstances that can influence management's decision concerning the extent of

proprietary information to be signalled include the level of competition in the industry

(Danough & Stoughton, 19901' Harris, 1998; Hayes & Lundholm, 1996), the financial

condition of the firms (Cormier & Magnan, 2003; Kelly, 1994) and the type of news to

be disclosed (Li et al.,7997; Milgrom, 1981; Scott, 1994; Verrecchia, 1983). Thus, the

decision to disclose proprietary int'ormation in order to signal quality of a firm is highly

dependent on the circumstances of the firm and its industry.
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Section 2.3 of Chapter 2 reviews the literature on signalling theory and the assertion that

managers of higher quality firms are expected to voluntarily disclose information in

order to signal their firm's type and quality. In this study, the impact of proprietary costs

on management's voluntary disclosure of financial instruments-related information is

investigated for firms in circumstances that differ in terms of their investment growth

opportunities and corporate hedging strategies.

According to signalling theory, firms with investment growth opportunities are expected

to disclose more information to signal their higher quality type. However, Taylor &

Redpath (2000) argue Ihat a firm with greater investment growth opportunities will have

heightened proprietary costs associated with voluntary disclosure of information of a

proprietary nature that reveals something about future expected cash flows. Therefore,

firms with investment growth opportunities may be reluctant to voluntarily disclose

additional information that can signal their quality type, for fear that the disclosure of

such private information will be used by competitors to take advantage of these

investment growth opportunities. The extemal disclosure by management of its
discretionary investments will convey private information about growth opportunities.

This can be acted upon by other firms, cause the firm a competitive disadvantage, and

represent a proprietary information cost. As explained by Kanodia & Lee (1998),

periodic performance reports voluntarily issued by management can reveal private

information about the profitability of new investment opportunities. Harris (1998)

argues that management will conceal abnormal profits for business segments with

greater growth opportunities. Firms with higher growth opportunities have been found

to be less specific in their disclosure (Bamber & Cheon, 1998).

Therefore, there will be ofßetting motivations for voluntary disclosure of information

related to financial instruments arising from the benefits of signalling the firm's higher

quality type, on the one hand, and the costs of revealing proprietary information to

competitors on the other hand. To test these offsetting influences, this study will

investigate the proprietariness of voluntary disclosure of information relating to

financial instruments for high and low growth firms. Items of voluntary disclosure are

deemed to have greater proprietariness if they are more revealing of expected future

cash tlows of the tirm.
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Thus, the following hypothesis seeks to test the effect of investment growth

opportunities on voluntary disclosure for the period before and after the introduction of

the mandatory disclosure requirements:

H4 The higher the investment growth opportunities, the lower will be the

voluntary disclosure of proprietary information relevant to financial

instruments.

The next consideration in this study is whether the investment growth opportunities of

firms are linked to the hrm's size, and whether the size of the growth firms has any

effect on their voluntary disclosure decisions. A review of the existing literature reveals

that there is a relationship between firms' size and their investment growth

opportunities. However, there are conflicting arguments on the direction of this

relationship. The literature, nevertheless, gives more support to this relationship being

in the inverse. That is, growth companies tend to be smaller (Baker, 1993;B,an2,1981;

Fama & French, 1992; Ho et al., 2004; Hutchinson & Gul, 2003; Petty et al., 1996).

Smaller companies are less capable of fighting off competitors who seek to enter their

market to take advantage of higher growth opportunities. Hence, the combined

conditions of being a smaller company and having higher growth opportunities are

expected to cause higher proprietary costs ofvoluntary disclosures.

This study seeks to investigate this relationship by testing the moderating effect of size

on the voluntary disclosure of financial instruments-related information in the following

hypothesis for the period before and after the introduction of the mandatory disclosure

requirements:

H5 The smaller the company size, the greater will be the inverse relationship

between investment growth opportunities and the extent of voluntary

disclosure of proprietary information relevant to financial instruments.

The financial condition of a firm also influences management's voluntary disclosure

decisions (Cormier & Magnan,2003; Kelly, 1994).In particular, hedging strategies and

other risk management levels of firms are financial conditions expected to influence the

voluntary disclosure of proprietary information concerning financial instruments.
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Empirical investigations reveal that firms use derivatives as a means of hedging rather

than for speculative purposes (Allayannis & Ofek, 2001). Managers traditionally use

hedging as a means of avoiding risks (Smith & Stulz, 1985; Stulz, 1984; Tufano, 1996).

Firms therefore use derivatives to hedge if the expected benefits of corporate risk

management outweigh the costs of those derivatives (Guay & Kothari, 2003). Hedging

reduces the variations of frrms' cash flows and adds value to those hrms by ensuring

that they have sufficient funds to take advantage of attractive investment opportunities

(Froot et al., 1993).

DeMarzo & Duffie (1991) argue that since hedging is optimal when it is undertaken by

managers who have private information about the firm's expected profits, managers can

use hedging to signal their capabilities to investors. Hedging activities have also been

found to increase firm value (Allayannis & 'Weston, 2001; Graham & Rogers, 2002;

Nance et a1.,1993; Nguyen & Faff, 2002). As hedging activities increase firm value and

are used by firms to avoid risk and to reduce the variability of cash flows, companies

that hedge are better protected against competitive disadvantage. Therefore, firms that

hedge would be willing to disclose more information to signal their underlying quality,

as they are better positioned in the market place and will be able to absorb any

proprietary costs that may be incurred due to the disclosure. Thus, it is expected that

firms with a higher level of corporate hedging will voluntarily disclose more financial

instruments-related information than firms with a lower level of corporate hedging. This

study seeks to test the following hypothesis for the period before and after the

introduction of the mandatory disclosure requirements with regards to the relationship

between hedging strategies and the disclosure of proprietary information:

H6: The higher the level of a company's corporate hedging, the higher will

be its voluntary disclosure of proprietary information relevant to

financial instruments.

3.4.3 Hypotheses for Testing the Validity of Legitimacy Theory Including the Media

Agenda-Setting Theory and the Impact of Political Costs on Voluntary

Disclosure

The impact of political costs on management's voluntary disclosure decision is tested in

a set of hypotheses in this section by using the probability of firms facing financial
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distress, size of company, and negative media attention to measure the effects of

political costs on the voluntary disclosure of information.

Political costs of non-disclosure can arise when firms are coming closer to breaching

debt covenants. Management that voluntarily provides greater hnancial disclosure to

debt holders when the company approaches financial distress is more likely to avoid

political costs of imposition of greater monitoring devices or even replacement with

new management. Prior empirical evidence relating to the influence of financing

conditions of f,rrms on the extent of voluntary disclosure is mixed (Ahmad et a1., 2003;

Ahmed & Nicholls, 1994; Chalmers & Godfrey,2004; Chow & Wong-Boren, 1987;

Cormier & Magnan, 2003; Malone et al., 1993; Mitchell et al., 1995; Myers, 1971;

Taylor & Redpath, 2000). For example, Ahmed & Nicholls (1994) and Chow & Wong-

Boren (1987) find no significant association between leverage and the extent of

voluntary disclosure. In the context of voluntary disclosure of derivative financial

instruments, Chalmers & Godfrey (200\ did not fìnd a significant relationship between
'/

leverage and firms' voluntary disclosure of derivative financial instruments. However,

Malone et al. (1993), Mitchell et al. (1995), Myers (1977), and Taylor & Redpath

(2000) argue that firms with high leverage are more likely to provide fuither voluntary

disclosure of information. However, Ahmad et al. (2003) and Cormier & Magnan

(2003) find a negative relationship between leverage and voluntary disclosure.

These prior studies use leverage to measure the creditworthiness of hrms. In this study

the probability of fiúns facing financial distress is used to measure the state of

creditworthiness instead of leverage. This is because, as suggested by Dichev & Skinner

(2002), a firm's financial leverage may be a relatively poor proxy for closeness to

covenants. In this study, companies with a higher probability of facing financial distress

are expected to voluntarily disclose more information to reduce the effects of political

and monitoring costs, and to avoid debt covenants from becoming binding. Thus,

companies that have a higher probability of being classified as distressed will

voluntarily disclose more information to ease the effects of political costs than

companies that have a lower probability of being classified as distressed. This study

seeks to test the following hypothesis for the period before and after the introduction of

the mandatory disclosure requirements with regard to the relationship between

probability of financial distress and the voluntary disclosure of information:
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H7 The higher the probability that a company is in financial distress, the

greater will be its voluntary disclosure of information relevant to

financial instruments.

Prior empirical evidence also confirms the positive association between size and

political costs (Aggarwal & Simkins,2004; Belkaoui & Karpik, 1989; Cormier &

Magnan, 2003; Cullen & Christopher, 2002; Deegan & Hallam, 1991; Hutchings &

Taylor, 2000; Skinner, 1993; Taylor & Redpath,2000; Wong, 1988). The political cost

hypothesis states that larger firms face greater public exposure and hence are subjected

to higher external scrutiny and external interference. Since the degree of political costs

is associated with the size of the company, therefore the size of the company will

influence management's decision to voluntarily disclose information in order to avoid

incurring political costs. Larger companies will have a greatu need to mitigate political

costs than smaller companies. Therefore, larger companies would be willing to

voluntarily disclose more information than smaller companies. Cormier & Magnan

(2003) provide evidence that larger firms tend to report more extensively on their

environmental management than smaller firms. They argue that because larger firms are

subject to more intense extemal monitoring than smaller firms, such firms would

disclose more environmental information than smaller firms.

Thus, the impact of political costs on management's voluntary disclosure dectstons ts

tested in the following hypothesis for the period before and after the introduction of the

mandatory disclosure requirements :

H8: The larger a company's size, the greater will be its voluntary disclosure

of information relevant to financial instruments.

Section 2.4.I of the literature review chapter provides evidence that firms do voluntarily

disclose information in their annual reports as a strategy to manage their legitimacy

(Brown & Deegan, 1998; Buhr, 1998; Campbell, 2000; Chalmers & Godfrey,2004;

Deegan et al., 2000; Deegan et al., 2002; Deegan & Gordon, 1996; Deegan & Rankin,

1996; Hutchings & Taylor, 2000; Nasi et al., 1997; O'Donovan, 2002; Patten, 1991,

1992; Woodward et a1., 2001). As suggested by Cormier & Gordon (2001) management

use accounting and financial reporting as a means of communicating with society and
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stakeholders about their firms' activities in order to legitimise their actions. Deegan et

al. (2000, p. 101) argue that 'organizations utilize their annual report as a means of

influencing society's perception of their operations, and as a means of legitimising their

ongoing existence'. This is confirmed by O'Donovan (2002) who argues that

organizations use annual reports to voluntarily disclose environmental information in

order to present themselves in a positive manner. Firms will thus use their annual

reports as a means of communication to inform society of their performance and

activities in order to be seen as acting within the society's expectations. As suggested by

Dowling & Pfeffer (1975), Sethi (1978), and Lindblom (1994), firms will undertake any

one of their legitimation strategies to narrow the legitimacy gap in order to remain

legitimate. Corporate disclosure is thus the result of organizations reacting to their

environments in order to legitimize their actions (Guthrie & Parker, 1989; Hogner,

1982; Hutchings & Taylor, 2000 Lindblom, 19941, O'Donovan 2002; Preston & Post,

l9l5; Woodward et a1.,2001).

The recent study by Chalmers & Godfrey (2004) on changes in the voluntary disclosure

of derivative instruments in Australia directly parallels this study. Chalmers & Godfrey

(2004) argue that the increase in public scrutiny due to the increase in use of derivative

financial instruments by companies in financing their operations, and the media reports

associated with derivative financial disasters, have resulted in an increased demand for

the transparency of derivative activities. Even though Chalmers & Godfrey (2004, p.

100) assert that'media reports associated with derivative financial disasters have made

stakeholders conscious of, and concemed about, firms' use of derivative financial

instruments', their study did not investigate the association between media reports and

the voluntary disclosure of financial derivatives.

V/ith advancement in information technology, the media is able to exert its influence on

public issues not only locally but also globally (Deegan et al., 2000). Therefore, the

effect of media attention is global. A major corporate disaster will become known

throughout the world, and may lead society within another country to react to the

incident by demanding greater disclosure. In this study, the effect of negative media

attention on the voluntary disclosure of financial instruments-related information is

investigated amongst companies in Australia, even though the incident that resulted in

the negative media attention did not take place in Australia. This will be done through
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the investigation of a high profile incident involving the collapse of Barings Bank in

1995. This incident is chosen because of its prominence, wide negative media coverage,

and the date of the occulrence of the event. The event took place a few years prior to the

year in which AASB 1033 became mandatory.

The wide negative media coverage following the incident is expected to pose a threat to

the legitimacy of other corporations using financial instruments. The management of

companies using derivatives can be expected to react to the adverse media coverage by

using corporate disclosures as a strategy to alleviate the potentially adverse effects

caused by the negative media coverage. Based on a time lag argument, it is expected

that after a period following the negative media coverage, there will be an increase in

the voluntary disclosure of information relating to financial instruments. This is done by

firms as a corrective action against the threat to their legitimacy, and to avoid incurring

political côsts. Such a legitimisation need will be heightened for more politically visible

companies. Since prior studies are in agreement that the print media is the most

effective means of changing the public's perception (Bogart,1984; Mc Combs, 1981;

McCombs & Shaw, 1994; Mutz &, Soss, 1997; Stempel & Hargrove, 1996), this study

will investigate the effect of negative print media coverage on the voluntary disclosure

of information relating to financial instruments. There are two hypotheses to be tested

for the effect of negative media attention in the pre-regulation period. The first

hypothesis to be tested is as follows:

H9a: The extent of change in unfavourable print media attention about corporate

use of financial instruments (during the period from the collapse of

Barings Bank and the adoption of AASB 1033) is positively related to the

change in company voluntary disClosure of information relevant to

financial instruments.

However, the anticipated introduction of the mandatory disclosure requirements is

expected to have a moderating effect on the relationship between negative media

attention and the voluntary disclosure of information relevant to financial instruments. It

is expected that as the anticipated mandatory disclosure increases (probably driven by

media attention), the positive relationship between negative media attention and the

voluntary disclosure of financial instrument-related information will decline. Thus, the
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second related hypothesis to be tested for the effect of negative media attention on the

voluntary disclosure of information relating to financial instruments in the pre-

regulation period is as follows:

H9b: 'When anticipated introduction of mandatory disclosure requirements

increases, the positive relationship between print media attention and the

voluntary disclosure of information relevant to financial instruments will

be reduced.

3.5 Summary

This chapter identifies the factors that are perceived to influence management's decision

to voluntarily disclose financial instruments-related information in a regulated and

unregulated environment, taking into consideration the impact of proprietary and

political costs on such decisions. In developing the conceptual framework for this study,

three streams of accounting research are integrated: research on the relationship

between mandatory and voluntary disclosure; research on the proprietary costs

perspective; and research on the political costs hypothesis. The chapter also provides an

in-depth explanation and justification of the factors that are perceived to influence

corporate management decisions to vo luntarily di scl o se informati on.

The chapter then proceeds to operationalize Lhe conceptual model by presenting the

empirical schema for this study. The empirical schema depicts the expected

relationships between the independent variables, moderating variables, and the

dependent variable. The relevant control variables are also identified in this chapter.

Finally, a set of hypotheses, mapped in the empirical schema and generated from prior

research, is presented for empirical testing. The methodology from data collection and

variable measurement will be fully covered in Chapter 4.
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Chapter 4

Research Methodology and Variable Measurement

4.1 Introduction

This chapter describes the research methodology adopted in collecting the data for this

study and the measurement approaches used to measure the variables. The relationships

between the measured variables will be analysed for purposes of testing the hypotheses

in Chapter 5.

This chapter is organized as follows. The hrst part of the chapter discusses the choice of

method used to collect the data for the study. The second part of the chapter discusses

the sample selection including the period of study and the sampling procedure used. The

third part of the chapter involves variable measurement. This part of the chapter

discusses in detail the approaches adopted in measuring the dependent, the independent,

and the control variables. This includes the measurement for the voluntary disclosure of

information relevant to financial instruments and the weighting of the voluntary

disclosures by the perceived proprietariness of the items disclosed. Finally, the chapter

provides a summary of the dependent, independent, and the control variables and their

measurement methods.

4.2 Choice of Method

In order to capture the data on the factors that influence management's decision to

voluntarily disclose financial instruments-related information in a regulated and

unregulated environment and the impact of proprietary and political costs on such

decisions, this study basically uses two methods of collecting data. First, a content

analysis of companies' annual reports is undertaken to capture the amount or quantity of

the mandatory and voluntary disclosures of information relating to financial

instruments. Second, through a survey process, a panel of experts is used to rate the

extent of proprietary costs embodied in each voluntary disclosure item relating to

financial instruments. This rating is used to create a weighted disclosure index to

m,easure the quality of voluntary disclosure items in terms of the proprietariness of each

item.
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4.2.1 Content Analysis of Annual Reports

The first method of collecting data for this study is through content analysis of

companies' annual reports. The purpose is to extract the mandatory and voluntary

disclosure of information relating to financial instruments. As suggested by Budd et al'

(1967), Holsti (1969) and Kassarjian (1977), content analysis enables narrative texts to

be placed into categories in order to derive conclusions about their thematic content.

According to Guthrie et al. (2004, p. 287) content analysis is 'a technique for gathering

data that involves codifying qualitative and quantitative information into pre-defined

categories in order to arrive at patterns in the presentation and reporting of information'.

According to Berelson (1952, p. 18) content analysis is'a research technique for the

objective, systematic, and quantitative description of the manifest content of

communication'. His definition of content analysis implies three general assumptions:

1. Content analysis assumes that inferences about the relationship between intent

and content or between content and effect can validly be made, or the actual

relationships established.

2. Content analysis assumes that study of the manifest content is meaningful.

3. Content analysis assumes that the quantitative description of communication

content is meaningful. This assumption implies that the frequency of

occu¡rence of various characteristics of the content is itself an important factor

in the communication process.

(Berelson 1952,p.18)

The majority of prior studies on voluntary corporate disclosures have focused on

content analysis of corporate annual reports to measure the extent of corporate

disclosures. Fields in which this approach to data analysis is undertaken include social

and environmental reporting research (Campbell et al., 2003; Deegan et al., 2000;

Deegan et a1., 2002; Deegan & Rankin, 1996 Lemon & Cahan, 1997; Tsang, 1998;

'Wilmshurst & Frost, 2000), mandatory and voluntary disclosure research (Botosan,

1997; Buzby, 1975; Chow & Wong-Boren, 1987; Cooke, 1992; Hossain & Adams,

1995; Hossain et a1., 1995; Owusu-Ansah,19971, Raffoumiet,1995; Wallace & Naser,

1995 Wallace et al., 1994) and intellectual capital research (Bozzolan et al., 2003;

Guthrie & Petty, 2000). Prior studies on voluntary disclosures relating to financial

instruments and derivatives have also focused on annual reports to investigate the extent
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of voluntary disclosures relating to financial instruments (Aggarwal & Simkins, 2004;

Chalmers & Godfrey, 2000; Chalmers, 2001; Chalmers & Godfrey, 2004; Taylor &

Redpath,2000).

This study focuses on extracting data relating to the disclosure of financial instruments

from companies' annual reports. There is support for the method of capturing data only

from corporate annual reports. According to Gray et al. (1995) all forms of data

reaching the public domain should be considered in order to capture all corporate social

reporting made by an entity, as such data can be considered to be part of the

accountability-discharge activity of the organizalion. However, according to Gray et al.

(1995), since this is not practical as it is impossible to be certain that all

communications made by an orgatization have been identified, there is justification for

principally focusing just on the annual reports to capture corporate social reporting.

Similarly, Guthrie et al. (2004) argue that the annual report is a relevant and useful

proxy to focus research investigation. This is because 'annual reports are highly useful

sources of information, because managers of companies commonly signal what is

important through the reporting mechanism' (Guthrie et al. 2004,p.281). Wilmshurst &

Frost (2000) point out that the annual report is a statutory report that incorporates both

statutory and voluntary disclosures, provided by companies on a regular basis and over

which management exercises editorial control. Annual reports are also the most easily

accessible form of corporate information. Guthrie & Petty (2000, p.za5) suggest that an

annual report is a 'means by which a corporation locates and identifies itself with

various external and intemal stakeholders'. Lang & Lundholm (1993) find a positive

correlation between disclosure levels from annual reports with the amount of disclosure

provided through other media. Botosan (1997) argues that even though the annual report

is only one means of corporate reporting, it should serve as a good proxy for the level of

voluntary disclosure provided by a firm across all disclosufe avenues.

Arguments against the selection of annual reports only to measure the extent of

corporate disclosure have emerged in the corporate social reporting literature. Unerman

(2000) concludes that for corporate social reporting, studies that focus exclusively on

annual reports run the risk of not capturing the total social disclosures made by

companies. This is because the disclosure of social information in annual reports

represents a small proportion of the company's total social reporting (Unetman, 2000).
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Although companies may use other reporting mediums such as Internet home pages,

media releases, corporate advertisements, and company brochures to disclose corporate

information, this study will focus on content analysis of annual reports. This is because

the disclosure of information relating to the use of financial instruments is normally

made by companies through their annual reports. Prior studies on disclosure relating to

financial instruments have also focused their investigations on the content analysis of

annual reports. Thus, in the area of voluntary corporate reporting relating to the

disclosure of financial instruments, the use of content analysis of companies' annual

reports to measure the extent of mandatory and voluntary disclosure is justified and

empirically valid. By analysing the content of companies' annual reports, the extent of

mandatory and voluntary disclosure of information relating to financial instruments can

be extracted and patterns in disclosure of information relating to financial instruments

can be analysed.

According to Berelson (1952), and Krippendorff (1980), the success of content analysis

as a research technique depends on the reliability and validity of the procedures

employed. Krippendorff (1980, p.2l) defines content analysis as 'a research technique

for making replicable and valid inferences from data to their context'. According to

Krippendorff (1 980, p. 2l):

Any instrument of science is expected to be reliable. More specifically, when other

researchers, at different points in time and perhaps under different circumstances, apply

the same technique to the same data, the results must be the same'

Similarly, Berelson (1952) includes the word 'objective' and "systematic' in his

definition of content analysis to emphasize Ihe reliability and replicability aspect of

content analysis as a research tool. Wilmshurst & Frost (2000, p. 17) state that one of

the limitations in undertaking content analysis is the 'risk of inconsistent interpretation

of what it is that is being measured'. According to Milne & Adler (1999), the reliability

in content analysis involves two separate but related issues. First, content analysts seek

to attest that the coded data set produced from the analysis is reliable by using either

multiple coders and reporting that discrepancies between the coders are minimal, or by

using a single coder who has undergone a sufficient period of training and a pilot

sample that has shown an acceptable level of reliability. Second, the reliability of the
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coding instrument needs to be established. Decision categories need to be well

specified.

In order to ensure the reliability and validity of the measurement process in this study, a

systematic method of categorizing and coding the items to be extracted from annual

reports is undertaken. Each category of the mandatory and voluntary disclosure items

investigated is clearly defined to enable items to be allocated to a particular category.

The recording unit used in this study is also clearly defined. To ensure that the data

extracted are reliable and accurate based on the categories identified, a second coder

was used to independently extract a sample of the data. The detailed procedure involved

in the content analysis of companies' annual reports will be further explained in Section

4.4 of this chapter.

4.2.2 Ratings by Panel of ExPerts

Once the voluntary disclosure items relating to the disclosure of financial instruments to

be investigated in this study were identified, a questionnaire containing the voluntary

disclosure items was prepared and distributed to selected securities analysts in order to

obtain ratings on the degree of perceived proprietary costs embodied in each type of

voluntary disclosure item. These analysts were targeted so that a consensus of expert

opinion about the extent of proprietary costs that they perceived to be embodied in the

voluntary disclosure items presented to them could be obtained.

The use of consensus amongst expert panels is widely used in research (Cohen et al.,

1996; Cook et al., 2004; Evans & Crawford, 2000; Gabel & Shipan, 2004; Keller, 2001;

Long & Swingen, 1981; Noble, 2004; Szeinbach et a1., 2004). Collective decision-

making by experts is viewed as better, in terms of identifying appropriate treatments,

than individual decision-making (Eddy 1990). Evans & Crawford (2000, p. 545)

suggest that 'experts are assumed to provide reasonable estimates of the items under

questions.' However, Evans & Crawford (2000) also point out that problems such as

accuracy of the estimate and generalisability of the estimates may arise from using

expert opinion.

A panel of security analysts is used in this study as this 'sophisticated user' group is

viewed as the most appropriate for the purpose of determining the perceived
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proprietariness of the voluntary disclosure items. They are professional users of

corporate financial information who continuously look for proprietary information

embodied in new voluntary disclosures. It is acknowledged that different user groups

may view different disclosure items as important and may provide different ratings,

however, the view of 'sophisticated users' about different disclosure items relevant to

financial instruments is likely to be representative of the thinking of market arbitragers

and, therefore, provide the most potent user perspective. The ratings made by these

experts are then used to create a weighted disclosure index to measure the quality of

voluntary disclosure. Buzby (1974) adopted a similar approach of using responses from

a group of financial analysts to weight a disclosure index'

4.3 Sample Selection

The focus of this study is on corporate disclosure relating to financial instruments for

Australian companies. However, a preliminary investigation relating to the disclosure of

financial instruments made by Malaysian companies is also undertaken. As indicated in

Chapter 1, the investigation in Malaysia is a preliminary one due to the recent

introduction of the standard on financial instruments disclosure, which became effective

for financial statements covering periods beginning on or after 1 January 2002. The

preliminary investigation in Malaysia will be limited as a comparative study with

Australia. However, it will provide evidence of the disclosure practices of companies in

an emergin g capital market and will form the basis for future studies to be conducted in

Malaysia.

This study is restricted to companies that are listed on the stock exchanges of the

respective countries. As companies that are listed on the Australian and the Malaysian

Stock Exchange are publicly held, they are required to comply with the disclosure

requirements relating to financial instruments issued by the AASB and the MASB. For

Malaysian companies the focus is on companies that are listed on the Main Board of the

Malaysian Stock Exchange.

4.3.1 Sampling Procedure - Australia

The sample for the Australian companies was sourced from Connect 4, a cotporate

financial database. This database contains the full text of annual reports of the top 500

listed companies in Australia. A stratified sampling method was used in which a
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balance of companies was randomly chosen across selected industries. The sample

firms are drawn from four industries: Energy, Materials, Industrials, and Consumer

Staples. The classification of industries in Australia is based on the GICS industry

classifications. These are industry classifications based on the Standard and Poor's

Global Industry Classification Standard. These four industries are selected as companies

in these industries arc rcgarded as being more likely to use financial instruments,

especially derivative instruments, to finance their operations and to transact their

businesses. Consistent with other studies on financial derivatives, (Aggarwal &

Simkins, 2004; Berkman et al., 2002; Chalmers & Godfrey, 2004; Nguyen & Fafl

2002) firms belonging to the Banking and Finance industry were excluded from the

sample due to the specific nature of their business. This is because firms in the Banking

qnd Finance industry trade and hold financial derivatives, both as hedges and as traders

and dealers. Therefore, even though these companies generally use financial derivatives

to a greater extent, their dual use of derivatives makes them different from other non-

financial companies in other industries.

A six-year period of study was chosen for Australia, from 1 January 1995 to 31

December 2000. The six-year window period enables an examination of the trends in

the disclosure practices on financial instruments of public listed companies in Australia

from an unregulated environment (1995 - l99l) to a regulated environment (1998 -
2000). The period of study in Australia is as follows:

Introduction ot
Mandatory Disclosure Requirements

AASB IO33

.þ Voluntary disclosure *Mandatory disclosure ----+

lllllgg5 Unregulated environment Illl1998 Regulated environment 3111212000

To select the sample companies for this study, a search was made on the Connect 4

database for companies from the four selected industries for the six-year period.

Companies whose annual reports were not available on the database for the six-year

period were dropped from the sample. A final sample comprising 70 Australian

companies from four industries was randomly selected: 12 from Energy, 34 from

Materials, 72 from Industrials, and 72 from Consumer Staples over a six-year period
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resulting in 420 firm-year observations. The list of the sample companies is provided in

Appendix 1,

4.3.2 Sampling Procedure - Malaysia

The focus of the preliminary study in Malaysia is on three sectors: the Plantation, the

Industrial Products, and the Consumer Product sectors. There are 13 sectors under

which companies can be listed on the Malaysian Stock Exchange. Companies from

these three sectors were chosen as they are regarded as being more likely to use

financial instruments in Malaysia to ltnance their operations and businesses.

A sample of companies listed on the Main Board of the Malaysian Stock Exchange was

sourced from the Malaysian Stock Exchange web site and from the Malaysian Stock

Exchange library. As in Australia, the investigation is conducted for the regulated and

unregulated disclosure period. However, due to the recent introduction of MASB 24 in

Malaysia, a four-year study period was chosen for Malaysia, from 1 January 2000 to 31

December 2003. MASB 24became operative for financial statements covering periods

beginning on or after 1 January 2002. This means that for companies with a financial

year beginning 1 January and ending on 31 December, the regulated disclosure period

starts from 1 January 2002, whereas for companies whose financial year begins other

than 1 January, the regulated disclosure period starts from 1 January 2003.

A stratified sample comprising of 21 companies from the three chosen sectors: 7 ftom

the Plantation sector, T from Ihe Industrial Producls sector, andi from the Consumer

Products sector, for a period of four years, was extracted, resulting in 84 firm-year

observations for the study in Malaysia. The list of the sample companies is provided in

Appendix 2. The period of study in Malaysia is as follows:

For companies with financial year 1 January - 31 December

Introduction of
Mandatory Disclosure Requirements

MASB 24

.þ Voluntary disclosure *Mandatory disclosure ------)

llll200} Unregulated environment llll 2002 Regulated environment 3111212003
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For companies with financial year other than from 1 January - 31 December

Introduction of
Mandatory Disclosure Requirements

MASB 24
Mandatory
disclosure

period
Voluntary disclosure

period
-->

Iy2000 Unregulated environment llll2003 Regulated 3111212003

environment

4.4 Variable Measurement (Dependent Variable)

The dependent variable, which is the voluntary disclosure of hnancial instruments-

related information, will be measured in two ways'

(1) The extent of disclosure of identified items of information relating to financial

instruments, which are not required to be disclosed by AASB 1033 (or MASB

24) (the quantity of disclosure). This will be measured by counting the number

of lines relating to the pre-identified items of financial instruments-related

information from content analysis of companies' annual reports'

(2) The extent of disclosure as measured in (1), weighted for the degree of

perceived proprietariness embodied in each voluntary disclosure item relating to

financial instruments (the quality of disclosure). This will be measured by

creating a weighted disclosure index to measure the degree of proprietary costs

embodied in each item of voluntary disclosure.

The next section will discuss in detail the approaches adopted in measuring the

dependent variable.

4.4.I Quantity Voluntary Disclosure Index (VDISC)

The quantity of voluntary disclosure will be measured in two stages. First, the process

of categonzing items which involves segregating financial instruments-related

disclosure items into mandatory and voluntary disclosure items and second, counting

the number of lines for each item disclosed.
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4.4.1.1 Segregating Items Into Mandatory and Voluntary Disclosure

The first stage in measuring the quantity of voluntary disclosure involves the

segregation of items related to financial instruments into mandatory and voluntary

categories. The procedure for this disclosure categonzation starts with an identification

of the items required to be disclosed by AASB 1033 and MASB 24. As the

requirements of AASB1033 and MASB 24 are almost the same in substance, similar

categories of mandatory and voluntary disclosure items are used for both countries. To

identifu the types of mandatory disclosures, references were made to AASB 1033,

MASB 24 and the Consolidated Model Financial Reports published by the firm of

Deloitte Touche Tohmatsu for financial years ending on or after 30 Jlune 2002.

Paragraphs in the accounting standard that are printed in bold type are the mandatory

provisions of the standard, while paragraphs that are in light type are the additional

commentary. FoTAASB 1033, there are 8 paragraphs that areprinted inbold type for

the disclosure part of the standard while for MASB 24 there are I bold type paragraphs.

MASB 24 does not have a specific paragraph relating to the disclosure requirements of

commodity contracts. Disclosure requirements relating to commodity contracts are

included under Disclosure of Risk Management Policies. However, other provisions of

the standards are similar. Table 1 depicts the mandatory requirements for both

standards.
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Table 1

Mandatory Disclo sure Requirements for Financi al Instruments

AASB 1033 MASB 24

Disclosure of Terms, Conditions and

Accounting Policies

Disclosure of Risk Management Policies

Disclosure of Objectives of Derivative

Financial Instruments

Terms, Conditions and Accounting

Policies

Interest Rate Risk Disclosures Interest Rate Risk

Credit Risk Disclosures Credit Risk

Net Fair Value Disclosures Fair Value

Disclosure of Financial Assets Carried at

an Amount in Excess of Net Fair Value

Financial Assets Carried at an Amount

in Excess of Fair Value

Disclosure of Hedges of Anticipated

Future Transactions

Hedges of Anticipated

Transactions

Future

Disclosure of Commodity Contracts

Regarded as Financial Instruments

Further elaborations of the disclosure requirements as extracted from the accounting

standards are shown in Appendix3 and 4.

As suggested by ZeghaI & Ahmed (1990), one of the limitations in using content

analysis to measure disclosure quantity is the element of subjectivity involved in

determining a particular type of disclosure. To overcome this limitation, the components

of voluntary disclosure to be investigated in this study are grouped into five categories.

The categories are as follows:

o risk management strategies and policies

o summâry of historical information

. key information relevant to financial instrument

o projected information and

o management discussion and analysis.
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Botosan (1997) uses a somewhat similar classification in her study on voluntary

disclosure level and its effect on the cost of equity capital. In selecting the items to be

included in the weighted disclosure index to measure the voluntary disclosure of

information provided by firms in their annual reports, she uses as guidance the

recommendations provided in the American Institute of Certified Public Accountants

(1994) study of business reporting (the Jenkins Committee Report), the SRI

Intemational (1937) survey of investor information needs, and the Canadian Institute of

Chartered Accountants (1991) study of annual reports. The five categories of voluntary

information identified by investors and hnancial analysts as useful in investment

decision-making in these studies are:

o backgroundinformation

. suÍìmary of historical results

. key non-financial statistics

o projectedinformation

o management discussion and analysis.

Similarly, Taylor & Redpath (2000) in their study on financial instruments disclosure

use the following 4 categoies to identify voluntary disclosures relating to financial

instruments:

. financial results and position affected by financial instruments

o market information relevant to financial instruments

o historical information relevant to financial instruments

o information directly relevant to forecasts of future cash flows.

The categories as identified by Botosan (1997) will be adopted in this study, with

variations. The first category used by Botosan (1997) relating to background

information willbe substituted by a category relating to risk management strategies and

policies. Since this study relates to the disclosure of financial instruments-related

information, background information relating to risk management strategies and

policies is considered more relevant.

The next step is to identify the voluntary disclosure items to be included under each of

the categories. These are adopted from two main sources:
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(1) from suggestions made by AASB 1033 and MASB 24

(2) from Taylor & Redpath (2000).

Under other disclosures, AASB 1033 and MASB 24 encoarage entities to make

additional disclosures in their annual reports in order to enhance the users'

understanding of the entities' use of financial instruments. For example, according to

AASB 1033 paragraph 5.10.1, possible disclosures include:

(a) the aggregale change in net fair value recognised as a revenue or an expense for those financial

assets and financial liabilities measured and recognised at net fair value

(b) more details about positions at the reporting date and activity during the reporting period, for

example, the total amount of deferred or unrecognised gain or loss on hedging instruments

other than those relating to hedges of anticipated future transactions

(c) the sensitivity of equity, or of revenues and expenses, to several possible changes in market

prlces

(d) the duration of the financial instruments

(e) the average aggregate carrying amount during the reporting period of recognised financial

assets and financial liabilities, the average aggregafe principal, stated, notional or other similar

amount during the reporting period of urnecognised financial assets and financial liabilities

and the average aggregale net fair value during the reporting period of all financial assets and

financial liabilities, particularly when the amounts on hand at the reporting date are

unrepresentative of amounts on hand during the reporting period

(f) the entity's value at risk from derivative financial instruments and from other positions at the

reporting date and the average value at risk during the reporting period

Paragraph 5.4.10 of AASB 1033 also suggests that 'in some circumstances an entity

may be able to provide useful information about its exposure to interest rate risks by

indicating the effect of a hypothetical change in the prevailing level of market interest

rates on the net fair value of its financial instruments and future financial perfoflnance

and cash flows'. Thus, AASB 1033 encourages companies to develop other information

and other ways of reporting information relating to their use of flnancial instruments.
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In addition to the 'encouraged' items given in AASB 1033, this study also adopts some

voluntary disclosure items from Taylor & Redpath's (2000) categories on market

information relevant to financial instruments, historical information relevant to financial

instruments and information directly relevant to forecasts of future cash flows.

Once the mandatory and voluntary disclosure items were identified, a pilot study of

content analysis of annual reports of public listed companies was carried out. For the

pilot study, a sample of 10 companies from Australia was chosen at random. A list of

different items of disclosure relating to financial instruments was extracted from this

sample and separated into mandatory and voluntary items. From the results of this

preliminary content analysis, a review of the categories and items of mandatory and

voluntary disclosures was made and some items were slightly modified and adjusted.

Based on the final categories and items of mandatory and voluntary disclosures, a firm's

financial instruments-related disclosure was coded using a 4O-item instrument

comprising 7 mandatory disclosure items and 33 voluntary disclosure items. Appendix

5 documents the final categories and items of mandatory and voluntary disclosures

established for the content analysis in this study.

4.4.1.2 Counting Lrnes

Various recording units have been used by content analysis researchers to measure the

extent of corporate disclosures. For example Deegan & Rankin (1996), Lemon & Cahan

(1997) and 'Wilmshurst & Frost (2000), use word count while researchers such as

Guthrie & Parker (1989) use number of pages. Other researchers such as Buhr (1998),

Deegan et al. (2000), Deegan et al. (2002), and Tsang (1998), use number of sentences

as the unit of analysis. According to Gray et al. (1995), there is some uncertainty as to

the optimal measure of the extent of disclosure, with words, sentences and pages being

the preferred units of analysis for written communication.

In this study, to measure the extent of disclosure relating to financial instruments within

the annual reports, the number of lines relating to the particular item was chosen as the

unit of measurement. The number of lines was chosen, as the disclosures relating to

financial instruments can comprise both textual and tabulated information. Therefore, to

standardize the measurement basis for both types of disclosure the number of lines

relating to such information will be counted to measure the extent of disclosure relating
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to financial instruments. The number of lines of disclosure relating to textual

information on financial instruments disclosure found in notes to the financial

statements, directors' review, chairman's statement, corporate governance statement,

and in other sections of the annual report will be counted to measure the extent of text

relating to financial instruments. For textual disclosures, the number of lines can

comprise of complete sentences or part of sentences that are relevant to the items being

searched. If the pages relating to the textual disclosures are divided into columns, then

the total number of lines counted for such disclosures will be divided by the number of

columns appearing on the page. For example, if an A4 page annual report is divided into

three columns, then the total number of lines of disclosures for the page will be divided

by three. In relation to tabulated information, every row in the table is considered as a

line. In counting the lines of disclosure, companies are not penalized for not disclosing

items that are not applicable to their business operations. For example, if companies

indicate that they are not using derivative financial instruments to finance their activities

or are not exposed to commodity price risk because of the nature of their activities, then

items relating to such disclosure will be regarded as not applicable information rather

ihan zero disclosure for that item.

To identify the disclosures within an annual report document relating to financial

instruments, keywords relating to the items to be extracted were searched. For the

Australian companies' annual reports, the keywords were electronically searched using

the search option available on the Connect 4 database. For the Malaysian companies'

annual reports, the keywords were manually searched. The sections of the annual report

where each keyword appeared were read in detail to fully understand each company's

disclosure practices relating to financial instruments disclosures. Appendix 6 documents

the string of keywords used to search for the items of disclosure.

The total number of lines of mandatory and voluntary disclosures made by a hrm is then

translated into an index by dividing this score by the total applicable items. This is to

avoid a situation where a sample firm is penalized for non-disclosure of certain

mandatory and voluntary disclosure items, which, in fact, are not applicable to it. Thus,

the disclosure index used is a relative index, which is the ratio of what the reporting

company actually discloses to what the company is expected to disclose. This relative

index approach has been extensively used in prior studies of corporate disclosures
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(Chalmers & Godfrey, 2004; Cooke, 1989; Owusu-Ansah, 1998; Wallace, 1988;

Wallace et a7.,1994).

In fact, a disclosure index has been widely used by researchers over the years to

measure the determinants of corporate disclosure levels (Aggarwal & Simkins,2004;

Botosan, 1997 Buzby, 1974; Cerf, 1961; Chalmers, 2001; Chalmers & Godfrey,2004;

Chow & Wong-Boren, 1987; Cooke, 1992; Cooke & 'Wallace, 1989; Hossain et al.,

1994; Hossan &, Adams, 1995;Lang &, Lundholm, 1993; Raffournier,1995; Singhvi &

Desai, l97l; Taylor & Redpath, 2000; Wallace et a1., 1994). These studies have

documented consistently strong and corroborative results indicating the validity of such

indices in measuring the extent of voluntary disclosure. A review of disclosure indices

in accounting research by Marston & Shrives (1991) concluded that the use of

disclosure index to measure the level of disclosure provided researchers in many cases

with the expected answers to their hypotheses.

The disclosure index used to measure corporate disclosure levels can be weighted or

unweighted. An unweighted disclosure index assumes that each item of disclosure is

equally important (Cooke, I99l), while a weighted disclosure index assumes that some

items of disclosure are rated more important relative to other items. In this study, to

measure the voluntary disclosure of information relevant to financial instruments

(quantity of disclosure) an unweighted disclosure index is used. The disclosure index to

be used to measure the quantity of voluntary disclosure in this study (to measure the

effects of political costs) is calculated as follows:

C = l-5 v:1-n

where VDISCi: voluntary disclosure index for company i

c: l-5 : number of voluntary disclosure category

luç; : nuÍtber of lines of disclosure per voluntary items (v) in an

information category (c) for company i

Xuci: applicable voluntary items (v) in an information

category (c) for company i

Tu": total possible voluntary items (v) in an information category

(c)

VDISCi
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The voluntary disclosure index gives a measure of the relative extent of the voluntary

disclosure of identified items of information relating to financial instruments.

In order to ensure the reliability and accuracy of the lines counted, a research assistant

reviewed a sample of the documents to assess the reliability and accuracy of the data

collection. The results of the independent extraction of items of disclosure from six

annual reports indicated that the counting procedure was reliable and accurate. In

addition, due to the large number of firm year observations reviewed in this study, the

effect of any potential measurement error or bias would have been minimized.

4.4.2 Quality Voluntary Disclosure Index (VDISCPROP)

A weighted disclosure index is used to score the voluntary disclosure of proprietary

information relating to hnancial instruments (quality of disclosure). The main criticism

of using a weighted disclosure index is the subjectivity that exists in the assignment of

weights (Gray et al. 1992). In addition, Chow & Wong-Boren (1987) find almost

identical results in their disclosure scores using both weighted and unweighted indices.

However, in this study in order to investigate the impact of proprietary costs-inducing

influences on the voluntary disclosure of financial instruments-related information, the

voluntary disclosure items need to be ranked by the degree of proprietariness of

information perceived to be embodied in each of the voluntary disclosure items. The

concept of proprietariness of information refers to the extent of proprietary cost of

competitive disadvantage to the company, or the proprietary benefit to the external user

of competitive advantage, from disclosure of that information. In order to minimize

subjective rankings, the rating of proprietariness for each voluntary disclosure item is

made by securities analysts.

4.4.2.I Questionnaire

Questionnaires were used to obtain proprietariness ratings from securities analysts. In

designing the questionnaire, voluntary disclosure items that had been identified for the

study were included in the instrument. For each item identified, the instrument seeks to

measure respondents' perceptions of the extent to which proprietary benefits to the user

(or costs to the company) are embodied in each disclosure item. Respondents were

asked to rate from a scale of 1 to 5 ranging from negligible to high, the degree of

proprietariness embodied in each disclosure item as a result of voluntarily disclosing
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such information that is otherwise not publicly available. To assist in the decision to rate

the proprietariness embodied in each item, 7 categories of information that could be

revealed by disclosing such information were identified. The 7 categories of

information identifi ed were:

o the entity's future cash flows

o the entity's strategic plans

o the risk exposure facing the business

o the entity's major contract

o the entity's market outlook

o the entity's future liabilities

o the entity's asset values

The overall extent of usefulness to competitors forms the basis for rating the

proprietariness for each voluntary disclosure item from negligible (1) to high (5). The

sample of the covering letter accompanying the questionnaire and detail of the

questionnaire used in this study is as shown in Appendix 7 and 8.

In order to pre-test the understanding of the items included in the questionnaire and to

check for ambiguities and other anomalies that might affect the reliability of data,

securities analysts in Adelaide were approached for interviews. Letters requesting an

interview with securities analysts were sent to 8 of the top stockbroking firms in

Adelaide (Appendix 9). Three securities analysts from the firm of ABN AMRO

Morgans, Baker Young Stockbrokers, and Taylor Collison agreed to the interview. The

interviews conducted ranged in length from half an hour to one hour, and were guided

by a set of questions. In order to pilot test the questionnaire, the securities analysts were

requested to fill out the questionnaire and to provide feedback on the appropriateness of

the questions, their wordings, and the length of the questionnaire. Following the

feedback given by the securities analysts in Adelaide, the questionnaires rwere slightly

modified and sent to the top stock broking firms in Melbourne and Sydney. Firms such

as ABN AMRO Morgans, Bell Potter Securities Ltd, Fortis Clearing Sydney Pty Ltd,

Grange Securities Ltd, Intersuisse Ltd, Macquarie, Tolhurst Noall, Nomura Australia

T,td, Ord Minnett Ltd, Goldman Sachs JBWere, Merrill Lynch Smith Bamey, and

Taylor Collison Ltd were targeted, as the pu{pose of the survey was to obtain a
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consensus of expert opinion from 'sophisticated users' who are familiar with financial

instruments disclosures in companies' annual reports. A total of 6 usable responses were

received from the targeted securities analysts in Australia. Some questionnaires were

returned by the stockbroking firms unfilled, with comments that they lack expertise on

financial instruments disclo sures.

Similar questionnaires were distributed to selected securities f,rrms in Malaysia such as

CIMB Securities, Apex Securities, OSK Securities, Affin-OUB Securities, TA

Securities, RHB Securities, Maybank Securities, PB Securities, and KL City Securities.

A total of 6 usable responses were also obtained from the targeted securities analysts in

Malaysia, resulting in a total of 12 responses. This number is considered suffrcient to

form the basis for expert opinion from the 'sophisticated user' group as those who were

able to complete the questionnaires demonstrate their expert opinion on financial

instruments disclo sures.

4.4.2.2 Weighting the Voluntary Disclosure Items

The next stage in creating the weighted disclosure index was to use the responses from

the securities analysts to weight the voluntary disclosure items in order to capture the

extent to which proprietary information is voluntarily disclosed by companies. This

weighted disclosure index is designed to measure the scope of information content and

the quality of that information in terms of its proprietary costs. The weighted disclosure

index gives a measure of the relative extent of voluntary disclosure embodying

proprietary costs. The mean rating given by the 12 respondents for each voluntary

disclosure item is the weight given to each ofthe voluntary disclosure item'

The total number of lines of voluntary disclosures weighted by the perceived

proprietariness of the items disclosed is then adjusted for the total applicable items.

Again this is done to avoid situations where a sample firm is penalized for non-

disclosure of certain voluntary disclosure items, which, in fact, are not applicable to it.

Thus, the weighted disclosure index (VDISCPROP) used in this study (to measure the

effects of proprietary costs) is calculated as follows:

D ((2"".1r")lX"ci) *T.n" 1VDISCPROPi: I
C: l-5 v:l-n
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where VDISCPROPi : proprietariness weighted voluntary disclosure index

for company i

c = 1-5 
: number of voluntary disclosure category

Zn": score for peceived proprietariness of voluntary

disclosure items (v) in an information category (c)

lu"¡: number of lines of disclosure per voluntary items

(v) in an information category (c) for company i

Xu"i: applicable voluntary items (v) in an information

category (c) for companY i

Tu.: total possible voluntary items (v) in an information

category (c)

4.4.3 Comprehensiveness ofMandatory Disclosure

The comprehensiveness of mandatory disclosure is measured by the total number of

lines of mandatory disclosures made by the sample firms. Similarly, in order to avoid

penaliztng a sample firm for non-disclosure of certain mandated items which are not

applicable to it, a mandatory disclosure index is created by adjusting the total score

received by a firm to the total applicable items. This mandatory disclosure index is the

ratio of what the reporting firm actually discloses to what the firm is expected to

disclose under the regulatory environment. The mandatory disclosure index (MDISC) is

calculated as follows:

MDISCi : | (1.;/X-i)*T''
frl:1-7

where MDISCi : mandatory disclosure index for company r

rrtl-7 : number of mandatory disclosure items

1¡1¡: nuÍtber of lines of disclosure per mandatory items (m) for

company i

X','i: applicable mandatory items (m) for company i

T',':total possible mandatory items (m)

4.5 VariableMeasurement(IndependentVariables)

The corporate financial reporting literature suggests that several factors, including

corporate attributes, influence the extent to which companies voluntarily disclose
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financial information in their annual reports. In this section, the measurement of the

seven independent variables (as identified in Section 3.3.1 of Chapter 3) is discussed in

order to test the hypotheses developed in the previous chapter. The independent variable

values are obtained or calculated using data from companies' annual reports and from

the following databases: Connect 4, Thomson One, LexisNexis and Bloomberg.

4.5.1 Mandatory Disclosure Effect

A dichotomous variable will be used as a dummy, to separate the period into pre- and

post-regulation years. All disclosure of financial instruments-related information will be

treated as voluntary during the years prior to AASB 1033 and MASB 24 coming into

effect. The anticipated mandatory disclosure period for Australia is the three years prior

to AASB 1033 becoming mandatory in 1998. For Malaysia, the anticipated mandatory

disclosure period is either two or three years prior to MASB 24 becoming mandatory

depending on the companies' financial year end.

The mandatory disclosure index (MDISC) will be used to measure the effects of the

anticipation of, and the existence of, mandatory disclosure requirements on voluntary

disclosure of financial instruments-related information.

4.5.2 Investment Growth Opportunities

The concept of "investment opportunity set" (IOS) is not directly observable as it is

contingent on discretionary expenditures and firm specific factors. Therefore, it is

unlikely that an individual proxy can capture this concept. As summai'.zed by Kallapur

& Trombley (1999), several proxies have been used in the accounting and finance

literature to capture Myers's idea of the IOS. Kallapur & Trombley (1999) classified

IOS into three types: price-based proxies, investment-based proxies, and variance

measures. According to them, the price-based proxies rely on the idea that if the growth

prospects of the firm are at least partially impounded in stock prices, then growth firms

will have higher market values relative to assets in place. The price-based proxies that

have been used by previous researchers are:

o market to book value of equity (Bamber &' Cheon, 1998; Chung &'

Charoenwong, 1997; Collins & Kothari, 7989; Gul, 1999; Ho et al., 2004;

Lewellen et a1.,1987)
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o book to market value of assets (Gul, 1999; Smith & Watts, 1992)

o Tobin Q (Skinner,1993)

. earnings to price ratios (Chung & Charoenwong, 1991; Gul, 1999; Ho et al.,

2004; Kester, 1984; Smith & Watts, 1992)

o ratio of property, plant and equipment to firm value (Ho et a1.,2004; Skinner,

1 ee3)

o ratio of depreciation to firm value (Smith and Watts, 1992)'

On the other hand, the investment-based proxies rely on the idea that a high level of

investment activity is positively related to the IOS of the firm. Some of the investment-

based proxies that have been used by prior studies are:

o ratio of research and development to assets (Gaver & Gaver, 1993)

o ratio of research and development to sales (Skinner, 1993)

¡ ratio of research and development to firm value (Smith &'Watts, 1992)

o ratio of capital expenditure to value (Smith & Watts, 1992).

Variance measures rely on the idea that options become valuable as the variability of

retums on the underlying asset increases. Measures of variance include:

o the variance of returns (Gaver & Gaver, 1993; Smith & Watts, 1992)

o asset betas (Skinner, 1993) and

o variance of asset-deflated sales (Ho et a1., 2004)'

In addition, Gaver & Gaver (1993) and Hutchinson & Gul (2003) in their studies

combine their measures into a composite measure using factor analysis, while other

studies have used these measures singularly'

Kallapur & Trombley (1999) provide evidence of a signihcant relationship between the

book-to-market ratio and realized growth. They argue that the findings of some of these

previous studies have not been entirely robust due to the choice of proxies in measuring

IOS. Kallapur & Trombley (1999) provide evidence that the book-to-market ratio is a

valid growth proxy in that it is the one most highly correlated with future growth. This

result holds for all the book-to-market measures, namely book to market value of assets

and equity, Tobin's Q, and also the ratio of book value of property, plant and equipment
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to market value of assets. They also find that capital expenditure deflated by book value

of assets is also associated with growth. However, their findings fail to document a

consistent relation between realized growth and earnings-price ratio and between

research and development intensity and growth, concluding that these two measures

may not be a good growth proxy.

Based on Kallapur & Trombley's (1999) findings, Hutchinson & Gul (2003) used three

price-based proxies for growth opportunities in their study, and this will form the basis

for the choice of proxies to be used in this study. The three price-based proxies that will

be used in this study similar to those used by Hutchinson & Gul (2003), are the market

value of assets to book value of assets ratios (MKT/VA), the market-to-book value of

equity (MKT/VE) and the ratio of gross plant, property and equipment to market value

of the firm (PPE/MV). These variables are defined as follows:

MKT/VA: f(Total assets - Total common equity) -| Shares outstanding x Share

closing pricel/Total Assets

MKT/VE: (Shares outstanding x Share closing price)/Total common equity

PPE/MV: Gross property, plant and equipment/(Market value of the firm * Non-

current liabilities)

As investment opportunities can take alternative forms, similar to Gaver & Gaver

(1993) and Hutchinson & Gul (2003) factor analysis will be used to reduce the variety

of observable variables to a single factor. Table 2 presents the results of the common

factor analysis for 403 sample firms for the Australian companies. Missing data among

the individual growth measures precludes some firms from the analysis. Panel A

presents the estimated communality of the three price-based proxies for investment

growth opportunities. Panel B presents the eigenvalues of the reduced correlation matrix

for the three individual measures of investment growth opportunities. Panel C presents

the correlations between the common factor (GROWTH) and the three individual

measures of investment growth opportunities. GROWTH is positively and significantly

correlated with MKT/VA and MKT/VE and negatively correlated to PPE/MV,

indicating that GROWTH captures the underlying construct of the three proxies. Panel
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D presents the descriptive statistics for GROWTH for the sample before reduction. The

common factor identif,red as GROWTH will be used as the measure for investment

growth opportunities in this study.

Table2

Common Factor Analysis of the Three Price-based Proxies for Investment Growth

Opportunities (N:403)

** Correlation is significant at the 0.01 level (2{ailed)

4.5.3 Cotporate Hedging Strategies

AASB 1033 and MASB 24 require firms to report information on financial instruments

with off-balance-sheet risk. Under the section Significant Terms and Conditions, the

standards require firms to report the principal, stated, face or notional amounts of their

f,rnancial instrument. This requirement enables the use of notional value of derivative

holdings as the basis for measuring the extent of hedging. The use of aggregated

notional values of derivative holdings to measure the extent of hedging has been

adopted by prior researchers (Aggarwal & Simkins, 2004; Allayannis & Ofek, 2001;

Berkman & Bradbury, 1996 Graham & Rogers, 2002). Graham and Rogers (2002) in

addition to using aggregaled notional values of derivatives holdings also calculate the

'net' derivatives position, arguing that while the total notional value effectively gauges

derivatives ownership, it may not accurately estimate derivatives hedging if a firm holds

ofßetting contracts. However, since both AASB 1033 and MASB 24 do not require

firms to disclose the direction of the hedge, this study will use the aggregated notional

values of derivative holdings to measure the extent of hedging.

Even though firms can hedge with operational strategies, such as building a

manufacturing facility in a locality that is the source of foreign cuffency risk, or issuing

convertible debt, this study will focus on hedging with derivatives. The focus will be on

MKTA/A MKT/VE PPE/MV

Panel A: Estimated communality of the three price-based proxies
for investment 0.596 0.072 0.621

Panel B: Eigenvalues 0.112 0.269 0.788

Panel C: Corrslations between common factor (GROV/TH) and

the three for investment 0.7'72** 0.269** -0.788**

Panel D: Descriptive statistics of the common factor - (GROV/TH )
l 561 I
t4t.94
-81.30

Mean
Maximum
Minimum
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hedging against exposure to interest rate, foreign exchange rate risk, and commodity

risk. The extent of corporate hedging in this study will adopt the measures developed by

Aggarwal & Simkins (2004) for foreign cuffency derivatives and Graham & Rogers

(2002) for interest rate derivatives. The measure for commodity hedging is specifically

develops in this study.

Thus, the measures of the extent of corporate hedging for foreign cürency risk, interest

rate risk, and commodity risks are as follows:

Foreign Currency derivatives (FCD) : Aggregate notional values of foreign

cuffency derivatives /Total sales

For interest rate derivatives, the following measure is used:

Interest rate derivatives (IRD) : Aggregate notional values of interest rate

derivatives/Total Assets

The following measure is used for commodity hedging:

Commodity derivatives (CMD) : Aggregate notional values of commodity

derivatives/Total sales

The total measure of the extent of corporate hedging for a firm will therefore be the

aggregate of the three measures for corporate hedging (HEDGE).

For the period before the introduction of the standard, disclosure of the notional

amounts was not required. Thus, as suggested by Nance et al. (1993), the level of

corporate hedging for this period can be measured by means of a survey. Such a survey

however, would have serious limitations. Some of the limitations that may arise are as

follows:

o non response, that is reluctance on the part of the respondents to reveal past

proprietary information or
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effor due either to the inability of respondents to recall past technical detail or

the exaggeration of the actual facts or

the problem of creating two measures for one variable, a subjective measure

through a survey to determine the extent of hedging by companies for the period

before the introduction of the standard, and an objective measure based on the

aggregate notional values of the derivatives held by companies as disclosed in

their annual reports for the period after the introduction of the standard.

Due to these limitations, the extent of corporate hedging for the period before the

introduction of the standard can only be measured for companies that voluntarily

disclose the notional value of their derivative holdings. Thus, for companies that do not

disclose the notional value of their derivative holdings, the extent of corporate hedging

for these companies is not measured and is regarded as missing data in subsequent

hypothesis testing.

4.5.4 Probability of Financial Distress

The variable financial distress has been extensively used by researchers in the study of

corporate hedging. Geczy et al. (1997) use two measures of bor:rowing capacity as

proxies for a firm's pre-hedging probability of financial distress: the interest coverage

ratio, and the long- term debt ratio. They argue that the lower a firm's coverage ratio

and the higher its long-term debt ratio, the greater the probability of financial distress.

The use of the debt ratio to measure the expected costs of financial distress has also

been taken up in other studies (Berkman & Bradbury, 7996; Graham & Rogers, 2002;

Haushalter, 2000).

In addition, Nance et al. (1993) argue that firms can reduce the expected financial

distress and agency costs associated with long-term debt by maintaining greater short-

term liquidity. Drawing on Nance et al.'s (1993) argument, Geczy et al. (1997) use the

quick ratio and the dividend payout ratio to proxy for a firm's short-term liquidity.

Graham & Rogers (2002) also examine a firm's profìtability in investigating a ftrm's

financial distress. They argue that less prohtable firms have a higher probability of

encountering distress. They measure profitability as the pre-tax retum on assets.

a

a

136



Chapter 4: Research Methodology and Variable Meqsurement

In order to obtain a composite measure for companies in financial distress, it is

imperative that these different accounting ratios that measure different facets of the

companies are considered together. Various models have been developed to give a

single measure for financial distress. The first Z-score model that provided a single

measure of financial distress was developed in the US by Altman (1968) to predict

corporate bankruptcy. In the UK, Taffler (1983; 1984) developed aZ-score based on a

linear discriminant model. His model uses financial ratio data within a multivariate

decision model framework to indicate the degree to which the financial profile of the

company under examination resembles the profile of either previous failures or typical

financially healthy companies. The model is popularly use by banks and industrial firms

in the UK to identifiz potential insolvent concerns.

Castagna & Matolcsy (1981) developed a Z-score model for Australian companies

using a number of discriminant analysis models for sample firms that were listed on the

Sydney Stock Exchange from 1963-1977. Their model analysed various aspects

including linear v. quadratic discriminant classification rules, equal v. unequal prior

probabilities of failure assumptions, temporal v. atemporal models and variable

dimension reducing techniques.

In this study, aZ-score model developed bylzan (1934) will be used to measure the

financial distress of companies. Izan (1984) developed an industry-relative, business

failure classification model combining ratios from a sample of approximately 100 failed

and non-failed companies in Australia. This industry-relative model provides a single

measure for financial distress across industries as raw ratios are adjusted to reduce the

impact of industry differences. To reduce the impact of industry differences lzan (1984)

suggests the use of the following 'industry relatives' (IR):

IR¡: X¡lX¡s¡

where

IR¡: industry relative for ratio i in period r

X¡: ratio i,

g: industry g,

t: year t and

Xist : industy g's median for ratio i in period r
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An IR below 1.0 indicates a less than industry'avetage' performance for that ratio in

that specifi c year. An IR greater than I .0 indicates above average performance.

lzan (1984) identified five IRs as providing the best measure of corporate failure. Thus,

her IR-discriminant model, which is linear in form, contains the following variable set:

Xr : Earnings before interest and taxes (EBIT)/Total assets

Xz: EBIT/ Interest expense

X3 : Current assets/Current liabilities

& : Funded debt (borrowings)/Shareholders' funds

Xs: Market value of equity/Total liabilities

The summation of these variables (with a constant term) yields aZ-score'.

Z: ao + alxl + azXz + a3X3 + UX+ + asxs

where ø is the constant term, a1 - ã5 àrê the coefhcients or weights, and Xr -Xs are the

IR. Table 3 gives the standardized coefhcient or weights to be used for each variable.

Table 3

Standardized Coefficient for Each Variable - Adapted from lzan(1984, p. 313)

The measure for financial distress will be carried out to determine the probability of

financial distress for sample companies. Table 4 depicts lzan's (1984) group

classification probabilities for the industry relative model. These probabilities will be

used in this study to measure a firm's state of financial distress. The temporal stability

of these financial ratio indicators of financial distress is deemed to be sufficiently strong

to justifu use of the probabilities from Table 4 in the measure of probable financial

distress in this study.

Variable Standardized coefficient

EBIT/Total asset (X1) 0.23

EBIT/ Interest expense (X2) 0.s3

Current Assets/Current liabilities (X3) 0.24

Funded debt (bonowings)/ Shareholders' funds (Xa) -0.25

Market value of equity/Total liabilities (X5) 0.44
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Table 4

Group Classification Probabilities - Industry Relative Model

Adapted from Izan (1984, p.317)

Z-score Failed group probability

>3.50 <0.001

2.30 0.01

2.04 0.02

1.80 0.03

1.50 0.05

1.22 0.10

L00 0.15

0.77 0.20

0.66 0.25

0.46 0.30

0.32 0.35

0.26 0.40

0.12 0.45

0.00 0.50

-0.08 0.55

-0.19 0.60

-0.32 0.65

-0.44 0.70

-0.55 0.7 5

-0.63 0.80

-0.90 0.85

-1.16 0.90

-1.52 0.95

-1.85 0.97

-2.t5 0.98

-2.45 0.99

<-2.5 >0.99

According to lzan (1984), firms with an industry relative determined Z-score of greater

than 3.50 have less than 0.lo/o probability of being classified as failed. A score of 0.00

implies a 50o/o probability, a score of -0.55 implies a 75o/o probability and -1.16 results

in a90o/o probability.
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4.5.5. Size of Companies

The size of a company is commonly defined and measured based on its market

capitalization. The use of market capltalization to measure company size has the

advantage of determining company size based on market perception of the company's

future prospects. Thus, by measuring size based on market capitalization, company size

is measured based on people's expectations about a company's future. In this study the

natural log of market capitalization will be used to measure company size, as the data

do not meet the parameters of a normal distribution, and thus they are transformed into

their natural logarithmic values (Bozzolan et al., 2003; Chalmers & Godfrey, 2000:.

Mohebbi et a1.,2005).

4.5.6 Media Attention

Unfavorable media attention will be measured by the number of relevant articles in the

print media. The use of the number of relevant articles appearing in major national and

regional newspapers to measure media attention was also undertaken by Deegan et al.

(2002) to test the relationship between unfavourable print media coverage and social

and environmental disclosures. Negative media coverage in newspaper articles

covering the collapse of Barings Bank from 1995-2000 will be reviewed. This will be

done by assessing the database LexisNexis that allows a review of a variety of major

newspapers. Major world newspapers and Australian newspapers are available through

this database, including newspapers such as the Australian Financial Review, The

Advertiser, The Age, The Australian, The Sydney Moming Herald, the New York

Times, The Economist, and the Far Eastern Economic Review. The number of negative

media articles in Australian newspapers from 1995-2000 relating to the collapse of

Barings Banks will be identified and aggregated.

4.6 Variable measurement (Control Variables)

The following measures are used to control for the potential impact of industry

classification and ownership structure on management's disclosure decisions.

4.6.1 Industry of the Company

To control for the effect ofindustry classification, categorical data are used to classiff

the sample into each industry goup.
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4.6.2 Dispersion of Share Ownership

To control for the extent of concentration of shareholding in the company, such share

ownership structure is measured as the number of shares held by the top 20 shareholders

as a proportion of the total number of shares issued (Chalmers & Godfrey 2004).

Table 5 provides a summary of the variables, their measurements and their sources.
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Variables Measures Source

Dependent variable

a VDISCi
(voluntary disclosure
index for company i)

a VDISCPROPi

þroprietariness weighted
voluntary disclosure index
for company i)

I tI (u"¡/Xu")xTu"l

c :l -5 v:l -n

c=1-5: numbor of voluntary
disclosure category

lu"¡: nwnber of lines of
disclosure per voluntary
items (v) in an
information
category (c) for company
i

Xu"¡ : applicable voluntary
items (v) in an
information category (c)
for company i

Tu": total possible voluntary
items (v) in an
information category (c)

I tI ((Zu"*lu"¡)/Xu"¡)xru"l

rl-5 rl-n

c=1-5: numbor of voluntary
disclosure category

Zu": score for perceived
proprietariness of
voluntary disclosure
items (v) in an
information category
(c)

lu"¡: number of lines of
disclosure per voluntary
items (v) in an
information category (c)
for company i

Xu"¡ : applicable voluntary
items (v) in an
information category (c)
for company i

Tu": total possible voluntary
items (v) in an
information category (c)

Connect 4

Connect 4

Chapter 4: Research Methodolog,t and Variable Measurement

Table 5

Summary of the Variables, their Measurements and Sources
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Table 5 (Continued)

SourceMeasuresVariables

Thomson One,
Connect 4 & Bloomberg

Connect 4 & Bloomberg

Thomson One &
Con¡ect 4

Connect 4

Connect 4

Connect 4

Connect 4

m:r-r: number of mandatory
disclosure items

lnj: number of lines of
disclosure per mandatory
items (m) for company i

X"¡ : applicable mandatorY
items (m) for company i

T.: total possible mandatory
items (m)

[(Total assets - Total common
equity) + Shares outstanding x
Share closing price] /Total Assets
(Hutchinson & Gul, 2003)

(Shares outstanding x Share

closing price)/Total common
equity (Hutchinson & Gul, 2003)

Gross property, plant and

equipmenl (Market value of the
firm + Non-current liabilities)
(Hutchinson & Gul, 2003)

Aggregate notional values of
foreign crürency derivatives /Total
sales (Aggarwal & Simkins, 2004)

Aggregate notional values of
interest rate derivatives/Total
Assets (Graham & Rogers, 2002)

Aggregate notional values of
commodity derivatives /Total sales

m:l-7
I (l-¡/X*)xr*

Independent variables

Mandatory Disclosure

MDISCi
(mandatory disclosure
index for company i)

HEDGE

Mandatory disclosure period

¡ FCD

MKT/VE

a

a PPEIN4V

o IRD

. CMD

Proprietary Costs

GROWTH
¡ MKT/VA
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Variables Measures Source

Independent variables

Political Costs

DISTRESS
. I&,

Z-score

X1 @rofitability measure)
X2 flnterest coverage)
X3 (Liquidity ratio)
Xa (Leverage measure)

X5 (Relationship between
market value of common
equity compared with total
liabilities)

SIZE

MEDIA

Control Variables

OWNERSHIP STRUCTURE

INDUSTRY

x¡,lx¡r,
where
IR¡, : industry relative for ratio i
in period /
X¡: ratio l,
g: industry g,
t: year t and
X¡o: industy g's median for
ratio i in period t

Z: (ao * a¡ X¡ * a2X2 * a3 X3 +
aaXa-r a5 X5)Qzan, 1984)

EBIT/Total assets

EBlT/interest expense
Current assets/Current liabilities
Long term + Short term
debts/C ommon shareholders
equity
Market value of common
equity/Total liabilities

Natural log of market
c ap italizalion ( Chalmers &
Godfrey, 2}}};Bozzolan et al.,
2003; Mohebbi et al., 2005)

Number of relevant articles in the
Australian print media during the
year (Deegan eI at.,2002)

Number of shares held by the top
20 shareholders as a proportion of
the total number of shares issued
(Chalmers &. Godfrey, 2004)

Nominal data classified by each

industry group

Thomson One
Thomson One
Thomson One
Thomson One

Thomson One,
& Bloomberg

Bloomberg

LexisNexis

Connect 4
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Table 5 (Continued)
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4.7 Summary

This chapter presents the research methodology adopted in this study including an

explanation of the choice of method used to collect data. Basically, the data for this

study is collected through content analysis of companies' annual reports. Various

databases such as Connect 4, Thomson One, Bloomberg and LexisNexis are used to

source data for the study. In developing a weighted disclosure index to measure the

quality of voluntary disclosure relating to financial instruments, a panel of experts

comprising of securities analysts is used to rate the degree of perceived proprietariness

embodied in each type of voluntary disclosure item. The use of such a panel of experts

provides face validity to the ratings. These ratings were sourced using questionnaires.

The chapter then proceeds with an explanation of the sampling procedure and the time

period for the study. An in-depth explanation of the measurements used to measure the

dependent, independent, and control variables, including the justification for each

measure, is also given in the chapter.

The details of the data analysis, including the testing of the hypotheses developed in

Section 3.4 of Chapter 3, are provided in the next chapter.
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Chapter 5

Data Analysis and l)iscussion

5.1 Introduction

This chapter presents and discusses the results of the various data analyses carried out in

this study. Primary data collected through a survey questionnaire and secondary data

extracted from companies' annual reports and corporate databases are used in the

analyses. Both univariate and multivariate analysis are applied to the collected data.

Since the variables are defined in a way that allows them to be measured with objective

data from corporate databases and annual reports, single item scales are devised to

capture these variables. Hence validity and reliability tests, which are important for

variables measured using primary data and multiple item scales, are not an issue.

Nevertheless, nominal data are obtained for most of the variables. Consequently, the

normality of distributions for these variables is an issue in order to apply parametric

tests. As explained in Chapter 4, no variables are measured using a single absolute

figure, apart from MEDIA. Therefore, non-nornality of distributions would be unlikely.

Since MEDIA is not measured in relation to each company in the sample, parametric

analysis is not affected by this variable.

The only subjective data used in the study is the collection by survey of proprietary cost

ratings made by securities analysts on the voluntary disclosure items. The results of a

consensus test on these respondents' ratings of the proprietary cost weights are first

provided. Next, the results relating to Australian companies' disclosures, which is the

focus of this study are presented. The presentation of the results for the Australian

companies will start with descriptive statistics relating to the collection of objective data

concerned with mandatory and voluntary disclosure of financial instruments-related

information, the growth and hedging components, the probability of financial distress

and the negative media attention. The chapter then proceeds with the testing of

hypotheses generated in Chapter 4. The initial testing of the hypotheses is carried out by

using univariate tests. By conducting univariate tests some initial insights into the

rclationship between the dependent variable and the independent variables are obtained.

After this initial analysis, the chapter then proceeds to the next stage of hypotheses
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testing by using multiple regression analysis based on the panel estimation method. The

final part of the chapter presents the preliminary results from Malaysian companies'

disclosures. Descriptive statistics on mandatory and voluntary disclosure items relating

to financial instruments for Malaysian companies and univariate tests on the effects of

mandatory disclosure requirements on the voluntary disclosure of financial instruments-

related information are presented.

The analyses are undertaken using SPSS 12, EViews 5.1 and TSP 4.5

5.2 Proprietary Cost Ratings

In order to create a weighted voluntary disclosure index to measure the voluntary

disclosure of proprietary information, the voluntary disclosure items relating to financial

instruments disclosure need to be weighted for the perceived inherent level of

proprietary costs in the different disclosure items. The mean rating score amongst the

respondents for each respective voluntary disclosure item is used as the weight for that

particular item in determining the weighted voluntary disclosure. The resultant

VDISCPROP will measure the proprietariness of the total voluntary disclosure items

relating to financial instruments.

Table 6 presents the means, medians, and standard deviations for the proprietary cost

weights for each voluntary disclosure item. The responses from the expert panel of 12

securities analysts are pooled and the mean rating score for each item is calculated. The

voluntary disclosure items are then ranked from the highest to the lowest, based on the

mean rating score given for each of the item. Voluntary disclosure items under the

category of Projected Information are rated as having higher proprietary costs by the

panel of experts over other categories, with the disclosure on þrecast future levels of

production having the highest-rated mean of 41667 (out of a total score of 5). The

lowest-rated item which is summary of past market interest rates has a mean score of

1.6667 .
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Table 6

Extent of Perceived Proprietary Costs on the Voluntary Disclosure Items Relevant to
Financial Instruments Disclosure

Proprietary Cost Weights
Importance Rating

Voluntary Disclosure Items Mean Median Std Deviation

9. The probability of losses arising from credit risk 3.0833
in the future

1 . Forecast of future levels of production

2. Profttforecast

3. Forecast of future market share

4. Cash flow

5. Sales forecast

6. Forecast sales at current balance sheet date on

contracts held but to be settled in the future

7. The sensitivity ofequity or revenues and

expenses to several possible changes in market
prices

8. The adequacy ofcollateral or other security
held assuming a default had occurred, including
its net fair value

10. Effect ofa hypothetical change in the
prevailing level of market interest rates on
future hnancial performance of the firm

I 1 . The entity's value at risk or aggregate value at

risk from derivative financial instruments

12. Discussion of the firm's financial risk
management and treasury policies as agreed

by its directors

13. Discussion of management's policies on
hedging ofrisk

14. Discussion of management's specific financial
control policies to monitor the risks associated

with financial instruments

15. Discussion of liquidity management and how
the firm monitors and controls the associated

risks

16. Discussion of the firm's policy in monitoring
each type ofrisk (price, currency, interest rate,

credit, liquidity, cash flow risk)

4.1667

4.0000

4.0000

3.9167

3.9091

3.5833

3.4t67

3.1667

3.0000

3.0000

3.0000

3.0000

3.0000

3.0000

2.8333

4.0000

4.0000

4.0000

4.0000

4.0000

3.5000

4.0000

3.0000

3.0000

3.0000

3.0000

3.0000

3.0000

3.0000

3.0000

0.83485

r.04441

l.l28r5

1.08362

0.94388

1. I 6450

t.08362

0.93744

0.90034

0.95346

0.73855

L04447

L04447

0.95346

0.95346
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Table 6 (continued)

Extent of Perceived Proprietary Costs on the Voluntary Disclosure Items Relevant to
Financial Instruments Disclosure

Proprietary Cost Weights
Importance Rating

Mandatory and Voluntary Disclosure Items Mean Median Std Deviation

17. Total amount of deferred or unrecognised gains 2.8333
or losses on hedging instruments (other than for
hedges of anticipated future transactions)

1 8 . Effect of a hypothetical change in the prevailing 2.8333
level of market interest rates on the cash flow
of the fìrm

19. Summary of past contractual prices 2.8333

2.'.t50020. Summary of past realized prices on settlement
of contracts

2.6667

2.6661

2.5833

z.3.tJJ

2.3333

2.3333

3.0000

3.0000

2.0000

3.0000

3.0000

3.0000

2.5000

3.0000

2.0000

2.0000

2.5000

2.0000

2.0000

2.0000

2.0000

0.83485

0.93744

1.33712

|.05529

t.15470

1.15470

1.16450

0.67420

1.03573

1.08362

t.08362

|.24011

1.07309

1.07309

0.98473

2l . Discussion of the associated risks and the

business pu{poses served by using hedging
instruments

22. Average aggregate principal/stated/ notional
amount for unrecognised financial assets and
financial liabilities

23.The total average net fair value for financial
assets, financial liabilities and unrecognised
fi nancial items, respectively

30. Summary of past commodities sales

3 1 . Information on the maturity prohle of the
carrying amount of fìnancial liabilities

24.Effecfof a hypothetical change in the prevailing 2.5000

level of market interest rates on the net fair
value of fìnancial instruments

25. Summary of past hedging gains and losses 2.4545

2.416726. Discussion of the extent to which various types
of financial instruments are used

27.The duration of the f,rnancial instruments
ofpast exchange rates

2.4167

28. The aggregate positive fair value and, separately, 2.4167

the aggregate negative fair value for financial
assets and financial liabilities disclosed at fair
value

29. Summary of past exchange rates
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Table 6 (continued)

Extent of Perceived Proprietary Costs on the Voluntary Disclosure Items Relevant to
Financial Instruments Disclosure

Proprietary Cost Weights
Importance Rating

Mandatory and Voluntary Disclosure Items Mean Median Std Deviation

32.Information on any material undrawn committed 2.3333
borrowing facilities

2.2',72',7

2.2500

2.1667

2.0000

2.0000

2.0000

2.0000

0.98473

1.00905

0.75378

1.02986

33. The average aggregate carrying amount of
recognised hnancial assets and financial
liabilities

34. The aggregate change in net fair value
recognised as a revenue or an expense for
financial assets and financial liabilities

35. Summary of past market prices of tradable
commodities

36. Summary of past market interest rates |.6667 1.5000 0.88763

5.3. Consensus Test on Respondents' Ratings of Proprietary Cost Weights

To test the consensus amongst the respondents' ratings of the proprietary cost weights

for the voluntary disclosure items, a bi-variate correlation analysis is carried out for all

possible pairs, (N:66) among the respondents. Table 7 presents the results of the

correlations analysis and the mean and median for these comelations. A mean 0.309

indicates that, on the whole, there is evidence of a moderate consensus amongst the

respondents' ratings. These values are comparable to prior studies of judgrnent

consensus (see for example Chow & Wong-Boren, 1987). Thus, the use of the mean

rating score to create the weighted voluntary disclosure index to measure the voluntary

disclosure of proprietary information is justified.

150



Chapter 5: Data Analysis and Discussion

TableT

Bi-variate Correlations of the Panel of Experts Ratings of the Perceived Proprietary
Costs (Pearson Correlation)

** Corelation is significant at the 0.01 level (2-tailed).
* Corelation is significant at the 0.05 level (2-tailed).

Mean : 0.309045
Median - 0.32

5.4. Descriptive Statistics for Australian Companies

Descriptive statistics relating to the mandatory and voluntary disclosure of financial

instruments-related information, the growth and hedging components, the probability of

firms facing financial distress, and the negative media attention relating to financial

instruments for Australian companies are presented in this section.

5.4.1 Mandatory and Voluntary Disclosure Items

Descriptive statistics relating to the mandatory and voluntary disclosure of financial

instruments-related information in sample firms' annual reports from 1995 to 2000

appear in Tables 8 to11.

Table 8 presents the description of the aggregale disclosure of mandatory and voluntary

items relating to financial instruments for 1995-2000. As explained in Chapter 4,

mandatory items are those prescribed in bold type in AASB 1033; voluntary items are

adopted from Botosan's (7997) and Taylor & Redpath's (2000) categories of voluntary

information identified by investors and financial analysts as useful in investment

decision-making. For the Mandatory Disclosure Items, the item on the disclosure and

discussion of the extent and nature of financial derivatives used has the highest overall

mean of 22.54lines of disclosure. This is followed by the item on discussion of firm's

resp 1 resp2 resp3 resp4 resp5 resp6 respT respS resp9 resp I 0 respl l
resp2 -.060

resp3 178 178

resp4 .291 .337* 188

resp5 .431** .063 .5 13 ** .498 **

resp6 168 351 * .292 .65 8 ** .594*"

respT -.066 l9l 028 .324 .025 .468',0*

resp8 255 .098 279 .556** .607** 652** 354*

resp9 105 .397',( -.020 .339* .064 396* .347" .258

resp 1 0 372* 180 .218 .600** 822*" .643** 183 537"" .089

resp I I .262 120 398* 106 .459** .461** .451 ** .543** .401* .3t6

resp I 2 .094 -.056 .235 153 .384* .353 * .382* .564** .052 194 544**
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Chapter 5: Data Analysis and Discussion

exposure to interest rate risk with an overall mean of 20.42 lines. Disclosure of

accounting policies and methods adopted þr financial derívatives has the lowest overall

mean in this category with 5.66 lines of disclosure. There does not emerge an intuitive

pattem of 'usefulness' of items concerning their extent of mandatory disclosure. For

example, discussion of the firm's risk exposure varies widely between different risk

categories. Rather, the extent of mandatory disclosure for each item appears to be

related to the amount of activity associated with each item. For example, the overall

mean disclosure for interest rate risk exposure is much higher than for credit risk or

commodity price risk exposure because more firms deal with interest rate risk. The

aggregate mandatory disclosure index (MDISC) shows an overall mean of 87.54 lines

of disclosure.

For the Voluntary Disclosure Items, in addition to the aggregate voluntary disclosure

index (VDISC), a voluntary disclosure index for each category (which is the total

number of lines for the category, adjusted for the proportion of applicable items in the

category to the total possible items in the category) is also shown. The voluntary

disclosure index for the category on Discussion of Risk Management Strategies and

Policies Relating to Financial Instrumenls has the highest overall mean (12.64lines of

disclosure). The item, discussion offirm's risk management and treasury policies inthis

category has the highest mean. Of the five voluntary disclosure categories investigated,

the voluntary disclosure index for Management Discussion and Analysls has the lowest

overall mean (only 0.56 lines). The extent of voluntary disclosure is found to be greater

for general information about strategies and policies relating to financial instruments

and lesser for specific information about quantifiable historical trends and key

indicators. Likewise, projections or forecasts relating to broader corporate financial

information are found to be a substantially higher category of voluntary disclosure than

management discussion and analysis of prospective market changes and their specific

financial impacts relating to financial instruments. Thus, general information receives

higher voluntary disclosure than specific information.
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Table 8

Description of Aggregate Disclosure of Mandatory and Voluntary Items Relating to
Financial Instruments for 1995 - 2000

Disclosure lterns

Flequencies Distt'ibution t

Percentiles

N 25 50 75

Over¿ll
Mean Min Max

Std
Dev

Mandatory Disclosure ltems
Disclosure and discussion ofthe extent and naturc offinancial
derivatives used

Disclosure of accouuting policies and methods adopted for
financial derivatives

Discussion of firrn's exposul€ to intercst rate lìsk

Discussion of fitm's exposure to credit rìsk

Discussion of firrn's exposure to cotlmodify price risk and the

hedging iilstruments used to rnitigate this risk

Disclosure ofthe aggregate rret fair value offinancial assets and

financial liabilities and the rnethods adopted in detennining net

fail value

Objectives fol holding or issuiug detivatives

Mandatory Disclosure Index (MDISC)

37'l

3'76

420

420

186

420

37'7

420

3.00

o.25

0.00

0.00

0.00

0.00

300

23.33

16.00

5.00

17.00

6.00

4.00

6.00

76.00

6.00

29.00

8.00

36.00

10.00

8.00

11.00

127.50

24.00

20.42

6.46

10.93

13.s2

7.89

87.54

22.54

5.66

0

0

0

0

0

0

0

0

201

30

9l

32

t77

/)

63

426

2'1.626

s.6'72

21.152

6.2t3

24.610

16.610

8.222

80.558

Voluntary Disclosure Items

Discussion of Risk Management Strategies and Policies

Relating to Financial Instrumettts
Discussion of finn's tisk tnanagemeut and h'easuly policies

Discussion oftnanagetneut's specific financial control policies to
rnonitor the dsks associated with financial instruments

Discussion of liquidity managelnent and how the firrn lnouitots
and controls the associated risks

Discussion of fitn's policy in tnouitotìng and controlling price,

rnatket, business, cash flow risks

Discussion of finn's foreigtr exchange dsk tnauagelneut atrd the
hedging instrrmeuts used to mitigate this dsk

Voluntary Disclosure Index for Risk Management

Summary of Historical Information Relevant to Financial
Instrument
Surnrnary ofpast exchange rates

Sumrnary of past sales

Surnmary of past rnarket prices of tradable cotrunodities

Surnmary ofpast lealized prices on settletnent ofcontlacts

Surnmary of past hedging gains and losses

Sumrnaty of past rnatket interest rates

Surnrnaty of past contlaclual prices

Voluntary Disclosure Index for Historical lnformation

Key Information Relevant to Financial Instrument
Average aggregate principal/stated/notional amouut fot'

unrecognised fi nancial derivatives

420

420

420

4t9

389

420

370

420

179

3'70

370

420

310

420

3'70

0.00

4.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

9.00

0.00

1.00

0.00

0.00

0.00

0.00

0.00

1.17

4.00

0.00

0.00

1.00

0.00

10.00

0.00

0.00

4.00

4.00

17.00

0.00

2.00

0.00

0.00

0.00

0.00

0.00

4.6'7

0.00

6.27

0.44

0.48

11)

2.33

t2 64

029

2.89

0.40

0.08

0.03

0.02

0.02

3.90

0.00

0

0

0

0

0

0

0

0

0

0

0

0

0

7

45

43

86

t2

JJ

12

3

2

2

I

91

0

52

)¿

1.269

6.071

4.766

13.13

'7.623

2.t4'7

t.520

s.169

1.512

0.425

0.218

0.217

0.126

'7.6'7s

0.00

1s3
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Table 8 (continued)
Description of Aggregate Disclosure of Mandatory and Voluntary Items Relating to

Financial Instruments for 1995 - 2000

Disclosure Iterns

Distribution of lines

Percentiles

N 25 50 75
Overall
Mean Min Max

std
Dev

Voluntary Disclosure ltems
Infon¡ation on the rnaturity profile of the carrying atnoutlt of
financial liabilities

lnfonnation of any rnaterìal undrawr.t cotntnitted bouowing
facilities

The agglegate change in net fair value rrcognised as a rovenue or'

aû expense for financial assets and financial liabilities

The aggregate positive fail value and, sepalately, the aggtegate

negative fair value for financial assets arrd financial liabilities
disclosed at fail value

The total avemge net fair value for financial assets, financial
liabilities and uurecognised financial iterns

The avelage agglegate canying atnount of recognised financial
assets and financial liabilities

Total arnount of defen'ed or unrecoguised gaius ot losses ou
hedgûrg (other than for hedges of anticipated future transactions)

Voluntary Disclosure Index for Key Information

Projected Informatiou
Cash flow forecast

Profit forecast

Sales forecast

Forecast of futute levels of production

Forecast of future market shate

Forecast sales at cutrent balance sheet date on contl¿cts held but
to be settled in the futute

Voluntary Disclosure Iudex for Projected lnformation

Management Discussion and Analysis
Effect of a hypothetical change in the prevailing level of tnalket
intercst rates on the net fair value of financial insttumetrts

Effect of a hypothetical change in the prevailing level of rnalket
intelest rates on futute financial performance of the finn

Effect of a hypothetical change in the plevailing level of matket
intelest l"tes on the cash flow of the firm

The probability of losses adsing frorn ct'edit risk in the futute

The sensitivity of equity ol'r€vellues and expenses to several
possible changes in rnarket ptìces

The entity's value at risk or aggregate value at fisk fiotn
derìvative financial instrurnents

The adequacy of collateral or other secutity held assurning a

default had occumed, including its net fair value

Voluntary Disclosure Index for Mgt Discussion and Analysis

Voluntary Disclosure Index (\4)ISC)

4ls

415

420

420

420

420

370

420

420

420

420

420

420

420

420

420

420

420

420

420

316

420

420

420

0.00

L00

0.00

0.00

0.00

0.00

0.00

2.00

0.00

0.00

0.00

0.00

0.00

0.00

3.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

ts.tl

0.00

2.00

0.00

0.00

0.00

0.00

0.00

5.00

0.00

1.00

0.00

0.00

0.00

0.00

7.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

28.08

3.00

5.00

0.00

0.00

0.00

0.00

0.00

9.00

0.00

4,00

4.00

4.00

0.00

0.00

15.00

0.00

000

0.00

0.00

0.00

0.00

0.00

0.00

4't.'79

3. l3

312

0.00

0.t8

0.00

0.00

t.25

't.59

1.23

2.83

2.66

2.9s

0.30

l.l3

I 1.10

0.00

0.01

0.00

0. 16

0.16

0.04

0.19

0.56

35.78

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

0

JJ

21

0

4

0

0

42

76

9l

25

5l

50

9

61

97

0

2

0

6

9

3

8

l0

219

5.'.l91

3.310

0.00

0.6'71

0.00

0.00

4.686

9.38

8.049

4.166

5.s73

s.408

0.905

4,484

13.60

0.000

0.1 09

0.000

0.621

0.943

0.344

0.111

1.540

29.99
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A comparison of means by year for the mandatory and voluntary disclosure items is

presented in Table 9. A one-way ANOVA is carried out to analyse the variance between

the groups over the 6-year period and an F-ratio is calculated.

Table 9 indicates that for the Mandatory Disclosure Items, there is a significant increase

in the mean for MDISC over the 6-year period. The large F-ratio of 44.837 for MDISC

indicates that there is variability between the years. In fact all items in the mandatory

disclosure category except for the item discussion of firm's exposure to commodity

price risk and the hedging instruments used to mitigate this risk show a significant

increase over the 6-year period. As expected, the greatest jump in mandatory disclosure

items occurred between 1997 and 1998, the years before and after AASB 1033 became

effective. Interestingly, the extent of MDISC continued to increase during the post-

regulatory period of 1998-2000, although the requirements in AASB 1033 did not

change.

For the Voluntary Disclosure Items, there is a significant increase in VDISC (F-value of

4.816). The voluntary disclosure index for Risk Management shows a significant

increase in the means over the 6 years, with two of the items in that category (discussion

of firm's risk management and treasury policies; and discussion of firm's policy in

monitoring and controlling price, market, business and cash flow rislcs) showing

significant increase over the 6 years. The only other voluntary disclosure item that

shows a significant increase over the 6-year period is the item under the category of Key

Information Relevant to Financial Instrumenl. The item relating to information on the

aggregate positive fair value and, separately, the aggregate negative fair value for

financial assets and financial liabilities disclosed at fair value in that category indicates

a significant increase in the means over the 6 years. Interestingly, there is no significant

decrease in any items of voluntary disclosure over the 6-year period despite the fact that

mandatory items of disclosure came into force in this period. The introduction of a

disclosure standard, AASB 1033, has not diminished the extent of voluntary disclosure

of related information.
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son of Means Year

Table 9

r996 t997 I 998 1999 2000r995 SigF-value

Number of lines of disclosure
Disclosure ltems

32.5'l

7.40

36.10

9.84

l7 8l

21.'t7

10.00

I 36.80

3 9.53

10.06

13.84

21.3t

10. 17

l4l .85

34.56

8.11

84.'799

42.t19

4.956

44.837

I 0.870

9.t94

26.0't2

1.423

0.000**

0.000**

0.000x*

0.000**

0.000**

0.000**

0.000*x

0.218

10.66

3.25

3.06

2.0t

5.42

3.40

s.46

30.06

10.84

3.64

5.60

3t.99

3.67

5.45

4.00

2.06

6.59

61.99

I 8.19

4.10

832

9.96

10.63

4.90

28;79

6.89

29.20

9.91

t4.'t4

21.06

9.56

122.56

Mandatory Disclosure Items
Disclosute and discussiou of the extent and

nature of fi nancial derivatives used

Disclosure of accounting policies and methods

adopted for' fi nancial det'ivatives

Discussion of firm's exposule to interest mte
dsk

Discussiou offin¡'s exposute to cledit risk

Discussion of finn's exposut'e to comrnodity
price risk and the hedging instruments used to

rnitigate this risk

Disclosute ofthe agglegate net fair value of
financial assets and finaucial liabilities and the

methods adopted in detennining net fair value

Objectives for holding ot' issuiug derivatives

MDISC

0.969

o.324

0.234

0.549

0.200

8.429

0.256

3;704

8.294

0.544

0.997

0.885

0.000**

0.003**

0.000**

0.4t9

0.491

0;143

0.94't

0;739

0.962

0.437

0.937

0.898

0.24

2.66

0.33

0.06

0.03

0.03

0.16

2.31

12.86

6.37

0.44

3 6'1

0.53

2.96

0.31

0.10

0.0s

0.03

1.61

0.71

2;75

15.78

049

4.30

8.61

3.71

t6.14

0.60

069

0.5'l

2.63

0.47

376

0.10

0.05

0.03

0.49

2.38

1s.87

0.70

853

0.s'7

3.9'7

0.37

3.36

0.10

0.05

0.00

2.37

0.s 1

1.88

0.26

043

532

0.20

0.10

2.30

0.03

0.00

0.03

4.t4

0.26

3.1 1

2.O2

9.85

0.23

0.39

0.06

z))

0.08

0.02

0.03

Voluntary Disclosure Items

Discussion of Risk Management Strategies
and Policies Relating to Financial
Instruments
Discussion of finn's dsk managetnent and

treasury policies

Discussion of rnanagement's specific financial
control policies to monitot the risks associated

with financial instrurnents

Discussion of liquidity rranagernent aud how
the finn rnonitors and conlols the associated

risks

Discussion of filn's policy in tnorritoting and

controlling ptice, matket, business, cash flow
risks

Discussion of fir'ln's foreigu exchange risk
lnanagement and the hedging insttuments used

to rnitigate this rìsk

Voluntary Disclosure Index for Risk
Management

Summary of Historical Information Relevant
to Financial Instrument
Surnnary ofpast exchange lates

Summaty of past rnalket ptices of hadable
comrnodities

Summary of past tealized pdces on settletnent
of contlacts

Summary of past hedging gains and losses

Summary of past rnarket intetest Ìates

Sumrnary of past sales
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son of Means b YearDisclosure Items

r 998 1999 20001995 1996 1997 F-value sig
Number of lines

Disclosurc Itetns

0.003**

0.100

0.553

0.498

0.712

0.123

o.522

0.944

0.989

1.000

0.239

0.094

0.387

0.981

0.669

0.608

0.00

2.67

3.22

009

0.00

0.14

s.36

0.69

9.20

0.00

0.14

0.00

0.00

0.00

0.00

0.02

3.3 5

0.39

2.49

2.40

2.86

0.39

0.00

281

t.54

0.31

0.00

1.62

6.s3

0.89

9.94

0.00

0.14

0.00

0.00

000

0.00

0.02

s.12

0.36

2.'t I

2.99

2,'.l4

0.26

0.00

J.JZ

3.68

0.33

1.76

7.1 8

1.04

13.86

0.00

0.00

0.t7

0.00

0.00

0.00

000

0.02

4,94

2.16

3.6',7

2.83

3.30

0.26

3.36

0.00

0.31

0.00

1.82

13.81

0.00

0.01

0.14

0.00

)LJ

0.00

694

0.9'7

0.00

0.02

4.43

3.10

3.09

2.19

3.69

0.19

0.241

1.864

3.613

0;796

0.8't4

0.584

1.746

0.840

0.114

0.000

1.358

1.897

1 .051

0.t4'7

0.641

0.'t20

3.16

2.52

0.00

0.81

s.1 8

1.84

10.04

0.00

0.19

0.00

0.00

003

0.00

0.00

003

0.02

2.75

0.46

2.83

z.t s

2.16

0.43

0.34

2.20

2.63

2.91

026

3.61

2.38

0.00

0.76

9.'.l4

0.00

0.00

0.00

003

0.00

5.36

134

0.00

0.00

0.20

0.02

2.80

Voluntary Disclosure Items
Summary of past contractual prices

Voluntary Disclosure Index for Historical
lnformation

Key Information Relevant to Financial Instrument
Average aggregate principal/stated/notional atnoutlt

for unrecognised financial derivatives

hrfonnation on the maturìty ptofìle ofthe catrying
arnount of fi nancial liabilities

Infonnation on any matetial undlawn comtnitted
bonowing facilities

The aggrrcgate change in net fair value tecognised as a

revenue o[ an expense for financial assets aud

hnancial liabilities

The aggregate positive fair value and, separately, the
agglegate negative fair value for financial assets and

financial liabilities disclosed at fair value

The total avemge net fait'value fot'financial assets,

fi¡rancial liabilities and unrecognised financial iterns

The average aggregate canying atnount of t'ecogtrised

financial assets and financial liabilities

Total atnount of deferred or unlecognised gait.ts or
losses on hedging (othet than for hedges of
anticipated future ttansactions)

Voluntary Disclosure Index for Key hlformation

Forecast of futu¡e levels of ptoduction

Forecast of future market share

Folecast sales at current balance sheet date on
contracts held but to be settled in the futute

Voluntary Disclosure Index for Projected
Information

Management Discussion and Analysis
Effect of a hypothetical change in the plevailirrg level
of rnarket interest mtes on the uet fail value of
financial instrurnents

Effect of a hypothetical change in the plevailing level

of market interest mtes on futute fìnancial
perfonnance of the hnn

Effect ofa hlpothetical change in the prevailing level

of market interest 1ates olt the cash flow of the finn

The probability of losses arising frr¡rn cledit dsk in
the futute

Profit folecast

Sales forecast

Projected Information
Cash flow forecast
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Table 9 (continued)

Disclosure Items: Comparison of Means by Year

** Significant at the 0.01 level

To further analyse the mandatory and voluntary disclosures, a comparison of means of

the disclosure index for the four industries is undertaken for the period of study. Table

10 presents the results of this analysis. The results indicate that there is a significant

difference in the means of MDISC between the four industries with Materials having

the highest score (97.12 lines of disclosure). For the voluntary disclosure items, the

mean voluntary disclosure index for four of the categories and the mean for VDISC

show a significant difference during the period of study. However, the difference in the

means for the Voluntary Disclosure Index for Historical Information is not significant.

These results suggest the presence of an 'industry effect' on the extent of corporate

disclosure of both mandatory and voluntary items.

Disclosure Iterns I 995 1996 1991 1 998 I 999 2000 F-value Sig

Nurnber of lirres of disclosule

Voluntary Disclosure Items

The sensitivity of equity ol revenues and expetrses

to several possible changes in rnarket prices

The entity's value at risk ot'aggfegate value at risk
fi'orn derivative financial instrurnents

The adequacy of collateral ol other security held
assuming a default had occuned, including its net
fair value

Voluntary Disclosure Index for Management
Discussion and Analysis

VDISC

0.23

0.0s

0.17

0.66

25.27

0.31

0.05

0.24

0.80

29.94

0.l l

0.05

0.14

0.44

32.60

0.10

0.05

0. l6

0.44

39.3 8

0. l4

0.0s

0.26

0.61

44.44

0.07

0.00

0. l7

0.40

43.08

0.663

0.201

0.264

0.724

4.816

0.652

0.962

0.933

0.606

0.000**

158



Chapter 5: Data Analysis and Discussion

Table 10

Disclosure Index: Comparison of Means by Industry

** Significant at the 0.01 level
* Significant at the 0.05 level

5.4.2 Weighted Voluntary Disclosure Items

To create the weighted voluntary disclosure index, the number of lines of disclosure for

each voluntary disclosure item is multiplied by a 'proprietariness' rating score for that

item (as indicated in Table 6) and subsequently divided by 3. This division by 3 is

required to provide comparability between the weighted and the unweighted voluntary

disclosure items as a likert scale of 1-5 is used in the survey questionnaire to rate the

voluntary items, resulting in a median of 3. The weighted voluntary disclosure index is

then adjusted for the proportion of applicable voluntary disclosure items in a category to

the total possible items in the category.

Table 11 presents the comparison of the means between years for the weighted

voluntary disclosure items and the proprietariness weighted voluntary disclosure index

(VDISCPROP) for 1995 - 2000. The weighted voluntary disclosure index for each

category (which is the proprietariness weightecl total nnmber of lines for the category,

adjusted for the proportion of applicable items in the category to the total possible items

in the category) is also shown. As in Table 9, a one-way ANOVA is undertaken to

Disclosure lndex
Enelgy Materials Indush'ials Consumer'

Staples F-value sig
Number of lines of disclosure

MDISC 84.39 97.72 64.20 85.21 3.206 0.023*

Voluntary Disclosut'e Index fol Risk
Managernent

17.52 12.89 10.3 I 9.3 5 5.801 0.001**

Voluntary Disclosute Index for Historjcal
Iufolnation

4.6r 3.3 8 4.t l 4.44 0.650 0.583

Volurfary Disclosure lndex for Key
lnfonnation

6.98 9.49 4.s6 5.83 6.487 0.000**

Voluntary Disclosure Írdex for Projected
Infonnation

t5 32 9;13 12.03 9.83 3.37 5 0.018*

Voluntary Disclosure Index for Managetnent
Discussion and Analysis

0.29 0.81 0.19 0.41 4.094 0.007**

VDISC 44.73 36.31 31.20 29.93 3.700 0_0 l2*
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analyse the variance between the groups over the 6-year period, and an F-ratio is

calculated. Table 11 indicates that VDISCPROP is significantly different over the 6

years with an F-value of 4.712. However, only the Weighted Voluntary Disclosure

Index for the category Discussion of Risk Management Strategies and Policies Relating

to Financial Instrumenls shows a significant increase in voluntary disclosure over the 6-

year period. The extent of voluntary disclosure of proprietary information about risk

management has significantly increased up to and including, in 1998. After AASB 1033

became effective in 1998, the extent of voluntary proprietary information disclosure is

seen in Table 11 to have stabilized.

Table 11

w Disclosure Items: of Means Year

1996 1997 I 998 1999 2000I 995 SieF-value

Nurnbet of lines of disclosurc
Disclosure lterns

0.000**

0.003**

0.000**

0.43'l

0.743

0-937

0.898

0.419

0.491

0.947

0;139

0.962

L000

0.236

0.08

1;79

0.14

0.03

0.00

0.02

0.02

2.13

2.31

0.26

0.48

1.7'7

s.19

0.43

4.t4

0.39

294

1.90

0. 17

026

957

0.05

1.81

007

0.01

0.02

0.02

2.18

6.3'l

0.16

3.47

2.18

12.54

0.24

0.44

0.19

2.07

0.06

0.03

0.02

0.02

2.61

1.61

0;71

2.60

l s.40

0.49

4.06

0.22

0.41

2.30

0.09

0.04

0.02

0.02

3.98

8.61

3.51

15.79

0.43

069

0.57

2.48

0.36

2.92

0.09

0.04

002

0.02

3.84

0.29

2.61

0.51

0.09

0.04

0.00

0.02

3.45

0.57

3.15

15.52

852

0.49

2.25

0.997

0.885

0.544

0.234

0.549

0.200

0.000

1.365

0.969

3.704

8.435

8.429

0.2s6

o.324

Voluntary Disclosure Items

Discussion of Risk Managemeut Strategies
and Policies Relating to Financial
Instruments
Discussion of firrn's t'isk tnatragetnent and

treasury policies

Discussion of mauagement's specific financial
control policies to monitor the risks associated

with financial inshutnents

Discussion of liquidity management and how
the finn monitors and conttols the associated

dsks

Discussion of finn's policy in rnonitoring aud

controlling ptìce, rnatket, business, cash flow
risks

Discussion of finn's foreign exchange risk
lnanagement and the hedging irstrutnents used

to rnitigate this risk

\ileighted Voluntary Disclosure Index for
Risk Management

Summary of Historical Information Relevant
to Financial Instrument
Surnmary ofpast exchange rates

Surnmary of past rnarket prices of tr¿dable
commodities

Surmnary of past lealized prices on settlenìent
of corltracts

Surmnary of past hedging gains and losses

Sutunary of past tnarket interest mtes

Surrunary of past conttactual ptices
Weighted Voluntary Disclosure lndex for
Historical Information

Surmnary of past sales
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Table 11 (continued)

V/eighted Disclosure Items: Comparison of Means by Year

2000 F-value1995 1996 199'7 I 998 I 999 sig
oflines ofdisclosure

Disclosure Items

0.00

0.70

5.36

0.82

000

2.01

2.50

0.00

0.07

0.00

0.00

12.25

0.00

0.s0

3.31

3.13

3.9'l

0.51

2.19

2;75

0.25

0.00

t.s3

1.06

13. l9

0.00

000

0.00

653

0.00

000

0.47

3.62

3.89

3.8 I

0.34

2.86

0.00

0.00

t.66

1.t8

t.25

18.35

0.00

258

0.00

026

0.00

0.00

3.60

4.90

3.69

4.s8

0.34

0.00

2.51

2.61

0.25

1:t2

6.94

l.l6

18.32

0.01

0.00

0.00

000

0.00

4.05

4.tt

3.63

5.12

0.25

0.241

1.864

3.613

0.796

1.780

0.840

0 929

0.584

l'897

I .051

0.t4't

0.641

0.'t20

0.003**

0.944

0 100

0;7 t2

0.1 l6

0.553

0.462

0.522

0.094

0.387

0.981

0.669

0.608

0.00

r.96

0.02

0.76

5.18

t3.17

0.03

2.46

0.00

0.00

0.00

2.20

0.00

0.60

3.7'l

3.03

3.00

0.57

2.81

1.85

0.00

0.00

0.72

1.60

I 2.88

0.00

002

0.00

536

0.00

000

0.45

2.93

3.43

4.t3

0.34

Voluntary Disclosure Items

Key Information Relevant to Financial
lnstrument

Average aggregate principaVstated/notional
arnount fot uruecognised financial derivatives

lnformation on the rnaturity profile of the carrying
amount of financial liabilities

Infonnation on any tnatetial undmwn cotnrnitted
borrowing facilities

The aggregate change in net fair value recognised

as a Levenue or an expgnse for hnancial assets atrd

financial liabilities

The aggregate positive fait value and, separately,

the aggregate uegative fair value for financial
assets and financial liabilities disclosed at fair
value

The totat average uet fair value for finaucial assets,

financial liabilities and umecognised financial
items

The average aggregate canying atnount of
tecognised finaucial assets and finaucial liabilities

Total amount of defemed or unrecognised gains or'

losses on hedging (othel than fot hedges of
anticipated firture tmnsactions)

Weighted Voluntary Disclosure Index for Key
lnformation

Forecast of futule levels of production

Forecast of futule rnatket share

Forecast sales at cul'ent balance sheet date on
contracts held but to be settled in the future

Weighted Voluntary Disclosure Index for
Projected Information

Management Discussiou and Analysis

Effect of a hypothetical change in the prevailing
level ofr¡arket interest rates on the net fair value

of financial instluments

Effect of a hypothetical change in the prcvailing
level of rnarket interest mtes on future financial
pedonnance ofthe finn

Projected Information

Cash flow forecast

Profit forecast

Sales folecast
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Table 11 (continued)

Weighted Disclosure Items: Comparison of Means by Year

** Significant at the 0.01 level

5.4.3 Growth and Hedging Components

Turning to the independent variables in the study, growth and hedging are variables that

reflect a firm's condition of proprietariness of information disclosed. Table 12 presents

the means for the growth factor (GROV/TH) and the total for hedging (HEDGE) for the

period of study. Table 12 indicates that there is a significant difference between the

means for the 6-year period for the growth component PPE/MV and GROWTH. The

GROWTH variable, however, shows no particular trend pattern of change. There is no

significant difference in the means for the other components of growth, nor is there

significant difference in the hedging components including HEDGE. Thus, the mean

conditions of proprietariness of information disclosure for all firms in the sample,

namely investment growth opportunities and the extent of risk control through hedges,

have not trended in any identifiable direction over the 6-year period.

Disclosurc Iterns 1995 1996 199'7 I 998 I 999 2000 F-value Sig

Nurnber of lines of disclosure

Voluntary Disclosure ltems

Effect of a hypothetical change in the ptevailing
level of rnarket intercst rates on the cash flow of
the finn

The plobability of losses arising fi'otn credit risk in
the future

The sensitivity of equity ot' revenues and expenses

to several possible changes in tnatket pdces

The entity's value at tisk or aggregate value at risk
florn detivative fi nancial insttutnents

The adequacy of collatelal or other secudty held
assurning a default had occutred, including its net
fair value

Weighted Voluntary Disclosure Index for
Management Discussion atrd Analysis

Proprietariness weighted voluntary disclosure
index (VDISCPROP)

0.00

0.l9

0.26

0.05

0.1 8

0.70

26.38

0.00

0.21

0.36

0.05

0.26

0.86

30.85

0.00

0.1 5

0.13

0.0s

0.1 5

0.41

33.22

0.00

0.1 5

0.1 I

0.05

0.1'1

0.47

39.51

0.00

0 t8

0.16

0.05

0.27

0.65

45.82

0.00

0.15

0.08

0.00

0.18

0.42

44.66

0.1 14

0.663

0.201

0.264

0.146

4.112

0.989

0.652

0.962

0.933

0.s90

0.000**
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Table 72

Growth and Hedging Components: Comparison of Means by Year

** Significant at the 0.01 level

5.4.4 Probability of Financial Distress

The independent variable, probability of financial distress, reflects a firm's condition of

political cost of non-disclosure. The probability of the sample firms facing financial

distress for the period of study is presented in Table 13. The Z-score indicates that for

1995, 12 of the sample companies have more than 50% probability of being classified

as failed, while 54 have less than 50% probability of being classified as failed. The

highest number of companies that have more than 50"/o probability of being classified as

failed is in 1997, where l7 of the companies have more than 50o/oprobability of being

classified as failed while 49 have less than 50% probability of being classified as failed.

Thus, there are a suff,rcient proportion of firms in each year of the sample that face more

than 50o/o probability of financial distress, enabling this variable to be tested as a

political cost-based determinant of the extent of disclosure of financial instrument-

related information.

Table 13

Probability of Financial Distress: Comparison of Number of Companies by Year

Growth and
Hedging
Components

N

Means

F-value Sig1 995 1996 1997 1 998 1999 2000

MKT/VA 404 2.0294 2.3075 1.8402 1.4744 1.5297 1.4830 1.812 0.109

MKT/VE 404 0.9193 2.9089 2.8s34 4.0879 0.7392 1.3202 l.4l 1 0.219

PPE//MV 404 0.5 861 0.s874 0.6325 0.8350 0.8824 1.0908 3.880 0.002**

GROWTH 403 0.1734 0.2997 0.1332 -0.0871 -0.1801 -0.3283 3.98',7 0.002**

FCD 204 0.4050 0.4693 0.8827 1.0128 1.0316 1.1154 0.855 0.513

IRD 165 0.2736 0.2305 0.2411 0.1972 0.1 68 1 0.1546 0.987 0.427

CMD 87 1.5817 1.3982 2.2381 5.0378 2.s655 2.4t28 1.317 0.265

HEDGE 277 1.0320 0.9604 1.6266 2.2667 1.6045 1.6275 0.802 0.549

Probability of

Financial Distress

Number of Cornpanies

t995

No. %

1996

No. %

1997

No. %

l 998

No. %

1999

No. %

2000

No. %

Total

No. %

Predict Continuation

(z>0) 54 t7 56 17.7 49 15.5 52 16.4 53 16.7 53 16.7 317 100

Predict Failure

(Z<=0) t2 ls 9 11.3 t7 21.3 13 16.3 1s 18.8 14 1',7.5 80 100
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5.4.5 Media Attention

A second condition affecting the political cost of non-disclosure is media attention.

Table 14 presents the number of newspaper articles covering the collapse of Barings

Bank for the period of study from 3 different sources, World News, Asia Pacific

Sources and from Australian ne'wspapers. There was an extensive coverage of the

incident in the media in1995, the year of the incident, and in 1996. These 2 years of

1995 and 1996 embody a much greater political cost on a firm's decision not to

disclose, than the subsequent years due to media attention.

Table 14

Media Attention: Comparison of Number of Media Articles by Year

Sources

Number of media articles

1995 r996 1997 1998 1999 2000

World news s40 66 22 2t 29 8

Asia Pacific 195 25 6 9 l1 0

Australia 85 11 I I I 0

5.5 Hypotheses Testing for Australian Companies

The most extensive data analysis in this study will involve the testing of the hypotheses

that have been generated. Both univariate and multivariate tests are conducted for each

group of hypothesis.

5.5.1 Univariate Tests

In testing the relationship between mandatory and voluntary disclosure and the effect of

proprietary information costs on the voluntary disclosure of proprietary information, a

univariate analysis is first carried out to examine the separate associations between

firms' voluntary disclosure of proprietary information and the independent variables of

interest. This will be the initial stage of testing H1, }J2,IJ3, H4, H5 and H6. Univariate

tests can provide some initial insights into the relationship between the dependent

variable and the independent variables. However, univariate analysis can only consider

the effects of the independent variables in isolation of each other. To strengthen the

univariate analysis findings regarding the hypothesized relationships, separate tests are

undertaken on samples for the regulated and unregulated disclosure environments.
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Similar univariate analysis is carried out to examine the separate associations between

frrms' voluntary disclosure of information, and the political cost-based determinants of

probability of financial distress, size of company, and media attention (Testing of H7 ,

H8 and H9a).

5.5.1.1 Effects of Anticipation of and the Existence of Mandatory Disclosure

Requirements - Tests of Hl, H2 and H3

The first group of hypotheses tests the relationship between mandatory and voluntary

disclosures. More specifically, they test the relationship between voluntary disclosure of

proprietary information and the introduction of a regulated disclosure environment.

In testing H1 which predicts that an increase in mandatory disclosure of non-proprietary

information relevant to financial instruments increases the voluntary disclosure of

related proprietary information, a comparison is made between the means of the

mandatory disclosure items for the pre- and post-regulation years with the means of the

weighted voluntary disclosure items for the same period. Table 15 presents the

comparison of means between the pre- and post-regulation years for the mandatory

disclosure items while Table 16 presents the comparison of means between the pre- and

post-regulation years for the weighted voluntary disclosure items. An independent-

sample t-test is used to compare the mean score for the two groups of years.
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Table 15

Mandatory Disclosures: Comparison of Means between Pre-Regulation and Post-

Regulation Years

Disclosure Items Pre years
lîean

Post years
lnean

t Sig
(2{ailed)

Mandatory Disclosure Items

Disclosure and discussion ofthe extent and nature offinancial
derivatives used

Disclosure of accounting policies and rrethods adopted for
financial derivatives

Discussion of finn's exposure to interest rate risk

Discussion of fìrm's exposure to credit risk

Discussion of finn's exposure to cornrnodity price risk and the
hedging instru¡ents used to mitigate this risk

Disclosure ofthe aggregate net fair value offinancial assets and

financial liabilities and the rnethods adopted in determining net
fair value

Objectives for holding or issuing derivatives

MDISC

13.22

3.87

5.90

2.99

6.40

5.67

s.88

4t.3s

32.0t

7.47

34.94

9.94

15.46

21.38

9.91

t33.'74

-6.995

-6.460

- 19.353

- I 3.813

-2.549

-10.943

-4.904

-14.336

0.000**

0.000**

0.000**

0.000**

0.012*

0.000**

0.000**

0.000**

** Significant at the 0.01 level
* Significant at the 0.05 level
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Table 16

Weighted Disclosures: Comparison of Means between Pre-Regulation and Post-

Years

Sig
(2{ailed)

Pre years

mean
Post vears

mean
tDisclosure Items

9.1002

0.01

0.02

0.02

2.3047

4.30

0.22

2.30

1.95

0.42

0. l0

1.89

0.18

0.05

15.5733

8.25

0.65

0.54

3.77

2.44

0.36

2.61

0.39

0.09

0.04

0.01

0.02

3.7557

-5.502

-2.030

-1.000

-2.643

- I .078

-5.364

-2.040

-t.846

-t.252

-0.875

-1.440

0.449

-0.013

-2.570

0.000**

0.043*

0.009**

0.000**

0.318

0.282

0.042*

0.066

0.213

0382

0.15 I

0.654

0.989

0.013 *

Discussion of Risk Management Strategies and
Policies Relating to Financial Instruments
Discussion of f,trm's risk management and treasury
policies

Discussion of management's specific financial control
policies to monitor the risks associated with financial
instruments

Discussion of liquidity management and how the firm
monitors and controls the associated risks

Discussion of firm's policy in monitoring and controlling
price, market, business, cash flow risks

Discussion of fìrm's foreign exchange risk management

and the hedging instruments used to mitigate this risk

Weighted Voluntary Disclosure Index for Risk
Management

Summary of Historical Information Relevant to
Financial Instrument
Summary of past exchange rates

Summary of past market prices of tradable commodities

Summary of past realizedprices on settlement of
contracts

Summary of past hedging gains and losses

Summary of past market interest rates

Summary of past contractual prices

Weighted Voluntary Disclosure Index for Historical
Information

Voluntary Disclosure Items

Summary of past sales
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Table 16 (continued)

Weighted Disclosures: Comparison of Means between Pre-Regulation and Post-
Years

t Sie
(2-tailed)

Pre years

mean
Post years

mean
Disclosure Items

-2.536

-4.225

-1.982

-2.100

-2.143

-1.608

-0.761

-1.101

|.403

0.740

-2.275

0.043

0.000**

0.965

0.012*

0.048*

0.036*

0.027*

0.033*

0.109

0.447

0.272

0.161

0.460

5.2975

t2.7659

0.00

2.t0

0.00

0.04

0.00

0.00

0.'73

2.45

0.52

3.34

3.20

3.70

0.48

t.54

16.6190

0.00

2.43

2.74

0.00

0.26

0.00

0.00

1.64

6.8856

2.70

4.21

3.74

4.50

0.31

1.15

Key Information Relevant to Financial Instrument
Average aggregate principal/stated/notional amount for
unrecognised fi nancial derivatives

Information on the maturity profile of the carrying amount
of financial liabilities

Information on any material undrawn committed
borrowing facilities

The aggregate change in net fair value recognised as a

revenue or an expense for financial assets and financial
liabilities

The aggregate positive fair value and, separately, the

aggregate negative fair value for financial assets and
financial liabilities disclosed at fair value

The total average net fair value for financial assets,

financial liabilities and unrecognised hnancial items

The average aggregate carrying amount of recognised
financial assets and financial liabilities

Total amount ofdeferred or unrecognised gains or losses

on hedging (other than for hedges ofanticipated future
transactions)

Weighted Voluntary Disclosure Index for Key
Information

Forecast of future levels of production

Forecast of future market share

Forecast sales at current balance sheet date on contracts

held but to be settled in the future

Weighted Voluntary I)isclosure Index for Projected
Information

Voluntary Disclosure Items

Profit forecast

Sales forecast

Projected Information
Cash flow forecast
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Table 16 (continued)

Weighted Disclosures: Comparison of Means between Pre-Regulation and Post-
Years

** Significant at the 0.01 level
* Significant at the 0.05 level

Table 15 indicates that there is a significant increase in all the mandatory disclosure

items and in MDISC from the pre- to the post-regulation years. This result is expected

since, with the introduction of AASB 1033 'Presentation and Disclosure of Financial

Instruments', companies are required to disclose these items in the post-regulation years

and such disclosures are no longer voluntary. Results from Table 16 indicate that during

the same period, VDISCPROP shows a significant increase from the pre- to the post-

regulation years. In fact the weighted voluntary disclosure index for all categories,

except for the Weighted Voluntary Disclosure Index for Management Discussion and

Analysis, indicates a significant increase in voluntary disclosure of proprietary

information from the pre- to the post-regulation years. Thus, H1 is fully accepted

Pre years

mean
Post years

mean
t Sig

(2-talled)
Disclosure Items

0.447

0.392

-0.127

-4.477

1.242

0.437

1.009

0.000+*

0.655

0.695

0.215

0.662

0.899

0.314

30.1473

0.00

0.01

0.00

0.1 8

0.25

0.05

0.20

0.6790 0.5 153

43.3490

0.00

0.00

0.00

0.16

0.12

0.03

0.21

Management Discussion and Analysis
Effect ofa hypothetical change in the prevailing level of
market interest rates on the net fair value of financial
instruments

Effect of a hypothetical change in the prevailing level of
market interest rates on future financial performance of
the firm

Effect of a hypothetical change in the prevailing level of
market interest rates on the cash flow of the hrm

The probability oflosses arising from credit risk in the

future

The sensitivity ofequity or revenues and expenses to

several possible changes in market prices

The entity's value at risk or aggregate value at risk from
derivative financial instruments

The adequacy ofcollateral or other security held
assuming a default had occurred, including its net fair
value

Weighted Voluntary Disclosure Index for
Management Discussion and Analysis

Voluntary Disclosure Items

VDISCPROP
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indicating that an increase in the mandatory disclosure of non-proprietary information

relevant to financial instruments results in an increase in the voluntary disclosure of

related proprietary information.

However, the nature of the voluntary information may influence management's decision

to disclose the proprietary information. This is indicated by the category Management

Discttssion and Analysis not showing a significant increase from the pre- to the post-

regulation years. Voluntary disclosure items in this category consistently have a low

amount of disclosure in the pre- and post-regulation years. This indicates that managers

are not willing to disclose such information in the pre-regulation years, and that the

introduction of the accounting standards on financial instruments disclosure

encouraging such disclosures has not influenced their voluntary disclosure decisions.

In testing for H2, which states that the likelihood of a proposed standard relating to

financial instruments becoming mandatory increases the voluntary disclosure of

proprietary information related to non-mandatory disclosure items, an analysis is made

of the Weighted Voluntary Disclosure Index for the five categories of voluntary

disclosure items and VDISCPROP for the pre-regulation years. Table 17 presents the

comparison of means for the Weighted Voluntary Disclosure Index for each category

and VDISCPROP during the pre-regulation years. A one-way ANOVA is undertaken to

analyse the variance between the years for each sub-category over the 3-year period and

an F-ratio calculated.
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Table 17

Weighted Voluntary Disclosures: Comparison of Means for Pre-Regulation Years

Disclosure Index I 995 1996 t991 F-value Sig

Number of lines of
disclosure

Weighted Voluntary Disclosure Index for
RiskManagement

5.19 9.5',7 t2.54 11.055 0.000**

V/eighted Voluntary Disclosure Index for
Historical Information

2.r3 2.18 2.61 0.238 0.789

V/eighted Voluntary Disclosure Index for
Key Information

5.18 5.36 5.36 0.017 0.983

V/eighted Voluntary Disclosure Index for
Proiected Information

13.11 12.88 12.25 0.084 0920

V/eighted Voluntary Disclosure Index for
Management Discussion and Analysis

0.70 0.86 0.4'7 0.'791 0.455

VDISCPROP 26.38 30.85 33.22 1.409 0.247

** Significant at the 0.01 level

Table 17 indicates that there is a significant increase in the Weighted Voluntary

Disclosure Index for Risk Management. However, no other categories, including

VDISCPROP, show a significant increase in disclosure during the pre-regulation years

leading up to the introduction of the accounting standard in 1998. Thus, the increase in

voluntary disclosure of related proprietary information due to the introduction of

mandatory disclosure relates closely with the type of information. Information such as

risk management strategies and policies, which is perceived by managoment to be

directly related to the disclosure of financial instruments, increases during the

anticipated years before the introduction of the accounting standard on financial

instruments disclosure. Thus, H2 is accepted for information that is closely related to

the proposed standard.

Figure 6 depicts the relationship between the mean VDISCPROP, MDISC for the

unregulated period (years 1995-1997), and MDISC for the regulated period (years

1998-2000). It is visually evident in Figure 6Ihat mean MDISC has grown over the 3

years in which AASB 1033 has been anticipated, especially in 1997 (one year prior to

regulation), and again it has grown at a much higher level over the 3 years in which
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AASB 1033 has been in operation. The mean VDISCPROP has also increased over the

6 years.

Figure 6

Graph of the Relationship between VDISCPROP and MDISC
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H3 predicts that an increase in both the likelihood of, and actual introduction of; a

standard on disclosure of financial instruments will increase the voluntary disclosure of

additional information directly associated with mandatory disclosure items contained in

the standard. To test H3, a comparison is made between the means for the mandatory

disclosure items during the pre-regulation years (voluntary disclosures) and the means

for the mandatory disclosure items for the post-regulation years (testing for

comprehensiveness of mandatory disclosures). To compare the means, a one-way

ANOVA is carried out and an F-test computed. The results of this analysis are shown in

Table 18 and Table 19.

Number of
lines
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Table 18

Disclosure Items: Com son of Means for Pre- Years

** Significant at the 0.01 level

Table 19

Mandatory Disclosure Items: Comparison of Means for Post-Regulation Years

1995 1996 1997 F-value sig
Number of lines of

disclosure

Disclosure Items

18.19 2.577 0.07910.66 10.84Disclosure and discussion ofthe extent and nature offinancial
derivatives used

2.223 0,11 13.25 3.67 4.70Disclosure of accounting policies and methods adopted for financial
derivatives

10.63 8.359 0.000**3.06 4.00Discussion offinn's exposure to interest rate risk

4.90 I I .551 0.000**2.01 2.06Discussion of firm's exposure to credit risk

5.45 8.32 0.585 0.5595.42Discussion offinn's exposure to cornnodity price risk and the hedging
instrurnents used to mitigate risk

3.40 3.64 9.96 6.902 0.001 **Disclosure of the aggregate net fair value of financial assets & financial
liabilities & the methods adopted in detenîinins net fair value

5.46 5.60 6.59 0.489 0.614Objectives for holding or issuing derivatives

30.06 3t.99 61.99 8.s35 0.000**MDISC

Disclosure ltems l 998 1999 2000 F
value

Sig

Nurnber of lines of disclosure

Disclosure and discussion ofthe extent and nature offinancial
derivatives used

28.79 32.57 34.56 0.590 0,556

Disclosure of accounting policies and rnethods adopted for financial
derivatives

6.89 7.40 8.11 0.554 0.57s

Discussion offinn's exposure to interest rate risk 29.20 3ó.1 0 39.53 6.354 0.002**

Discussion offinn's exposure to credit risk 9.9r 9.84 10.06 0.024 0.977

Discussion of finn's exposure to cotntnodity price risk and the hedging
instruments used to mitigate risk

14.74 17.81 13.84 0.128 0.880

Disclosure of the aggregate net fair value of financial assets & financial
liabilities & the methods adopted in detennining net fair value

21.06 21.7'7 2t.31 0.032 0.969

Objectives for holding or issuing derivatives 9.56 10.00 10.17 0.077 0.926

MDISC t22.56 136.80 1 41 .8s I .189 0.307

** Significant at the 0.01 level
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Table 18 indicates that there is a significant increase in the means of MDISC during the

pre-regulation years. In fact 3 of the 7 proposed mandatory disclosure items show

significant difference in means during the pre-regulation years. This indicates that the

likelihood of an introduction of a standard on disclosure of financial instruments

increases the voluntary disclosure of additional information associated with the

mandatory disclosure items contained in the standard. However, results from Table 19

indicate no significant increase in the means for MDISC for the post-regulation years.

Only the item discussion of firm's exposure to interest rate risk indicates significant

increase in the means during the post-regulation years. Therefore, even though there is a

signihcant increase in the disclosure relating to the proposed mandatory disclosure

items in the anticipated regulatory environment, once the proposed mandatory items

became mandatory in the regulated environment there is no significant difference in

disclosure in the three years after regulation, except for the item discussion of firm's

exposure to interest rate risk. Thus, H3 is partially accepted i.e. an increase in the

likelihood of an introduction of a standard on disclosure of financial instruments

increases the voluntary disclosure of additional information associated with mandatory

disclosure items contained in the standard.

5.5.1 .2 Effects of Proprietary Costs - Tests of H4, H5 and H6

H4 predicts that the higher the investment growth opportunities of a firm, the lower will

be the firm's voluntary disclosure of proprietary information relevant to financial

instruments. To test this hl,pothesis, a bi-variate correlation analysis between

VDISCPROP and investment growth opportunities, as measured by GROWTH, is

undertaken. Table 20 presents the relationship between the two variables. The existence

of a significant relationship between the two variables can be gauged from the Pearson's

correlation coefficient. The correlation coefficient will give an indication of both the

strength and the direction of the linear relationship between the two variables. Results

indicate that there is a significant negative relationship between investment growth

opportunities and the voluntary disclosure of proprietary information relevant to

financial instruments. Thus, H4 is fully accepted. This is consistent with previous

findings (Bamber & Cheon, 1998; Harris, 1993). It confirms the fact that firms with

higher investment growth opportunities will have more to lose to competitors if they

disclose more information relating to their financial instruments (for example, undrawn
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borrowing facilities, unrecognised gains or losses on hedging, forecasts of future sales

on contracts, sensitivity of revenues and expenses to possible market changes).

Table 20

Correlations Analysis between GROWTH and VDISCPROP

GROV/TH
VDISCPROP Pearson Correlation -0.115*

Sig. (1{ailed) 0.01I

N 403
* Correlation is significant at the 0.05 level (l-tailed)

H5 adds a moderating variable, company size, to the relationship in H4. H5 predicts that

the smaller the company size, the greater will be the inverse relationship between

investment growth opportunities and the extent of voluntary disclosure of proprietary

information relevant to financial instruments. Thus, to test for H5, a pafüal correlation

analysis is carried out to explore the relationship between GROWTH and VDISCPROP

while controlling SIZE (Table 2l). When SIZE is controlled, there is a higher

correlation coefhcient for the relationship between GROWTH and VDISCPROP,

indicating thal size of growth firms is significant in influencing management's decision

to voluntarily dis clo se proprietary information.

Table2l

Correlations Analysis between GROWTH and VDISCPROP while Controlling for
SIZE

Control Variables GROWTH
SIZE VDISCPROP Correlation -0.221**

Significance ( I -tailed) 000

df 400

** Correlation is signifìcant at the 0.01 level (l-tailed).

In order to further test the effect of size of growth firms on the voluntary disclosure of

proprietary information, sample companies are divided into big growth firms and small

growth firms. Analysis of log market capitalisation of the sample firms indicates a

median of $5.728 million. Thus, companies with log market capitalisation greater or

equal to $5.728 million are categorized as big growth firms, while companies with a log

market capitalisation of less than $5.728 million are categorized as small growth firms.
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Table 22 present the results of the bi-variate correlation analysis between VDISCPROP

and GROWTH for small and big growth firms. The results indicate that when SIZE is

divided into small and big growth frrms, there is a significant inverse relationship

between VDISCPROP and GROWTH for small growth firms. Thus, H5 is fully

accepted. Smaller growth companies are more reluctant to voluntarily disclose

proprietary information for fear that the disclosure of such information will reduce the

value of their investment growth opportunities since they will have less capacity than

large companies to protect their markets from other entrants.

Table22

Correlations Analysis between VDISCPROP and GROWTH for Small and Big Firms

** Correlation is at the 0.01 tevel (1-tailed).

Another proprietary cost-based effect on voluntary corporate disclosure decisions is the

ability of a firm to cushion itself from competitors' actions through the adoption of

hedging strategies. To test H6 which predicts that the higher the level of a company's

corporate hedging, the higher will be its voluntary disclosure of proprietary information

relevant to financial instruments, a bi-variate correlation analysis between HEDGE and

VDISCPROP is undertaken for the pre and post-regulation years. However, for the pre-

regulation years, the data for HEDGE is limited to companies that voluntarily disclose

the notional values of their derivatives hedging. Companies that used derivatives to

hedge in the pre-regulation years, but did not disclose the notional values, are omitted

from the analysis.

Table 23 presents the results of the correlation analysis for the pre-regulation period

while Table 24 presents the results for the post-regulation period. The results indicate

that for both the pre- and post-regulation periods there is no significant correlation

between corporate hedging strategies as measured by the level of corporate hedging and

the voluntary disclosure of proprietary information related to financial instruments. This

is consistent with the findings by Aggarwal & Simkins (2004) who did not find

Small Finns Big Finns

GROV/TH

VDISCPROP Pearson Correlation -0.275** -0.066

Sig. (1-tailed) .000 0.176

N 201 202
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evidence of a relationship between derivative usage and the voluntary disclosure of

derivatives information.

Table23

Correlations Analysis between HEDGE and the VDISCPROP for the Pre-Regulation
Period

HEDGE

VDISCPROP Pearson Correlation 0.029

Sig. (1-tailed) 0.382

N 106

Table24

Correlations Analysis between HEDGE and the VDISCPROP for the Post-Regulation
Period

HEDGE

VDISCPROP Pearson Correlation 0.096

Sig. (l{ailed) 0.105

N t7l

A further analysis is carried out to investigate this relationship for the post-regulation

period since in the post-regulation period companies that hedge are required to disclose

the notional values of their derivatives hedging. Sample firms in the post-regulation

periods are segregated into hrms that hedge and firms that do not hedge. An

independent sample t-test is then used to compare the overall mean score for

VDISCPROP for the two groups. Table 25 presents the overall mean score for

VDISCPROP for the two groups and the results of the t-test. Table 26 presents the mean

score of VDISCPROP for the two groups and the results of the t-test by industry.

Table25

H Strate of Means for the Post- Years

N
Overall

MeanVDISCPROP t
Sig

(2-tailed)Corporate Hedging Strategies

39

t7t

42.74

43.49 0.t20 0.905

Firms that do not hedge

Firms that hedge
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Table26

Corporate Hedging Strategies: Comparison of Means for the Post-Regulation Years by

** Significant at the 0.01 level
* Significant at the 0.05 level

The overall mean score (Table 25) shows that there is no significant difference in the

means for VDISCPROP for firms that hedge and for hrms that do not hedge, indicating

that hedging does not have an influence on management's decision to voluntarily

disclose related proprietary information relating to financial instruments. However,

analysis by industry group indicates that there is a significant difference in the means

for Materials, Energy and Consumer Staples indicating that for these industries hedging

has a significant influence on management's disclosure decisions. While Industrials

reveals no relationship between the level of VDISCPROP for firms that do and do not

hedge, an explanation could be that for this industry, firms that do hedge have not

considered this practice to be a sufficient component of their risk management to affect

their voluntary disclosure decisions.

Thus, even though the overall results given in Table 25 indicate that the level of a

company's corporate hedging has no influence on the voluntary disclosure of

proprietary information relevant to financial instruments, analysis by industry groups in

Table 26 suggests that for most industries corporate hedging strategies do influence

management's voluntary disclosure decisions. Thus, the results of the univariate

analysis are mixed as to whether H6 is to be accepted or rejected. This hypothesis is

further tested in the multivariate analysis section of this chapter.

Firms that do not
Hedge

Firms that Hedge
t

sig
(1{ailed)

Means VDISCPROP

Industry

63.08

42.6s

34.74

32.70

r.'757

6.033

t.254

1.115

0.045*

0.000*+

0.214

0.046*

39.40

21.40

27.74

22.45

Energy

Materials

Industrials

Consumer Staples

778



Chapter 5: Data Analysis and Discussion

5.5.1.3 Effects of Political Costs - Tests of H7, H8 and H9a

H7 predicts that the higher the probability that a company is in financial distress, the

greater will be its voluntary disclosure of information relevant to financial instruments.

To test this relationship, the sample firms are divided into firms having a higher

probability of being financially distressed (having more than 50% probability of failure

i.e. having a negative Z-score) and firms having a lower probability of being financially

distressed (having less than 50% probability of failure, positive Z-score). A bi-variate

correlation analysis between DISTRESS and VDISC is performed for the two groups.

Results indicate that there is no signif,rcant correlation between DISTRESS and VDISC

for both groups (companies with negative Z-score, Pearson correlation of 0.125;

companies with positive Z-score, Pearson correlation of 0.019). An independent sample

t-test is then performed to compare the mean score of VDISC for the two groups in the

pre- and post- regulation period. Table 27 presents the results of the t-test.

Table2T
Probability of Financial Distress: Comparison of Means for the Pre- and Post-

Regulation Period

Firms with
negative Z-score

Firms with positive
Z-score t

sig
(l-tailed)

Means VDISC

Pre period

Post period

(N:38) 3s.37

(N:42) 48.34

(N: lse) 28.50

(N:158) 40.08

-1.540

-t.415

0.0625

0.0795

The overall mean score shows that there is no significant difference in the means of

VDISC for firms having a higher probability of being classified as distressed to those

firms having a lower probability of being classified as distressed in both the pre- and

post-regulation period. However, a p-value of 0.0625 in the pre-period and 0.0795 in the

post-period suggest that there is weak evidence that there is a difference between the

two groups in the amount of voluntary disclosure of information being made. However,

H7 is rejected. Evidence of higher VDISC as a means of mitigating the political costs

arising from demands and actions of creditors and other stakeholders when there is

heightened likelihood of financial distress is not sufficiently strong in this univariate

analysis.
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To test for H8 which predicts that the larger the company's size (and by inference its

political exposure), the greater will be its voluntary disclosure of information relevant to

financial instruments, the size of the sample companies is divided into big and small,

and a bi-variate correlation analysis between SIZE and VDISC is performed for the two

groups. An independent sample t-test is then performed to compare the mean score of

VDISC for the two groups in the pre- and post-regulation period. Table 28 presents the

results of the correlation analysis while Table 29 presents the results of the t-test.

Table 28

Correlations Analysis between VDISC and Size of Firms

Small Finns Bis Finns

SIZE

VDISC Pearson Correlation -0.0s 0.511**
Sig. (l{ailed) 0.241 0.000

N 202 202

** Correlation is significant at the 0.01 level (l{ailed).

Bi-variate correlation analysis between VDISC and SIZE confirm that there is a

significant positive correlation between big hrms and the amount of voluntary

disclosure of information relating to financial instruments.

Size of Firms:
Table29

of Means for the Pre- and Post- Period

** Significant at the 0.01 level (2{ailed).

Results of the t-test indicate that there is a significant difference in the means of VDISC

for big and small firms in both the pre- and post-period. Therefore, H8 is accepted.

H9a predicts that the increased level of unfavourable print media coverage about

corporate use of financial instruments following the collapse of Barings Bank will cause

a greater degree of companies' voluntary disclosure of information relevant to financial

instruments. The argument is that media agenda-setting can create a heightened political

Big FirmsSmall Firms t
Sig

(2{ailed)

Means VDISC

0.000**

0.000**

(N:100) 38.65

(N:102) s2.48

-5.5 83

-4.859

Pre period

Post period

(N:r01) 20.52

(N:101) 30.82
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sensitivity amongst stakeholders generally, which is counteracted by firms providing

greater voluntary disclosure about their relevant policies and practices for financial

instruments. Since there was extensive media attention relating to the use of financial

instruments in 1995 and 1996 due to the incident in 1995, a bi-variate correlation

analysis between VDISC and MEDIA is performed for the pre-regulation period. Table

30 presents the results of the correlation analysis. There is a significant correlation

between the voluntary disclosure of information relating to financial instruments and the

number of media articles appearing in Australian newspapers in the pre-regulation

period. However, the relationship is significantly negative, which is not in the predicted

direction. A possible explanation for this unexpected result is the presence of a

confounding variable. Such a confounding variable would be the fact that during the

pre-regulation period of 1995-1997 there was much debate and detailed releases of

professional accounting documents on financial instruments i.e., ED 65 in 1995 and

AASB 1033 pre-effective release in 1996. That is, anticipation of regulation increased

between 1995-1997, whereas media attention about scandals decreased in the same 3-

year period. This effect of the anticipated mandatory disclosure requirements on the

relationship between VDISC and MEDIA will be tested during the multivariate analysis

(Heb).

Table 30

Correlations Analysis between VDISC and MEDIA in the Pre-Regulation Period

MEDIA
VDISC Pearson Correlation -0.121 *

Sig. (1-tailed) 0.04

N 210

* Correlation is signifrcant at the 0.05 level (l-tailed)

Figure 7 presents the graphical relationship between VDISC, MDISC and MEDIA from

1995-2000. An inverse relationship between disclosure and media attention is visually

evident by comparing the trends of these two diagrams.
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Figure 7

Graph of the Relationship between VDISC, MDISC and MEDIA from 1995-2000
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5.5.2 Multivariate Tests

5.5.2.1 Choice of Multivariate Model

In order to allow for the simultaneous testing of the independent variables, hypotheses

relating to the effects of proprietary and political costs on the extent of voluntary

disclosure of proprietary information relevant to financial instruments for the period

before and after the introduction of the mandatory disclosure requirements are tested

using multiple regression analysis. Multiple regression analysis enables the direction

and extent of the relationships between the dependent and various independent variables

to be determined. It enables a determination of each independent variable's relative

importance in the explanation of the dependent variable.

Since the data in this study is extracted for 70 companies across 6 years resulting in a

total of 420 observations, the data set contains both cross-sectional and a time series

dimension. Furthermore, since the observation for the 6-year period is carried out on the

same 70 companies, the data set is therefore a panel data set. Among the advantages of

using panel data as suggested by Hsiao (1985; 1986), Klevmarken (1989) and Solon

(19S9) is the ability to control for individual heterogeneneity. Panel data are also better

able to study the dynamics of adjustments and the effects of policy changes. For

example in this study, in measuring voluntary corporate disclosure, cross-sectional data

can estimate what proportion of the population voluntarily discloses information at a

point in time. However, repeated cross-sections can show how this proportion changes

over time. With panel data an estimate can be made of what proportion of those who

voluntarily disclose in one period continue to disclose in another period due to the

introduction of mandatory disclosure requirements. Thus, panel data arc better able to

identify and measure effects that are not detectable in pure cross-section or pure time-

series data.

Panel data suggest that individuals, firms, states or countries are heterogenous. Thus,

time series and cross-section studies that do not control for this heterogeneity run the

risk of obtaining biased results. For example in this study, the voluntary disclosure of

information relating to financial instruments is modelled as a function of mandatory

disclosure, proprietary costs, and political costs. These variables vary with companies

and time. In addition to these variables, there are other unobserved or omitted variables

that may be correlated or uncorrelated with the observed independent variables that may
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affect the voluntary disclosure of information relating to financial instruments. These

unobserved variables might take two forms. They may differ between cases but are

constant over time (time-invariant or cross-sectional effects) or they may vary over time

but are constant between cases (time-variant or period effects). Some of these

unobserved variables may be difficult to measure or diffrcult to obtain, thus not all of

these variables can be included in the analysis of panel data'

In this study, in addition to the observed independent variables, it is expected that there

are also other unobserved or omitted variables that affect the companies' heterogeneity,

that are correlated with the observed independent variables, and may thus affect the

dependent variable. For example, the different risk aversion levels of management may

be correlated with companies' hedging strategies and affect management's voluntary

disclosure decisions. The entrance of rivals, the extent of intellectual capital, or the

extent of management expertise, for example, are unobserved elements of company

heterogeneity which may be correlated with company's investment growth

opportunities and size of company. They may affect management's voluntary disclosure

of information relating to financial instruments. Thus, the omission of these variables

from the model will lead to biases in the resulting estimates unless panel data analysis is

used to control for these unobserved effects.

In circumstances where there is neither signif,rcant cross-sectional nor significant time

period effects, panel data canbe pooled and an ordinary least squares regression can be

used. In such cases the panel model has constant coefficients (both for intercept and

slope) and is called the pooled regression model. Although cross sectional and period

effects are mostly present in panel data, there may be situations when neither of these

effects is statistically signihcant. In such situations it is possible to use the ordinary least

squares regression. Thus, even though it is possible to use the ordinary least squares

multiple regtession techniques on panel data, the results generated from such regression

analysis may not be optimal, as the results may be potentially biased if there are omitted

variables that are not controlled for, and are correlated with the independent variables

and, in turn, affect the dependent variable. The estimates of coeffrcients derived from

such regression analysis may be subject to omitted variable bias or heterogeneity bias.

This is because the ordinary least squares multiple regression techniques do not control

for potential heterogeneity and endogeneity biases in panel data.
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In this study, in order to control for potential heterogeneity and endogeneity biases due

to the presence of omitted variables that affect the voluntary disclosure of information

relating to financial instruments, the following econometric model is used in analysing

the panel data. Letting i denote the cross-sectional unit and 1 time period, the

econometric model is specified as follows:

.(4)Yrt : 0o + Þr X;tr f þzX¡a+ Þ: Xi,¡ + ....+ ptXitf a1 * ei.

where Yit is the dependent variable for company ¡ at time t; 9o is a constant; p1

X¡¡.,þzXi¿, Þ¡ X¡,¡, ... ÞrXi t are the observed independent variables for company

i at time t; the variable ai captures all unobserved, time-invanant factors that

affect Y¡1 and the error eit is the idiosyncratic error or time-varying error because

it represents unobserved factors that change over time and affect Y¡.

Two commonly used panel models for controlling the unobserved effects are the fixed

effects model or the random effects model. According to Wooldridge (1999) the fixed

effects model is suitable in analysing panel data when the unobserved effect is

correlated with the independent variables, while the random effects model is more

attractive when the unobserved effect is uncorrelated with all the explanatory variables.

By using panel models it is possible to control for the cross sectional and period effects,

even without observing them, by observing the changes in the dependent variable over

time. The fixed effects model controls the cross-sectional effects ai by effectively

removing these effects from the regression model. The model uses the changes in the

variables over time to estimate the effects of the independent variables on the dependent

variable. However, the major disadvantage of the fixed effect model is that it also

removes all time-invariant variables such as industry, sex, and race from the regression.

Therefore, the coefficients of these time-invariant variables cannot be estimated during

the regression analysis.

The random effects model, on the other hand, assumes that the unobserved effects are

uncorrelated with each of the independent variables. The random effects model specifies

thaL a firm's intercept consists of the population's mean intercept and some random

disturbance term. The result is that the regression disturbance term consists of two

components: one associated with the cross-sectional unit, and the other the typical
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ordinary least square disturbance teffn. Its effect is to treat each firm as if it were an

observation from a larger population (Griffiths et al.,1993).

5.5.2.2 Regression Application to Panel Data in this Study

In this study, the significant time variant variables that affect all companies and changes

between time period, which is the change in accounting standard relating to financial

instruments disclosure and the effect of negative media attention, are observed

variables. All other unobserved variables that are time variant are assumed to be

statistically insignificant and are not correlated with the independent variables of

interest and will be captured by the idiosyncratic error or time-varying error eit. Thus,

the multiple regression analysis in this study will control for omitted variable bias due

to cross-sectional effects by removing ai from the regression model.

Separate regression analysis is initially undertaken in this study to test for the separate

effects of proprietary and political costs on the voluntary disclosure of information

relating to financial instruments in the period before and after the introduction of the

mandatory disclosure requirements. Then, in order to test the combined influence of

mandatory disclosure requirements, the impact of proprietary and the impact of political

costs on management's voluntary corporate disclosure relating to financial instruments

in a regulated and unregulated environment, a multiple regression analysis combining

the three perspectives will be undertaken.

Since the study is investigating the effects of proprietary and political costs on voluntary

disclosure of financial instruments-related information in the context of both the

regulated and unregulated environment, a dummy variable is used to separate the 6-year

period into pre- and post-regulation years. As the mandatory disclosure requirements for

financial instruments became effective in 1998, the 3 years prior to 1998 (i.e. the years

1995, 1996 and 1997) are chosen as the base period. Thus, the variable yl9982000 in

the regression equation is a dummy variable equal to 1 if the observations are for the

years 1998, 1999 and 2000, andzero ifthey are for the years 1995,1996 and 1997. This

will allow the intercept to differ across the pre- and post-period to take into

consideration that the population may have different distributions in the different time

periods. The period dummy variable is also interacted with the independent variables to

enable the identification of whether the effects of the independent variables on the
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dependent variable have changed from the unregulated to the regulated environment. By

using multiplicative (time) dummies, the slope term of the independent variables will

vary over time allowing determination of whether the effects of the independent

variables have changed over time.

Taking these factors into consideration, the model underlying the regression analysis for

the effects of proprietary and political costs in a regulated and unregulated environment

in this study is specified in the following equations:

Effects of Proprietary Costs

VDISCPROPiT: P0 + ô0y19982000 +Pl MDISC¡¡ + õ1yl9982000.MDISCII+ ÞzHEDGEit

+ &2yI9982000.HEDGEit + 0¡ GROWTHiI+

õ3y19982000.GROWTH¡1* P4 (GROWTH X SIZE) ¡' +

õayl9982000. (GROWTH X SIZE) it+ PsOWNER¡¡ *

ðs19982000.OWNERir + PoINDUSTi + ôo19982000.INDUST¡ +

âi f ort .(s)

where:

VDISCPROPiT is the proprietariness weighted voluntary disclosure index

relating to financial instruments of firms from 1995 to 2000

p6 is the intercept for the base period (pre-regulation period)

9o + ôo is the intercept for the post-regulation period

MDISCiI is the mandatory disclosure index relating to mandatory

disclosure of information for sample firms from 1995 to 2000. Therefore,

the mandatory disclosure index relating to the proposed mandatory

disclosure of information in the pre-period is B1, and the mandatory

disclosure index relating to mandatory disclosure of information in the

post-period is B1 + õr. Thus, ô1 measures how the voluntary disclosure of

proprietary information relating to financial instruments has changed from
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the pre-regulation years to the post-regulation years due to the effect of

mandatory disclosure items.

HEDGEiIis the level of firms' hedging from 1995 to 2000; B2measures the

level of hrms' hedging in the pre-period while þz*õzmeasufes the level of

firms' hedging in the post period; ôz measures how the voluntary

disclosure of proprietary information relating to financial instruments has

changed from the pre- to the post-regulation period as a result of firms'

hedging strategies.

GROWTH¡1 is the ftrms' investment growth opportunities from 1995 to

2000; F¡ measures the effect of firms' investment growth opportunities in

the pre-period; 0¡ * ô¡ measures the effect of firms' investment growth

opportunities in the post period; ô3 measures how the voluntary disclosure

of proprietary information relating to financial instruments has changed

from the pre- to the post-regulation period for f,rrms with investment

growth opportunities.

(GROWTH X SIZE) ¡t rrteâsuros the moderating effect of size of firms on

investment growth opportunities from 1995 to 2000; Þ+ measures the

moderating effect of size of firms on investment growth opportunities in

the pre-regulation period; p+ + ô+ measures the moderating effect of size of

firms on investment growth opportunities in the post-regulation period; ô+

measures how the voluntary disclosure of proprietary information relating

to hnancial instruments has changed from the pre- to the post-regulation

period, taking into consideration the effect of size of growth firms.

OWNERiI is the percentage of shares held by the top 20 shareholders of the

firms from 1995 to 20001' p5 measures the percentage of shares held by the

top 20 shareholders of the firms in the pre-regulation period; Þs + ôs

measures the percentage of shares held by the top 20 shareholders of the

firms in the post-regulation period; ô5 measures how the voluntary

disclosure of proprietary information relating to financial instruments has
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changed from the pre- to the post-regulation period due to ownership

structure.

INDUSTi is the industry of the sample firms in 1995 to 2000 (dummy

variable). There is no ¡ subscript for INDUST as the variable industry is

time invariant, i.e. companies belong to the same industry during the

period of study. Þo measures the effect of industry in the pre-period; Þo + ôe

measures the effect of industry in the post-periodl ô6 measures how the

voluntary disclosure of proprietary information relating to financial

instruments has changed from the pre- to the post-regulation period for

different industries.

â¡ reprosonts the unobserved time-invariant effect and

e¡1is the idiosyncratic error or time-varying error

Effects of Political Costs

VDISCit : Þo + ô6y19982000 + Bt MDISC ¡, + ô1yl9982000. MDISC ¡t+ þz SIZEit

+ õzyl9982000.SIZE i + F¡ DISTRESS ¡ +ô3y19982000.DISTRESS it

+ P4 MEDIAT + Fs (MEDI& X MDISC it) + B6OWNER¡, +

ð619982000.OWN8Rir + PTINDUSTi + ô719982000.INDUSTi +ai + eit..(6)

where

VDISCit is the voluntary disclosure index relating to financial instruments of firms

from 1995 to 2000

Þ0, Þo + ô¡ and MDISCiI have been previously defined.

SIZE¡I is the size of firms from 1995 to 2000. Therefore, the effect of size of the

firms in the pre-period is þ2anð the effect of size of the firms in the post-period is

Þz + &2. Thus, õ2 measures how the voluntary disclosure of information relating to

hnancial instruments has changed from the pre-regulation years to the post-

regulation years due to the effect of size of companies.
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DISTRESS¡ is the probability of the firms facing financial distress from 1995 to

2000; p: measures the probability of firms facing financial distress in the pre-

period, while Þs * õ: measures the probability of firms facing financial distress in

the post period; ô3 measures how the voluntary disclosure of information relating

to financial instruments has changed from the pre- to the post-regulation period as

a result of firms' probability of facing hnancial distress.

MEDIAT is the negative media attention relating to financial instruments from

1995 to 2000; There is no ¡ subscript for MEDIA as the negative media attention

relating to the use of financial instruments varies over time but is constant

amongst companies as the nerù/spaper articles relate to negative media articles in

general and not those specific to any particular company; P4 measures the effect of

negative media attention relating to financial instruments in the pre-period.

(MEDIAt X MDISC¡I) measures the moderating effect of mandatory disclosure

items on negative media attention from 1995 to 2000; ps measures the moderating

effect of the proposed mandatory disclosure items on negative media attention in

the pre-regulation period.

OWNER¡, INDUST¡, a¡ and e¡ have been defined previously

For the variables MEDI& and (MEDIAT X MDISCiI) the investigation is only for the

base period since hypotheses H9a and H9b are testing the effects of negative media

attention and the confounding effects of anticipated regulation on the relationship

between voluntary disclosure and negative media attention in the pre-regulation period

where there was extensive negative media coverage on financial instruments disclosure

due to the collapse of Barings Bank in 1995.

5.5.2.3 Multicollinearity Tests

Before undertaking the multiple regression analysis, a test for the presence of

multicollinearity amongst the independent variables is performed. 'When there are

several independent variables in a regression equation, a test for the presence of

multicollinearity needs to be applied. High multicollinearity amongst the variables can
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have the effect of substantially distorting the results or making them unstable. Table 31

contains the correlation matrix of the independent variables for testing the effects of

proprietary costs while Table 32 contains the correlation matrix of the independent

variables for testing the effects of political costs. An examination of Table 31 and Table

32 indicates that multicollinearity is present. However, the bi-variate correlations

amongst the independent variables are less than 0.7, except for the correlation between

GROWTH and (GROWTH X SIZE) in Table 31 which has a correlation of 0.944.

Tabachnick & Fidell (2001) suggest that careful consideration should be given before

including two variables in the same analysis when their correlation is 0.7 or more.

GROWTH and (GROWTH X SIZE) are highly correlated because in testing the

moderating effect of firms' size on investment growth opportunities, (GROWTH X

SIZE) is computed by taking SIZE multiplied by GROWTH.

Table 31

Correlation Matrix of the Independent Variables (Effects of Proprietary Costs) - 1

** Correlation is significant at the 0.01 level (2-tailed).
* Correlation is significant at the 0.05 level (2-tailed).

MDISC HEDGE GROWTH
GROWTH X

SIZE OWNER INDUST
MDISC

HEDGE

GROV/TH

GROV/TH X SIZE

OV/NER

INDUST

Pearson
Correlation
Sig. (2tai1ed)

N

Pearson
Cotrelation
Sig. (2{ailed)

N

Pearson
Correlation
Sig. (2-tailed)

N

Pearson
Correlation
Sig. (2-tailed)

N

Pearson
Correlation
Sig. (2tailed)

N

Pearson
Correlation
Sig. (2{ailed)

N

1

420

.336**

.000

277

-.054

.279

403

-.038

.446

403

-.063

. 195

419

-.055

.25',7

420

I

277

.007

.914

265

.004

.944

265

.259'0"

.000

277

-.192010,

.001

277

I

403

.944**

.000

403

.111*

.026

402

-.060

.230

403

403

146"*

.003

402

-.081

. 103

403

I

4t9

-.233"*

.000

419

I

420
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MDISC

SIZE

DISTRESS

MEDIA

OWNER

INDUST

Pearson Correlation

Sig. (2{ailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

I

420

.2gg**

.000

404

-.022

.6s5

397

-.3 65 **

.000

420

-.063

.19s

419

-.055

.257

420

1

404

.034

.498

397

-.049

.329

404

-. I 87**

.000

403

.111*

.025

404

397

-.037

.467

397

-.010

.83 8

396

-.085

.091

397

I

420

.036

.464

4t9
.000

1.000

420

I

4r9

-.233**

.000

4t9

I

420
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Table32
Correlation Matrix of the Independent Variables (Effects of Political Costs)

** Correlation is significant at the 0.01 level (2{ailed).
* Correlation is significant at the 0.05 level (2-tailed).

A collinearity diagnostic test is subsequently performed on all the independent variables

as an additional test for the presence of multicollinearity, which may not be evident in

the correlation matrix. The results are presented in Tables 33 and 34, as tests for the

presence of multicollinearity amongst the independent variables in the proprietary-costs

model and political-costs model respectively.

Table 33

Collinearity Diagnostic Test
Variables for the Effects of Costs -1lnoepenoer

Independent variables
Collinearity Statistics

Tolerance VIF
MDISC 0.847 l.l 81

HEDGE 0.796 r.2s6

GROV/TH 0.100 9.976

GROWTH X SIZE 0.100 10.034

OWNER 0.820 t.220

INDUST 0.826 t.2lt
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Table 34

Collinearity Diagnostic Test
t Variables for the Effects of Political CostsIndepender

Independent variables
Collinearity Statistics

Tolerance VIF
MDISC 0.781 1.280

SIZE 0.872 t.t47

DISTRESS 0.985 1.015

MEDIA 0.857 t.167

OWNER 0.890 1.123

INDUST 0.903 1.108

Two statistics are given in Table 33 and Table 34: Tolerance and VIF. Tolerance is an

indicator of how much of the variability of the specified independent variable is not

explained by the other independent variables, and is calculated using the formula 1-R2

for each variable. A small value (normally less than 0.10) will indicate that the multiple

correlations between the other variables is high, thus indicating the presence of high

multicollinearity. The VIF (Variation inflation factor) is the inverse of the Tolerance

value. High VIF values (normally above 10) suggest high multicollinearity. Thus, the

collinearity diagnostic tests confirm the presence of high multicollineanty between the

variable GROWTH (Tolerance 0.100; VIF 9.976) and (GROWTH X SIZE) (Tolerance

0.100; VIF 10.034). Therefore, in order to avoid substantially distorting the results of

the multiple regression analysis or making them unstable, the variable (GROWTH X

SIZE) is excluded from the multiple regression analysis. Furthermore, the moderating

effect of size on investment growth opportunities (H5) has been tested and confirmed in

the univariate test.

Table 35 and Table 36 indicate the correlation matrix and the results of the collinearity

diagnostic test for the independent variables to test for the effects of proprietary costs

without the variable (GROWTH X SIZE). The results indicate that there is no longer the

presence of high multicollinearity amongst the independent variables.
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Table 35

Variables of Costs aCorrelation Matrix of the

** Correlation is significant at the 0.01 level (2-tailed).
* Correlation is significant at the 0.05 level (2-tailed).

Costs
.|

5.5.2.4 Choice of Fixed Effects Estimator and Inclusion of Statistical Adjustments

In this study, since the unobserved cross-sectional effects variables are correlated with

the independent variables of interest, the appropriate model to analyse the panel data in

order to avoid omitted variable bias is the fixed effect model. To confirm this choice,

the Hausman (1978) test was performed. This test is a test of Ho: that random effects

will be consistent and efficient, versus Hr: that random effects will be inconsistent. In

this test, a comparison was made between the random effects estimator and the fixed

effects estimator. The test generates a chi-square statistic with degrees of freedom equal

to the number of coefficients estimated by both models. If there is systematic difference

between the two estimators, the chi-square test statistic will be greater than its critical

Table 36

Collinearity Diagnostic Test
t Variables for the Effects oflndepender

Independent variables

Collinearity Statistìcs

Tolerance VIF
MDISC 0.8s6 1.168

HEDGE 0.796 1.256

GROWTH 0.928 1.078

OWNER 0.824 t.213

INDUST 0.826 1.210

HEDGE GROWTH O'WNER INDUSTMDISC

1

420

420

336**

.000

277

-.054

.279

403

-.063

.195

419

-.055

.257

420

277

.007

.914

265

.259**

.000

277

-.192**

.001

277

403

I 11*

.026

402

-.060

.230

403

I

4t9
-.233**

.000

419

I

MDISC

HEDGE

GROWTH

OWNER

INDUST

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N
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value, indicating that the assumption of exogeneity between the unobserved variables

and all of the independent variables cannot be accepted. To implement the Hausman

(1978) test, a comparison was made of the estimates from using the random effects

model to those from using the fixed effects. Table 37 presents the results of the

Hausman test for the multiple regression models relating to proprietary costs and

political costs, respectively. For the multiple regressions on the effects of proprietary

costs, the Hausman (1978) test generates a chi-square statistic of 24.686273 with 11

degrees of freedom and a p-value of 0.0101 (2-talled). Since the p-value is significant at

the 5%o confidence interval, the null hypothesis is rejected, thus the fixed effects model

is used in the multiple regression analysis for the effects of proprietary costs, as this is

the more efficient estimator. For the Hausman (1978) test on the multiple regression

model relating to political costs, the chi-square statistic is 44.017480 with 13 degrees of

freedom and a p-value of 0.0000 (2-tailed). Similarly, since the p-value is significant at

the lo/o confidence level, the null hypothesis is rejected; therefore, the fixed effects

estimator is more efficient and will also be used for the analysis.

Table3T

Results of Hausman (1978) Test for the Multiple Regression Model on the Effects of
Proprietary and Political Costs

Correlated Random Effects - Hausman Test
Effects of Proprietary Costs

Equation: VDISCPROP

Test cross-section random effects

Chi-Sq. Statistic Chi-Sq. d.f. ProbTest Summary

Cross-section random 24.686273 0.010111

Correlated Random Effects - Hausman Test
Effects of Political Costs

Equation:VDISC
Test cross-section random effects

Test Summary Chi-Sq. Statistic Chi-Sq. d.f. Prob.

Cross-section
random 44.0t7480 13 0.0000
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To control for the unobserved cross-section effects in the regression analyses, a cross-

section fixed effects estimator is used.

Standard elrors in regression models assume that errors are homoskedastic with the

same variance across time and cases. For panel data this may be a restrictive assumption

especially where the cross-sectional units are of varying sizes, and as a result may

exhibit different variation suggesting the presence of heteroskedasticity (Baltagi, 1995).

In order to test for the presence of heteroskedasticity in the panel data, the Lagrange

Multiplier (LM) heteroskedasticity test was conducted. The LM heteroskedasticity test

was undertaken for the four multiple regressions that will be presented in the results in

this chapter. The p-values from these LM tests were each found to be significant,

confirming the presence of heteroskedasticity in the regression analyses. The presence

of heteroskedasticity however does not cause bias or inconsistency in the fixed effects

estimator, but it is no longer efficient. The problem of efhciency arises because

resulting standard errors and test statistics generated from the regression analyses are

not valid due to heteroskedasticity. Two approaches are normally used to remedy for

heteroskedasticity. If the nature of the heteroskedasticity is known, then the

heteroskedasticity can be corrected using the weighted least squares estimators, or

altematively, if the heteroskedasticity is of an unknown form, robust standard errors are

normally computed to correct for heteroskedasticity (Wooldridge, 1999).In this study,

heteroskedasticity-robust standard errors are computed to correct for the presence of

heteroskedasticity, as according to Wooldridge (1999), this is the more convenient way

to remedy for heteroskedasticity regardless of the kind of heteroskedasticity present.

Thus, to correct the standard errors in the regression analyses, heteroskedasticity-robust

standard effors are computed so that the t and F-statistics remain valid. The standard

errors in the regression analyses in this study are corrected using the White cross-

section estimator of variance.

5.5.2.5 The Proprietary Costs Results - Tests of Hl, H2,H4 and H6

H3, which is already tested in the univariate tests, will not be tested in the multiple

regression analysis since the hypothesis is testing the voluntary disclosure of

information associated with mandatory disclosure items in the pre-regulation period and

the comprehensiveness of the mandatory disclosure in the post-regulation period. The

dependent variable is therefore not similar to the test of H 1 , H2, H4 and H6.
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Table 38 presents the first results of the multiple regression analysis for the effects of

proprietary costs on the voluntary disclosure of proprietary information relating to

financial instruments in the period before and after the introduction of the mandatory

disclosure requirements. The sample size for this regression analysis is for 58

companies or 265 firm year observations. This smaller sample size is mainly due to the

missing data for the measurement of hedging strategies, since for the pre-regulation

period the disclosure of the notional values of derivatives holdings is not required. Thus,

hedging strategies can only be measured for companies that voluntarily disclose the

notional values of their derivatives holdings. The missingdata for the measurement of

hedging precludes some firms from the analysis.

As the four multiple regression outputs to be presented in this chapter are computer-

generated outputs, (Table 38, Table 39, Table 4l and Table 43),the p-values for the

multiple regression results are automatically generated for two-tailed tests. Since

predictions were made regarding the directions of the effects of the independent

variables on the dependent variable in the hlpotheses generated in Chapter 3, the p-

values for the two-tailed tests are converted to a one-tailed tests for variables MDISC,

MDISCy19982000, HEDGE, HEDGEy19982000, GROWTH, GROWTHy19982000,

DISTRESS, DISTRESSy19982000, SIZE, SIZEy19982000, MEDIA and (MEDIA X

MDISC). If the variables have the predicted sign, the adjusted p-value for one-tailed

tests is one-half of the reported p-value. If the variables are not in the predicted

direction, the adjusted p-value for one-tailed tests is 1- % the p-value.

Furthermore, as the fixed effects model removes all time-invariant variables from the

regression analysis, the effect for the control variable, industry, can only be estimated

by interacting the variable with the time dummy variable yl9982000.

INDUSTEy19982000 measures the change in the voluntary disclosure of proprietary

inforrnation relating to hnancial instruments for companies in the Energy Industry;

INDUSTMy19982000 measures the change in the voluntary disclosure of proprietary

information relating to financial instruments for companies in the Materials Industry;

INDUSTIy19982000 measures the change in the voluntary disclosure of proprietary

information relating to financial instruments for companies in the Industrials Industry;

and INDUSTCSy19982000 measures the change in the voluntary disclosure of

proprietary information relating to financial instruments for companies in the Consumer
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Staples Industry. Only the changes in voluntary disclosure of proprietary information

from the pre- to the post- regulation period for the four different industries can be

investigated. The effect of industry for the base period cannot be estimated during the

regression analysis. Even though there are four industries, only the effects of three

industries can be included in the regression analysis at a time as industry is a dummy

variable. This is to avoid a singular matrix.

Results of the first multiple regression analysis on the effects of proprietary costs (Table

38) indicate that the F-statistic for the model is 14.20401 and the p-value is significant

and with an adjusted R-squared of 0.712781 the overall model has strong explanatory

power. The Durbin-Watson statistic of 1.638524 indicates that there is no strong

evidence of first-order serial correlation since as a rule of thumb, with 50 or more

observations and only a few independent variables, a Durbin-Watson statistic of below

1.5 provides an indication of positive first order serial correlations (see Johnston &

DiNardo, 1997).
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Table 38

Fixed Effects Model: Proprietary Costs Results (1)

Dependent Variable : VDIS CPROP

Method: Panel Least Squares

Sample: 1995 2000

Cross-sections included: 58

Total panel (unbalanced) observations: 265

Vy'hite cross-section standard errors & covariance (d.f. corrected)

Variable Coefficient Std. Error
Prob

t-Statistic (2-tailed) (l{ailed)

C

MDISC

MDISCyl9982000
HEDGE

HEDGEy19982000

GROWTH

GROWTHy19982000

OWNER
OWNERyl9982000

INDUSTEyl9982000
INDUSTMy19982000
INDUSTIyl9982000

43.83427

0.027772

0.141604

I .363 15 I
-t.802776

-r.166790

lt.7t634
-0. l 89858

-0.132604

32.38964

2.465271

6.110217

8.8582s9

0.031746

0.066269

L097918
1.386683

3.386511

3.27 5741

0. I 12850

0.1077'72

14.04015

8.032594

7.tt2156

4.948407

0.874820

2.221337

l.2415ll
-1.300064

-0.344s40

3.393527

-1.682399

-1.230472

2.306929

0.306908

0.951922

0.0000

0.3821

0.0271

0.2159

0.195 I
0.7308

0.0008

0.0941

0.2200

0.0221

0.'7592

0.3423

0.1914

0.0136

0.1080

0.902s

0.3654

0.9996

Effects Specification

Cross-section fixed (dummy variables)

R-squared

Adjusted R-squared

S.E. ofregression

Sum squared resid

Log likelihood
Durbin-Watson stat

0.831307

0.712781

15.6t238
47774.32

-1064.292

t.638524

Mean dependent var

S.D. dependent var

Akaike info criterion

Schwarz criterion
F-statistic

Prob (F-statistic)

40.08347

32.7s266

8.553145

9.485226

14.20401

0.000000

Because of the inclusion of the HEDGE variable, which has a large block of missing

data, the results in Table 38 are based on a highly reduced number of panel

observations. The results to be presented in Table 39 will be based on a much more

complete set of 69 sample companies or 402 panel observations because it excludes the

HEDGE variable. Hence, Table 39 will provide sounder tests of hypotheses H2 andH4

than Table 38. The importance of Table 38 is to provide a multivariate test of H6

concerning the relationship between VDISCPROP and HEDGE'
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HEDGE is hypothesized to have a positive influence on VDISCPROP. The result in

Table 38 reveals that HEDGE has the expected sign in the base period, but it is not a

significant relationship. That is, in the pre-regulation period, the extent of voluntary

disclosure of proprietary information associated with financial instruments is found to

be unaffected by the proprietary cost protecting influence of the use of hedging for risk

control (HEDGE).

The results in Table 38 provide a different picture when the changes between pre and

post-regulation periods are considered. The y19982000 time dummy variable, which is

interacted with the independent variables, is to measure the effect of the changes of the

dependent variable from the unregulated to the regulated environment. The results show

that change in the extent of voluntary disclosure from the pre- to the post-period is

negatively affected by the use of hedging (HEDGEy19982000). However, this change

in the dependent variable from the pre- to the post-regulation period due to hedging

level (HEDGEyl9982000 1-tailed p-value is 0.9025) is not in the predicted direction

and not significant. Therefore, HEDGE is not significant for the pre-regulation period,

the effect of the change from the pre- to the post-regulation period is not in the predicted

direction and not significant. Therefore, the effect of HEDGE in the post-regulation

period is also not significant.

These results provide the test for H6. In the pre-regulation period, when hedging level

increases by 1 unit, there is an insignificant increase of 1.36 lines of voluntary

disclosure of proprietary information relating to financial instruments. The result is

consistent with the findings made by Aggarwal & Simkins (2004) who suggest that in

the absence of mandatory disclosure requirements, firms with higher levels of currency

derivatives usage did not voluntarily provide increased disclosure of derivative

activities. With the introduction of the AASB 1033 in 1998, an increase of 1 unit of

hedging results in an insignificant decrease of 1.8 lines of voluntary disclosure of

proprietary information relating to financial instruments. The change in voluntary

disclosure of proprietary information from the pre- to the post-period due to hedging

level is not in the predicted direction and is not significant. Therefore, hedging level is

found to be unrelated to management's decision to voluntarily disclose proprietary

information relating to financial instruments in any regulatory environment. Hó is thus

rejected. The argument is not supported that firms would disclose more proprietary
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information to signal their underlying quality in a situation where they may be able to

better absorb proprietary costs due to greater use of hedging for management of their

risks exposure. In fact, the inference is that avoidance ofcurrency and interest rate risk

(through hedging) is not related to avoidance of competitor risk (through less disclosure

of proprietary information).

In order to increase the sample size of companies to be included in the regression

analysis, a second regression analysis is performed without the variable HEDGE,

INDUSTMy19982000 and INDUSTIy19982000, as these variables have no significant

effect on the voluntary disclosure of proprietary information. Separate regression

analysis undertaken indicates that INDUSTCSy19982000 is also not significant. Table

39 presents the result of the second regression analysis while Table 40 presents the

result of the first Wald test for the variable OWNER. OWNER, which is treated as a

control variable, is found to be not significant in the base period but the change from the

pre- to the post-regulation period is significant (p-value 0.0059, 2-talled tests, Table 39).

A \üald coefficient restrictions test is performed to determine whether the regression

coefficient for the variable O'WNER, as generated from the regression analysis in Table

39, is significant for the post-period. This test can determine whether the coefficients

generated for the base period and y19982000 for the variable OWNER have any effect

on the dependent variable for the post-regulation period. The Wald statistic measures

how close the unrestricted estimates come to satisfying the restrictions under the null

hypothesis. Thus, the null hypothesis is that the set of coefficients has no effect on the

dependent variable. The null hypothesis for the variable OWNER is Ho: Ps + õs: 0

vorsus a double-sided altemative hypothesis (i.e. Þs + ôs is not equal to 0).

Results of the first Wald test for OWNER (Table 40) indicate that OWNER is

significant at 5o/o confidence level (2-tailed test) for the post-period. Consequently,

OWNER cannot be dropped from the regression analysis in Table 39, otherwise it

would be a confounding variable in the post-regulation period.

In Table 39, sample size for this regression analysis has increased to 69 compantes or

402 firrn year observations. The F-statistic for the model is 15.66634 and the p-value is

significant. The adjusted R-squared for this model is 0.732840 suggesting that the
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overall model has strong explanatory power. The Durbin-Watson statistic of 1.482580

suggests that there is mild evidence of fìrst-order serial correlation in the regression

analysis. Similarly, with heteoskedasticity, the presence of first-order serial correlation

does not cause bias or inconsistency in the fixed effects estimator.

Results of the regression analysis from Table 39 indicate that for the independent

variable MDISC, which is involved in testing for Hl andH2, an increase of I line of

disclosure relating to the proposed mandatory disclosure items results in an increase of

0.049 line of voluntary disclosure of proprietary information in the pre-regulation

period. The increase in voluntary disclosure due to the impending mandatory disclosure

requirements in this regression analysis is significant at the 1% confidence level (1-

tailed test, p-value 0.0013). H2 is thus accepted.

By comparison, the introduction of AASB 1033 in 1998 brought about a subsequent

increase of 0.112 lines of voluntary disclosure of proprietary information for every

increase of 1 line of mandatory disclosure items (MDISCy19982000). The increase in

voluntary disclosure of proprietary information relating to financial instruments due to

the introduction of AASB 1033 is significant at the 1% confidence level (1-tailed test,

p-value 0.0006). Therefore, an increase in the mandatory disclosure of non-proprietary

information relevant to financial instruments increases the voluntary disclosure of

related proprietary information. Since the increase is significant, H1 is fully accepted. In

the post-regulation period an increase of 1 line of mandatory disclosure items results in

a significant increase of (0.049 + 0.112) 0.161 lines of voluntary disclosure of

proprietary information relating to financial instruments.

In the pre-regulation period, management is not required to disclose information

relating to the use of financial instruments. Therefore, such information is normally kept

'off-balance sheet' by management, as it would be proprietary in nature. Management

would fear that the disclosure of proprietary information might result in loss of profits

to the company as a result of strategic actions taken by competitors. Results of this

study indicate that firms, however, do voluntarily disclose proprietary information

relating to financial instruments even in the pre-regulation period. The results are in line

with signalling theory, which predicts that managers of certain types of firms will

voluntarily disclose more information than proprietary costs would warrant in order to
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signal their type or quality as the disclosure of such information will favourably

influence investors' decisions.

The issuance of AASB 1033 in 1998 imposed mandatory disclosure requirements on

financial instruments, making the information relating to the mandatory disclosure items

non-proprietary for all reporting entities. Therefore, in the post-regulation period,

management possesses both proprietary and non-proprietary information relating to

financial instruments. In such circumstances, the results of this study indicate that

management is now willing to voluntarily disclose more proprietary information

relating to financial instruments than in the pre-regulation period. The results confirm

Dye's (1986) assertion that in cases where managers are endowed with both proprietary

and non-proprietary information, mandatory and voluntary disclosures may complement

each other and an increase in mandatory disclosure of non-proprietary information will

increase the voluntary disclosure of related proprietary information. As suggested by

Dye (1986) in such circumstances the increase in the mandatory disclosure of non-

proprietary information would reduce the bene{its of withholding correlated proprietary

information. With the introduction of the AASB 1033 certain accounting information

relating to the use of f,rnancial instruments is made readily available to users of

accounting information. When such information is made available, users of accounting

information are able to infer other proprietary information relating to financial

instruments from the mandatory information. Thus, management may perceive that it is

to the best interest of the company to voluntarily disclose such information. For

example, in the post-regulation period, an item of mandatory disclosure became the

discussion of the extent and nature of financial derivatives used, and accounting policies

adopted, for these disclosures. The findings revealed that, in parallel to these items of

mandatory disclosures, there was an increase in the voluntary disclosure of discussions

of risk management strategies relating to financial instruments (Table 11). Another

example is that when the mandatory item of disclosure of net fair value of financial

assets and financial liabilities was introduced, the voluntary disclosure of key

information on aspects of recognition and measurement of financial assets and liabilities

emerged (Table 11). The empirical findings in this study conltrm Dye's (1986) model.

This finding is also consistent with Taylor and Redpath (2000).
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It is further revealed in Table 39 that the proprietary costs surrogate variable GROWTH,

has the predicted sign and is significant in the pre-regulation period. Thus, with

increased sample size, the effect of GROWTH in the pre-regulation period is significant

at the 5olo confidence interval (p-value for GROWTH 1 tailed-test, 0.0415). Therefore,

companies with higher investment growth opportunities voluntarily disclose less

proprietary information in the pre-regulation period. This indicates that in the pre-

regulation period, firms with investment growth opportunities are reluctant to disclose

proprietary information relating to financial instruments for fear that such disclosure

will be acted upon by competitors and in turn erode their opportunities for growth. In

this situation firms are more inclined not to reveal their proprietary information than to

signal their higher quality type. For example, higher growth firms would be less

inclined to voluntarily disclose their objectives for holding or issuing derivatives in the

pre-regulation period (Table 15). Thus, H4 is accepted for the pre-regulation period.

However, the variable GROWTH did not have the predicted sign with the introduction

of the mandatory disclosure requirements. The adjusted p-value for l-tailed test is

therefore 0.9900 0 -y, p) making the change not significant. This result suggests that

management's ability or incentive to protect the firm's proprietary information in order

to safeguard growth opportunities was reduced in the post-regulation period when all

firms were now required to disclose information that had previously been of a

proprietary nature.
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Table 39

Fixed Effects Model: Proprietary Costs Results (2)

Dependent Variable: VDIS CPROP

Method: Panel Least Squares

Sample: 1995 2000

Cross-sections included: 69

Total panel (unbalanced) observations: 402

White cross-section standard errors & covariance (d.f. corrected)

Variable Coefhcient Std. Error
Prob.

t-Sratistic (2-railed) (l{ailed)

C

MDISC

MDISCyl9982000
GROWTH

GRO'WTHy19982000

OWNER
OV/NERy19982000

INDUSTEy19982000

32.6583s

0.048973

0.111670

-4.656190

6. l 8 1064

-0.061411

-0.t0t452
18.35021

8.9s4781

0.016090

0.033958

2.676660

2.644439

0.106132

0.036588

4.599306

3.641027

3.043702

3.288446

-t.739552
2.331382

-0.578628

-2.1',|2856

3.989119

0.0003

0.0025

0.0011

0.0829

0.0200

0.5632

0.0059

0.0001

0.0013

0.0006

0.0415

0.9900

Effects Specification

Cross-section fixed (dummy variables)

R-squared

Adjusted R-squared

S.E. of regression

Sum squared resid

Log likelihood
Durbin-Watson stat

0.782808

0.732840

15.63481

19689.79

-1633.592

1.482580

Mean dependent var

S.D. dependent var

Akaike info criterion
Schwarz criterion
F-statistic

Prob(F-statistic)

3 5.04530

30.24873

8.505431

9.260919

15.66634

0.000000

Table 40

Results of Wald Coefficient Restrictions Test (1)

Wald Test:

Test of coefftcients OWNER +O'WNERyI9982000 : 0

Test Statistic Value df Probability

F-statistic
Chi-square

4.754113
4.1547t3

(1,326)
1

0.0299
0.0292

Null Hypothesis Summary:

Normalized Restriction (: 0) Value Std. Err

c(6) + c(7)

Restrictions are linear in coefhcients.
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5.5.2.6 The Political Costs Results - Tests of H7, H8, H9a and H9b

Table 41 presents the result of the multiple regression analysis for the effects of political

costs on the voluntary disclosure of information relating to financial instruments in the

period before and after the introduction of the mandatory disclosure requirements. The

sample size for this regression analysis is for 69 sample firms or 396 firm year

observations. Missing data for the measurement of market capitalization precludes

some observations from the analysis. Initial regression results indicate that the effect for

INDUSTMy19982000, INDUSTIy19982000 and INDUSTCSy1982000 are not

significant and are thus omitted from the final regression results.

Table 41

Fixed Effects Model: Political Costs Results

Dependent Variable: VDISC

Method: Panel Least Squares

Sample: 1995 2000

Cross-sections included: 69

Total panel (unbalanced) observations: 396

Vy'hite cross-section standard errors & covariance (d.f. corrected)

Variable Coeff,rcient Std. Error
Prob.

t-Statistic (2{ailed) (1{ailed)

C

MDISC
MDISCy19982000

DISTRESS

DISTRESSyl9982000

SIZE
SIZEyl9982000

MEDIA
(MEDIA X MDISC)

O\ryNER

OWNERy19982000

INDUSTEyl9982000

9.964935

0.067895

0.015532

-0.000205

-0.012033

4.t47454
0.619369

0.026834

-0.00242s

-0.102778

-0.108522

i 8.67548

13.66317

0.024656

0.012367

0.00157s

0.004897

l.304110
0.545397

0.010536

0.000261

0.10253 8

0.04'757s

3.687710

0.729296

2.153739

6.107810

-0.13021 8

-2.457091

3.180294

1.13563 I
2.546836

-9.092168

-1.002345

-2.281064

5.064249

0.4664

0.0062

0.0000

0.896s

0.0145

0.0016

0.2570

0.0113

0.0000

0.3169

0.0232

0.0000

0.0031

0.0000

0.55 18

0.9928

0.0008

0.1285

0.0057

0.0000

Effects Specihcation

Cross-section fixed (dummy variables)

R-squared

Adjusted R-squared

S.E. of regression

Sum squared resid

Log likelihood
Durbin-Watson stat

0.83ss71

0.794463

t3.4t982
s6908.94

-r545.523

L406100

Mean dependent var

S.D. dependent var

Akaike info criterion

Schwarz criterion
F-statistic

Prob(F-statistic)

34.12402

29.60072

8.209711

9.074037

20.32658

0.000000
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Results in Table 4I of the multiple regression analysis on the effects of political costs

indicate that the F-statistic for the model is 20.32658 and the p-value is significant and

with an adjusted R-squared of 0.194463 the overall model has strong explanatory

power. The Durbin-'Watson statistic of 1.406700 suggests the presence of mild first-

order serial correlation in the regression results.

The results indicate that all the independent variables have the expected signs except for

the variable DISTRESS. Therefore, the adjusted p-values for 1-tailed test for

DISTRESS is l- % p. Thus, DISTRESS is not significant in the pre-regulation period

and the change due to regulation is also not significant (p-values, l-tailed, 0.5518 and

0.9928 respectively). MDISC, MDISCy19982000, SIZE, SIZEy19982000 and MEDIA

are positively related to the voluntary disclosure of information relating to financial

instruments while (MEDIA X MDISC) is negatively related. MDISC and

MDISCy19982000 are both signif,rcant at the 1% confidence level (1-tailed test, p-value

0.0031 and 0.0000 respectively). Therefore, MDISC is also significant in the post-

regulation period. SIZE is significant in the base period and results of the second Wald

test (Table 42) indicale that the p-value is significant for SIZE. Thus, SIZE is significant

in the post-regulation period. However, the increase in voluntary disclosure due to size

of company from the pre- to the post-regulation period is not significant. O\ryNER is not

significant in the base period but results of the second Wald test (Table 42) indicate that

the p-value is significant. Therefore, OWNER cannot be dropped from the regtession

analysis in Table 41 otherwise it would be confounding variable in the post-regulation

period.

Table 42

Results of Wald Coeffìcient Restrictions Test (2)

Wald Test: Test of coefficients
SIZE+ SIZEyl9982000:0

Test Statistic Value df Probability

F-statistic
Chi-square

20.904',72
2090472

(1,316)
I

0.0000
0.0000

Null Hypothesis Summary:

Normalized Restriction (: 0) Value Std. Err

c(6) + c(7) 4.766823

Restrictions are linear in coefficients
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Table 42 (continued)

Results of Wald Coeffrcient Restrictions Test (2)

Wald Test: Test of coefficients OWNER +

OWNERy19982000 : 0

Test Statistic Value df Probability

F-statistic

Chi-square

9.57 rs26

9.57 rs26

(1,316)

1

0.0022

0.0020

Null Hypothesis Summary:

Normalized Restriction (: 0) Value Std. Err

c(10) + c(l1) -0.211301 0.068298

Restrictions are linear in coefficients.

Results of the regression analysis from Table 41 indicate that MDISC is significant for

the pre- and post-period. An increase in the mandatory disclosure items results in an

increase in the voluntary disclosure of information relating to financial instruments,

both in the pre- and post-regulation period. Thus, the introduction of AASB 1033 results

in an increase in the voluntary disclosure of information relating to financial

instruments. This finding for the political cost model reinforces the results of a positive

relationship between mandatory and voluntary disclosure under the proprietary cost

model (Table 38). It supports signalling theory's argument and evidence that the

perceptions of potential investors regarding the quality of a company will be managed

through greater voluntary disclosures when the market for information is active (Carter

et al., 1998; Datar et al., l99l).In this study, the market for signals of quality obtained

from financial instruments information is found to be active in terms of showing that

mandatory and voluntary disclosures complement each other.

The variable DISTRESS is concerned with the test for H7. Results of the regression

analysis are not consistent with the hlpothesis. The variable DISTRESS did not have

the predicted sign. Companies that have a higher probability of being in financial

distress are expected to voluntarily disclose more information so as to appeal to the

bondholders in order to give bondholders more confidence and to avoid the exercise of
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bond covenants. As such, these companies are expected to voluntarily disclose more

information in order to inform the bondholders of their hnancial situations. This

phenomenon was not evident in the analysis. Therefore, H7 is rejected. Perhaps one of

the contributing factors to a failure to find that firms in distress will have an incentive to

disclose more details relating to their financial instruments is that such firms, by virtue

of their poor financial condition, did not have hedging instruments in place for them to

disclose. Alternatively, as suggested by Dichev & Skinner (2002), debt covenant

violations are not associated with financial distress and private lenders use debt

covenant violations only as a screening device without imposing serious consequences

on the borrowing firms. Thus, companies that are in distress do not have the incentives

to voluntarily disclose more information, as they know that lenders would waive their

debt covenant violations or reset the debt covenants.

The variable SIZE is to test for H8. Both in the regulated and unregulated environment

larger companies are hypothesized to voluntarily disclose more information relating to

financial instruments than smaller companies. With the introduction of AASB 1033

there is an increase in voluntary disclosure of information for larger firms. While the

increase in disclosure from the pre-regulation to the post-regulation period is not

significant, the Wald test (Table 42) reveals that SIZE is significantly related to VDISC

in the post-regulation period. The findings confirm the political costs hypothesis . Larger

companies are willing to disclose more information than smaller companies to avoid

incurring political costs. Since larger companies are subjected to more intense

monitoring than smaller companies, larger companies are willing to voluntarily disclose

more information than smaller companies, both in the regulated and unregulated

environment. The findings from this study suggest that the condition of the regulatory

environment does not alter the voluntary disclosure decisions of management of large

companies from a political cost perspective. As large companies are politically visible,

management of large companies are adopting the strategy of voluntarily disclosing

corporate information regardless of the regulated or unregulated environment. The

findings also confirm legitimacy theory, especially strategic legitimacy. As larger

companies have greater need to manage their corporate image and to act within societal

expectation, management of such companies are adopting the strategy of disclosing

more information in pursuit of their goals. Thus, H8 is accepted. It is concluded that the

results for SIZE in Tables 4l and 42 reinforce the wide body of evidence in the
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literature that voluntary disclosure is used by larger firms to manage their potential

political costs and perceived legitimacy in society.

MEDIA and (MEDIA X MDISC) are concemed with the tests for H9a and H9b. The

initial univariate test of H9a indicated that there was a possibility that the anticipation of

mandatory disclosure requirements had a moderating effect on the relationship between

VDISC and MEDIA in the pre-regulation period. During this period, while media

attention is hypothesised to positively affect the extent of voluntary disclosure, it was

also a period when the introduction of mandatory disclosure became increasingly

anticipated. Thus, to analyse the effect of MEDIA on VDISC in the anticipated

regulation period, the interaction between MEDIA and MDISC is further analysed.

Schoonhoven (1981) explains that the tests for the existence of non-monotonic versus

monotonic interaction effects can be performed by examining the partial derivative of

the regression equation. The pafüal derivative of the regression equation for the effects

of the political costs inducing variable, MEDIA, is examined as follows:

õvDISCit/ðMEDIÀ: B4 MEDIAI + Bs (MEDI& X MDISCiI) .... (1)

The existence of non-monotonic effects provides information on where in the range of

the moderating variable, (MEDIAT X MDISC¡1), a change in the direction of slope occurs

for the moderating variable. If the value of ôVDISC¡I /ðMEDIA¡ is always positive or

always negative over the entire observed range of the moderating variable, then the

relationship between VDISC and MEDIA will be considered monotonic. If the value of

ôVDISCiI/ôMEDIAt, is otherwise, then the relationship will be considered non-

monotonic. Equation (7) becomes zero when (MEDIAt X MDISC1I) has a particular

value, which is defined as the inflection point of the slope (the value of MEDIAT X

MDISCiI at the turning point of the slope). Mathematically, equation (7) is where

(MEDIÀ X MDISCi¡), the modifying variable, is equal to the ratio of the coefficients of

the additive and interaction term (ie - Þ/Þr). This is the point on the range of the

modifying variable at which MEDIA, the variable that is modihed, has no effect on the

dependent variable. That is to say, it is the point of inflection of the partial relation

õVDISCiI/ðMEDIAt. If the value for the moderating variable obtained from the

inflection point ratio falls within the observed range of the moderating variable in the
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sample, this is the point at which the effect of MEDIA on VDISC will change signs

(Schoonhoven 1981).

The partial derivative of equation (7) canbe calculated as follows:

õVDISCiI/ôMEDI&: Þ¿ MEDIAI + Bs (MEDI& X MDISCiI)

:0.026834 + (-0.002425) (From Table 41)

:0.024409 (Intercept)

The inflection point: - Þ¿l Þt

: - 0.0268341-0.002425

: I 1.07

The partial derivative equation can be plotted to show the effect of the modified variable

on the dependent variable over the range of the modifying variable. Figure 8 depicts the

graphical presentation of the pafüal derivative equation for the anticipated regulation

period.

Figure 8

Graph of the Partial Derivative Regression Equation for the Interaction Effects of

MDISC and MEDIA

VDISC / MEDIA

0.03

0.02

0 MDISC

-0 03

1234561 8 9 10 ll 12 13 14

'lnflection point: I 1.07

The inflection point of 11.07 is within the observed range for the values of MDISC

suggesting a non-monotonic relationship. Thus, there is a moderating effect of MDISC
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on the relationship between VDISC and MEDIA. Figure 8 shows that when MDISC is

greater than 1 1.07 lines, VDISC is smaller relative to the media attention. 'When

MDISC is less than 11.07 lines, VDISC will be larger relative to the media attention.

This non-monotonic relationship suggests that MEDIA has a positive effect on VDISC

when MDISC is low and a negative effect on VDISC when MDISC is high in the

anticipated regulation period.

Results of the regression analysis from Table 41 indicate that when there is high general

media attention concerning the misuse of financial instruments (MEDIA), then there is

an increase in the voluntary disclosure of information relating to financial instruments

in the pre-regulation period. Thus, H9a is accepted. The results support the media

agenda setting theory. In the pre-regulation period when there was extensive negative

media attention relating to financial instruments due to the collapse of Barings Bank,

companies voluntarily disclosed more information relating to financial instruments.

This evidence suggests that negative media attention relating to the use of financial

instruments is perceived by management as having an effect on the legitimacy of the

firms, resulting in a legitimacy gap. Management therefore adopt the strategy of

voluntarily disclosing more information on their use of financial instruments even

though during this period there were no regulatory requirements. Such media attention

arising from the Barings Bank incident influenced management's disclosure decisions.

The results confirm the findings of Deegan et al. (2000).

However, the proposed introduction of AASB 1033 has been found to have a

moderating effect on the relationship between voluntary disclosure and negative media

attention. When the anticipation of mandatory disclosure items is at an earlier stage, the

impact of MEDIA on voluntary disclosure items is high. As the anticipation of

mandatory disclosure progressively grows (i.e., MDISC becomes stronger during the

pre-regulation period), then the relative impact of MEDIA on voluntary disclosure

becomes less. This moderating effect is reflected in the regression analysis by

interacting the variable MEDIA with MDISC (MEDIA X MDISC). The moderating

effect is significant. As the effect of MDISC increases from 1995 to 1997 the effect of

MEDIA on VDISC decreases during this period. Thus, H9b is fully accepted.
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In this study, the effects of time lag relating to financial instruments disclosure in annual

reports following the high adverse media attention relating to the collapse of Barings

Bank in 1995 and 1996 is not investigated, as the analysis is performed for the full pre-

regulation period rather than on a yearly basis. The findings indicate that there is a

media agenda-setting influence that is sustained throughout the three-year pre-

regulation period. The heightened media attention relating to the collapse of Barings

Bank drove political sensitivity over the pre-regulation period, resulting in an increase

in voluntary disclosure during this period. The influence of the media however declined

with the impending introduction of the mandatory disclosure requirements.

Furthermore, even though the Barings Bank collapse case is associated with the

Banking and Finance industry, this study finds that the effects of the negative media

attention triggered voluntary disclosures in companies from various industries.

5.5.2.7 The Combined Results

The theories invoked in this study have centred on the trade-off between proprietary and

political costs in management's decision to voluntarily disclose information related to

financial instruments. To minimize the proprietary costs, minimal disclosure of

proprietary information is needed, but to minimize political costs, maximum disclosure

of information is needed. In addition, a change in the mandatory disclosure

requirements influences management' s voluntary disclosure decisions.

In order to test for the relative influences of mandatory disclosure requirements, the

impact of proprietary costs, and the impact of political costs on management's voluntary

corporate disclosure relating to financial instruments in a regulated and unregulated

environment, a multiple regression analysis combining the three perspectives is

undertaken. Table 43 presents the results of the combined model. The dependent

variable in this regression analysis is VDISC, thus the regression analysis is measuring

the effect on the voluntary disclosure of information relating to financial instruments.

VDISC is used rather than VDISCPROP because VDISC is entirely relevant to a test of

political cost and mandatory disclosure relationships, respectively, even though it has

less relevance to the test of propietary cost relationships.

Results of the combined model in Table 43 indicate that the F-statistic for the model is

20.16723 and the p-value is significant, and with an adjusted R-squared of 0.802521 the

213



Chapter 5: Data Analysis and Discussion

overall model has strong explanatory power. The Durbin-Watson statistic of 1.515151

indicates that there is no strong evidence of first-order serial correlation in the

regression results.

As in the previous analysis, determination of whether the coefficients generated from

the regression analysis are signifìcant for the post-period is undertaken with the third

Wald coefficient restrictions test performed on the independent variables SIZE and

OWNER with their interactions for y19982000. SIZE has the predicted sign and is

significant in the base period but the change from the pre- to the post-regulation period

is not significant. As for OWNER, only the change is significant. For MDISC, the

coefficients for the pre-regulation period and the change are akeady significant;

therefore, together they must be significant for the post-regulation period. The Wald test

is not performed for the GROWTH and DISTRESS variables because

GROWTHy19982000 is not in the predicted direction and therefore not significant;

likewise, DISTRESS is not significant in the base period and the change is not in the

predicted direction and therefore not significant. Table 44 presents the results of the

third V/ald coeffrcient restrictions tests carried out. Results indicate that for variables

SIZE and OWNER their p-values are significant. Therefore, for SIZE and OWNER, the

coefficients are jointly statistically significant for the post-regulation period.
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Table 43

Fixed Effects Model: Combined Results

Dependent Variable: VDISC

Method: Panel Least Squares

Sample: 1995 2000

Cross-sections included: 69

Total panel (unbalanced) observations: 395

White cross-section standard errors & covariance (d'f. conected)

Variable Coefficient Std. Error
Prob.

t-Statistic (2tailed) (1{ailed)

C

MDISC
MDISCy19982000

GROWTH
GROWTHy19982000

DISTRESS

DISTRESSyl9982000

SIZE

SIZEy19982000

MEDIA
(MEDIA X MDISC)

O\ryNER

OWNERy19982000

INDUSTEyl9982000

8.520198

0.043220

0.090263

-6.143267

s.496783

0.000189

-0.012322

5.042320

0.695261

0.024700

-0.002506

-0.123132

-0.1277 5t
t6.57963

14.56s26

0.018827

0.013985

1.588941

1.83046s

0.001756

0.004135

1.306465

0.543433

0.008963

0.000341

0.112513

0.05757',l

3.649626

0584967

2.295588

6.454376

-3.866264

3.002943

0. I 07488

-2.979957

3.859513

t.219388
2.755826

-7.353283

-l.093800
-2.218803

4.542829

0.5590

0.0224

0.0000

0.0001

0.0029

0.914s

0.0031

0.0001

0.201'7

0.0062

0.0000

0.2749

0.0272

0.0000

0.0112

0.0000

0.0000

0.9986

0.4573

0.9985

0.0000

0.1009

0.0031

0.0000

Effects Specification

Cross-section fi xed (dummy variables)

R-squared

Adjusted R-squared

S.E. of regression

Sum squared resid

Log likelihood
Durbin-Watson stat

0.843119

0.802527

13.16150

54219.44

-1s32.558

1.515151

Mean dependent var

S.D. dependent var

Akaike info criterion

Schwarz criterion

F-statistic

Prob(F-statistic)

34.1 8003

29.6t724
8.174976

9.000972

20.76',723

0.000000
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Table 44

Results of Wald Coefficient Restrictions Test (3)

Wald Test: Test of coefficients
SIZE+SIZEyl9982000-0

Test Statistic Value df Probability

F-statistic

Chi-square

19.3 8359

r9.38359

(1,313)

I
0.0000

0.0000

Null Hypothesis Summary:

Normalized Restriction (: 0) Value Std. Err

c(8) + c(e) s.137581 r.303202

Restrictions are linear in coefficients.

Wald Test: Test of coefficients
OWNER + OWNERy19982000 : 0

Test Statistic Value df Probability

F-statistic

Chi-square

13.13583 (1,313)

13.13583 1

0.0003

0.0003

Null Hypothesis Summary:

Normalized Restriction (: 0) Value Std. Err

c(12) + C(13) -0.250883 0.069222

Restrictions are linear in coefficients

The combined results are consistent with the results of the separate regression analyses.

The anticipation of having to disclose information relating to financial instruments and

the actual disclosure of mandatory items has resulted in companies increasing their

voluntary disclosure of information relating to financial instruments. In the pre-

regulation period certain types of firms are willing to disclose information to signal their

higher quality type. However, firns with more proprietary information (growth firms)

are not willing to disclose more information in the pre-regulation period to signal their
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higher quality type for fear of incurring proprietary costs. In fact, growth companies

voluntarily disclose less information relating to financial instruments in the pre-

regulation period. The influence of size of companies on voluntary disclosure is seen to

be unaffected by regulation. Big companies are willing to disclose more information

both in the pre- and post-regulation period, even though the increase in disclosure from

the pre- to the post-regulation is not significant. Financial distress has no influence on

the voluntary disclosure of information relating to financial instruments. Such

companies are expected to voluntarily disclose more information in order to inform the

bondholders of their financial situations and to avoid bond covenants from becoming

binding. However, this was not evident in the analysis.

High negative media reporting following the collapse of Barings Bank in 1995 and 1996

has had a positive impact in increasing the voluntary disclosure of information relating

to financial instruments in the pre-regulation period. However, the impending

introduction of the mandatory disclosure requirements in 1998 has a moderating effect

on the relative relationship between MEDIA and the voluntary disclosure of information

relating to financial instruments. When MEDIA is high, the voluntary disclosure of

information relating to financial instruments is high. However, as the impact of MDISC

becomes stronger due to the anticipated introduction of AASB 1033 in 1998, the effect

of MEDIA on voluntary disclosure is reduced.

The combined results also indicate that GROWTH, SIZE and INDUSTEy19982000

have higher coefficients compared to the other independent variables. This indicates that

for the effect of proprietary costs, the investment growth opportunities of firms have a

big influence on the voluntary disclosure decisions in the pre-regulation period, while

for the effect of political costs, size of companies is the dominant factor. The change in

the mandatory disclosure requirements and the effect of proprietary and political costs is

also signifìcant for companies in the Energy Industry.

Overall, the general picture that emerges from the comprehensive regression model in

Table 43 is that management does, in fact, weigh up both proprietary and political costs

and make a trade-off decision between them. In deciding the extent of voluntary

disclosure of past, present and future information about major operating contracts,

movements in the company's trading markets and risk management strategies
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associated with financial instruments, management is clearly influenced by the key

suffogate variables for proprietary costs (i.e. GROWTH) and political costs (i.e. SIZE

and MEDIA). The trade-off phenomenon is seen in the fact that the former has a strong

negative influence on disclosure, and that the latter has a strong positive influence.

Integrated with this trade-off decision is the moderating influence on voluntary

disclosure of anticipated and actual change in the regulatory environment for disclosure.

5.6 Preliminary Comparative Analysis with Malaysian Companies' Disclosures

This section presents and discusses the results of a supplementary investigation on the

disclosure of financial instruments in Malaysia. The pu{pose is to gain an insight into

the generalisability of the effects of different regulatory settings on the relationship

between voluntary and mandatory disclosure. As this is a preliminary investigation,

only descriptive statistics and univariate tests on the relationship between mandatory

and voluntary disclosures relating to financial instruments amongst Malaysian

companies is investigated. The impact of proprietary and political costs on voluntary

disclosure decisions and the subsequent testing of the hypotheses using multiple

regression analysis are not undertaken for the Malaysian investigation. Descriptive

statistics and univariate tests relating to the effects of mandatory disclosure on the

voluntary disclosure of financial instruments-related information are presented in this

section (tests of lF-.I, H2 and H3). The results of the descriptive analysis and the

univariate tests are then compared with the Australian results presented earlier in this

chapter. As indicated in Chapter 1, the study is not a comparative study between

Australia and Malaysia as the investigation involves different time periods. The

comparisons made between the results is to provide some initial insights to the influence

of the introduction of an accounting standard on financial instruments disclosure on

voluntary disclosure decisions across a developed capital market such as Australia and

an emerging capital market such as Malaysia. The results of the preliminary

investigations from Malaysia will form the basis for further studies to be conducted in

the future.

For the Malaysian investigation, information contained in the Statement of Corporate

Governance and Statement of Internal Control relating to the voluntary disclosure

categories were not treated as voluntary items from 2001 onwards as these statements
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became mandatory in Malaysia in 2001 with the change in the Malaysian Stock

Exchange listing requirements.

Descriptive statistics relating to the mandatory and voluntary disclosure of financial

instruments-related information are first presented. The section then proceeds with the

testing of the three hypotheses relating to the effects of mandatory disclosure using

univariate tests.

5.6.1 Descriptive Statistics on Mandatory and Voluntary Disclosure Items

Descriptive statistics relating to the mandatory and voluntary disclosure of financial

instruments-related information for Malaysian companies are presented in Table 45 and

Table 46. Only the mandatory and voluntary disclosure index (including the voluntary

disclosure index for the various categories ofvoluntary disclosure) are presented for the

Malaysian data. Table 45 presents the description of the aggregate disclosure of

mandatory and voluntary items relating to financial instruments for 2000-2003. The

Malaysian data is extracted for 2l companies across four years, resulting in a total of 84

firm year observations.

Table 45

Description of Aggregate Disclosure of Mandatory and Voluntary Items Relating to
Financial Instruments for 2000 -2003 S e

Results from Table 45 indicate that the overall mean disclosure for MDISC for the four

years is 63.65 lines of disclosure with a standard deviation of 77.44. For VDISC the

overall mean disclosure for the four years is 37.81 lines of disclosure with a standard

Disclosure Totals

Frequencies Distribution
(Number of lines disclosed)

N
Overall
Mean

srd.
Deviation

MDISC 84 63.6s 7t.44

VDISC 84 37.81 24.89

Voluntary Disclosure Index for Risk Management 84 15.58 t8.34

Voluntary Disclosure Index for Historical Information 84 3.90 5.68

Voluntary Disclosure Index for Key Information 84 9.86 10.82

Voluntary Disclosure Index for Projected Information 84 7.96 1.44

Voluntary Disclosure Index for Management
Discussion and Analysis

84 0.50 1.26
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deviation of 24.89. Comparing these results with the Australian data (Table 8), Australia

has a higher overall mean for MDISC of 87.54 lines but a slightly lower VDISC (35.78

lines). Of the five voluntary disclosure categories investigated, the overall mean for the

Voluntary Disclosure Index for.Risk Management (15.58 lines for Malaysia; 12.64lines

for Australia) and the Voluntary Disclosure Index for Key Information (9.86 lines for

Malaysia; 7.59 for Australia) is higher for Malaysian companies. For the Voluntary

Disclosure Index for Projected Information, Australia has a higher overall mean

compared to Malaysia (1 1.10 Australia; 7 .96 Malaysia). For the other two categories of

voluntary disclosure, Voluntary Disclosure for Historical Information and Voluntary

Disclosure for Management Discussion and Analysis, the results between the two

countries are almost the same (3.90 Malaysia; 3.90 Australia for the Voluntary

Disclosure Index for Historical Information; 0.50 Malaysia; 0.56 Australia for the

Voluntary Disclosure Index for Management Discussion and Analysis).

Table 46

Disclosure Index: Comparison of Means by Industry (Malaysian Sample)

** Significant at the 0.01 level
* Significant at the 0.05 level

Disclosure Index
Industrial
Products

Plantation Consumer
Products F-value Sig

Number of lines of disclosure

MDISC 59.9s 55.07 7 5.93 0.648 0.526

Voluntary Disclosure Index for Risk
Management

8.07 t7.tr 21.57 4.246 0.018*

Voluntary Disclosure Index for
Historical Information

t.73 8.86 t.l2 25.633 0.000**

Voluntary Disclosure Index for Key
Information

11.84 8.61 9.14 0.711 0.494

Voluntary Disclosure Index for
Projected Information

4.25 12.89 6.7 s 12.881 0.000**

Voluntary Disclosure Index for
Management Discussion &Analysis

0.39 0.57 0.54 0.1 55 0.857

VDISC 26.28 48.04 39.12 6.013 0.003**
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Table 46 presents the results of the mean of the mandatory and voluntary index by

industry. A one-way ANOVA is performed to analyse the variance in the mean

disclosure between industries, and an F-ratio calculated. There is no significant

difference in the amount of MDISC between the three industries. However, Consumer

Products has the highest overall mean amongst the three industries with 75.93 lines of

disclosure. There is however, a significant difference in VDISC amongst the three

industries wlth Plantation having the highest overall mean of 48.04 lines of disclosure.

The significant difference in VDISC between the industries is due to the significant

difference in the voluntary disclosure index for the risk management, historical

information and projected information categories. For Australian companies, the

difference in MDISC for the four Australian industries is, however, significant (Table

10). The VDISC for the Australian industries is also signihcant with all categories of

voluntary disclosures being significant except for the category relating to historical

information. This evidence in Table 46 conf,rrms the existence of industry effects on

voluntary disclosure in both a developed economy (Australian sample) and a developing

economy (Malaysian sample). However, the existence of an industry effect on the

comprehensiveness of mandatory disclosure is found to apply in only one country.

Generally, it is concluded that disclosure patterns differ most between Malaysia and

Australia in terms of items of mandatory disclosure. For mandatory disclosure items,

the practice in Malaysia is to provide minimal compliance and this is evident across all

industries. In contrast, there is a gteater comprehensiveness of disclosure relating to

mandatory items in Australia, although the extent of this comprehensiveness is

influenced by the common mandatory disclosure practices of each industry group.

5.6.2 Univariate Tests on the Effects of Mandatory Disclosure - Tests of Hl, H2 and

H3

Tables 47 Io 49 present the results of the univariate tests for Hl, H2 and H3. Table 47

presents the results for Hl, which predicts that an increase in mandatory disclosure of

non-proprietary information relevant to financial instruments increases the voluntary

disclosure of related proprietary information. An independent sample t-test is used to

compare the mean score for the two groups of years.
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Table 47

Mandatory Disclosures and Weighted Voluntary Disclosures: Comparison of Means
between Pre-Regulation and Post-Regulation Years (Malaysian Sample)

Disclosure Index

Number of lines of
disclosure

t
Sig

(2tailed)Pre years
mean

Post years

mean

MDISC 1 1.50 140.34 -t5.'714 0.000**

VDISCPROP 29.21 48.99 -3.945 0.000**

V/eighted Voluntary Disclosure Index for
Risk Management 7.4s 26.87 -5.340 0.000**

Weighted Voluntary Disclosure Index for
Historical Information 2.97 2.94 0.028 0.978

Weighted Voluntary Disclosure Index for
Key Information 6.96 9.07 -1.087 0.280

Weighted Voluntary Disclosure Index for
Projected Information 11.54 9.26 1.034 0.304

V/eighted Voluntary Disclosure Index for
Management Discussion and Analysis 0.30 0.85 -1.855 0.068

**Significant at the 0.01 level

As indicated in Table 4l there is a significant increase in MDISC from the pre to post-

regulation period, and the increase is also followed by a significant increase in the

VDISCPROP. Thus, Hl is fully accepted. However, the increase in VDISCPROP is due

only to a significant increase in disclosure for the Risk Management category. Other

categories ofvoluntary disclosures show no significant increase in disclosure from the

pre- to the post-regulation period. Similar results were obtained for Australian

companies except that in Australia all categories of voluntary disclosures show a

significant increase from the pre- to the post-regulation period, except for the category

relating to Management Discussion and Analysis (Table 15 and Table 16).

Overall, the evidence from both countries is that voluntary disclosure increases when

mandatory disclosure increases. However, the nature of the increase in voluntary

disclosure is quite different. Soft information on discussion of risk management policies

and processes is emphasised in Malaysia, whereas a broad range of soft and hard

222



Chapter 5: Data Analysis and Discussion

information is emphasised in Australia. The inference is that the proprietariness of the

increased voluntary disclosures will be lower in Malaysia.

Table 48

Weighted Voluntary Disclosures: Comparison of Means for Pre-Regulation Years
(Malaysian Sample)

Disclosure Index
Number of lines of disclosure

F-value sig2000 2001 2002 (pre)

Weighted Voluntary Disclosure Index
for Risk Management

4.67 9.63 9.03 0.193 0.459

Weighted Voluntary Disclosure Index
for Historical Information

3.03 2.98 2.',76 0.011 0.989

Weighted Voluntary Disclosure Index
for Key Information

5.85 7.49 8.46 0.408 0.667

Weighted Voluntary Disclosure Index
for Proi ected Information

10.'74 10.45 16.47 0.900 0.4t3

Weighted Voluntary Disclosure Index
for Management Discussion & Analysis

0.00 0.61 0.28 1.375 0.263

VDISCPROP 24.29 3t.16 37.00 r.060 0.355

Table 48 gives the test for H2, which prsdicts that the likelihood of a proposed standard

relating to financial instruments becoming mandatory increases the voluntary disclosure

of proprietary information related to non-mandatory disclosure items.

As MASB 24 became effective in Malaysia for hnancial statements covering periods

beginning on or after 1 January 2002, Malaysian companies with financial year ending

31 December are required to comply with the provisions of MASB 24 as from 1 January

2002. For these companies 2002 is already a post-regulation year. However, for

companies whose financial year end is other than 31 December, these companies are not

required to comply with the requirements of MASB 24 untll 2003. For these companies,

2002 is still a pre-regulation year. To incorporate this into the analysis, the year 2002 is

divided into pre- and post-regulation year. For companies whose financial year end is

31 Decemb er 2002, their data for 2002 is included under 2002 poscregulation, while for

companies whose financial year end is other than 31 December 2002, their data for

2002 is included under 2002 pre-regulation.
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Results from Table 48 indicate that there is no significant increase in VDISCPROP in

the pre-regulation years leading up to the introduction of MASB 24. No categories of

voluntary disclosure show significant increase in disclosure during the pre-regulation

years. Thus, H2 is rejected.

For Australian companies, even though there is no significant increase in VDISCPROP

in the univariate analysis, the Weighted Voluntary Disclosure Index for Risk

Management shows a significant increase in disclosure during the pre-regulation years

leading up to the introduction of AASB 1033 (Table l7).

Figure 9

Graph of the Relationship between VDISCPROP and MDISC from 2000 to 2001

(Malaysian Sample)

Number of
lines

200 m1

Figure 9 presents abar chart to show the mean of VDISCPROP and MDISC from 2000

to 2001 for Malaysian companies. Unlike Australian companies (Figure 6), Malaysian

companies make more voluntary disclosure of proprietary information relating to non-

mandatory disclosure items in the unregulated period than disclosure relating to the

proposed mandatory disclosure items. This provides the explanation for the higher

VDISC for Malaysian companies as compared to Australian companies (Table 45 and

Table 8).
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Table 49

Mandatory Disclosure Items: Comparison of Means for Pre- and Post-Regulation Years
(Malaysian Sample)

Disclosure
Index

Nurrber of lines of disclosure

F

value
sig

Number of lines of
disclosure

F
value Sig

Pre-regulation years Post-regulation veals

2000 2001 2002(pre) 2002(post) 2003

MDISC 9.10 16.29 5.2t 1.007 0.373 t36.34 142.82 0.167 0.686

Table 49 gives the test for H3 that predicts that an increase in both the likelihood of and

actual introduction of, a standard on disclosure of financial instruments will increase the

voluntary disclosure of additional information directly associated with mandatory

disclosure items contained in the standard (i.e., the comprehensiveness of mandatory

disclosure). Results from Table 49 indicale that there is no significant difference in the

extent of disclosure for mandatory items both in the anticipated regulation period and in

the regulated period. Even though there is significant increase in the comprehensiveness

of disclosure of the mandatory items from the pre- to the post-regulation period (Table

47),the anticipation of the introduction of MASB 24 did not result in an increase in this

comprehensiveness in the unregulated period. Similarly, once the standard is

introduced, there is no significant increase in the comprehensiveness of disclosure of the

mandatory items in the subsequent period. Thus, H3 is rejected. For Australian

companies the anticipated introduction of AASB 1033 results in a significant increase in

the comprehensiveness of disclosure of information associated with the mandatory

disclosure items in the unregulated period (Table 18). Similar results as in Malaysia

were obtained for the regulated period (Table 19).

In summary, the relationship between the extent of disclosure of non-mandatory and

mandatory items of information has been compared in pre- and post-regulation periods

across two countries. In terms of total disclosure, Australian companies disclose more

comprehensive information relating to the mandatory disclosure items, while Malaysian

companies voluntarily disclose more information relating to non-mandatory disclosure

items. In particular, Malaysian companies voluntarily disclose more proprietary
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information relating to non-mandatory items in the unregulated period than disclosure

relating to the proposed mandatory disclosure items.

In Malaysia the increase in the voluntary disclosure of proprietary information is mainly

due to the 'sof information item relating to risk management strategies and policies on

financial instruments. In Australia the increase in voluntary disclosure of proprietary

information involves all categories except for the category on management discussion

and analysis. Analysis of the pre-regulation years also indicates that in Malaysia, the

increase in the voluntary disclosure of information relating to risk management

strategies and policies occurs from the year 2001. This is probably due to the change in

the Malaysian Stock Exchange listing requirements, which in 2001 required all listed

companies to include in their annual reports a Statement of Corporate Governance and a

Statement of Internal Control. Thus, when the Statement of Corporate Governance and

the Statement of Internal Control became mandatory in 2001, and with the impending

introduction of MASB 24 in2002, Malaysian companies were voluntarily rnaking more

disclosures in their annual reports relating to their risk management strategies and

policies, knowing that this information had to be made public through other reporting

channels.

For the anticipated and actual mandatory disclosure items relating to MASB 24,

companies in Malaysia did not show an increase in the amount of disclosure relating to

the mandatory disclosure items with the impending introduction of MASB 24. As in

Australia, once the mandatory disclosure requirements were introduced, there is no

significant increase in the comprehensiveness of the mandatory disclosure items for

companies in Malaysia in the subsequent period.

5.7 Summary

This chapter presents the results of the data analysis for this study. The disclosure

content of corporate annual reports, together with published corporate data, are used to

measure the variables whose relationships are analysed. Ratings by a panel of experts

are used to weight the proprietariness of the voluntary disclosure variable.

For the Australian data, descriptive statistics, univariate tests and multivanale tests are

performed to analyse the impact of proprietary and political costs on the voluntary

226



Chapter 5: Data Analysis and Discussion

corporate disclosure of information relating to financial instruments in both a regulated

and uffegulated environment. In order to control for biases due to omitted variables, the

fixed effects regression model for panel data analysis is used in the multiple regression

analysis. Preliminary analysis using univariate tests provides some initial insights into

the relationship between the dependent and independent variables. Results of the

univariate tests are generally consistent with the results of the multiple regtession

analysis. The proposed mandatory requirements relating to financial instruments and the

actual introduction of AASB 1033 result in an increase in the voluntary disclosure of

information relating to financial instruments. The introduction of the mandatory

disclosure requirements has a positive impact on the voluntary disclosure of proprietary

information. Firms with high investment growth opportunities disclose less proprietary

information in the pre-regulation years. The size of the growth firms is also significant

in influencing voluntary disclosure decisions. However, firms' hedging strategies have

no influence on management's voluntary disclosure of proprietary information relating

to financial instruments. For the impact of political costs on the voluntary disclosure of

information relating to financial instruments, company size has a positive effect in

influencing voluntary disclosures. In fact, the influence of company size on voluntary

disclosure is seen to be unaffected by regulation. Holvever, the financial conditions of

firms as measured by the probability of firms facing financial distress have no influence

on voluntary disclosure. The high negative media attention in 1995 and 1996 due to the

collapse of Barings Bank in 1995 has an influence on management's decision to

voluntarily disclose more information relating to financial instruments during the same

period. However, this influence is moderated by the effect of the impending

introduction of AASB 1033.

The results of the combined model indicate that for the effects of proprietary costs,

investment growth opportunities have a significant influence on the voluntary disclosure

of financial instruments-related information in the pre-regulation period. For the effects

of political costs, company size has the highest overall impact on the voluntary

disclosure of information relating to financial instruments. Taken in combination, these

variables provide evidence of a trade-off decision between proprietary costs and

political costs in management's corporate voluntary disclosure decision. For the control

variables, the change in voluntary disclosure from the pre- to the post-regulation period
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is significant for companies in the Energy Industry, and the ownership structure is

statistically significant in the regulated disclosure environment.

Findings from the study also indicate that in Australia there is a significant increase in

the comprehensiveness of disclosure of the proposed mandatory disclosure items during

the pre-regulation period leading up to the introduction of AASB 1033 in 1998.

However, with regulation there is no significant increase in the total comprehensiveness

of disclosure for the mandatory disclosure items except for items relating to discussion

of firms' exposure to interest rate risk.

This chapter also presents the results of a preliminary investigation on Malaysian

companies' disclosures. A preliminary comparative analysis is made between the

Malaysian and Australian results. It indicates that Australian companies have higher

mandatory disclosures relating to financial instruments than Malaysian companies.

However, Malaysian companies have slightly higher voluntary disclosures of related

information. Comparable to Australia, the extent of voluntary disclosure in Malaysia is

found to be greater for 'sof information about strategies and policies relating to risk

management and lesser for specific information about quantifiable measures and trends.

Similarly, information relating to management discussion and analysis of prospective

market changes and their specific financial impacts relating to financial instruments

receives a lower degree of disclosure in Malaysia. The higher voluntary disclosure in

Malaysia relating to risk management strategies and policies is likely to be due to the

change in the Malaysian Stock Exchange listing requirements requiring listed

companies in Malaysia to disclose in their annual reports from 2001 onwards the

Statement of Intemal Control and the Statement of Corporate Governance.

Comparable to Australian companies, an increase in the mandatory disclosure of non-

proprietary information relevant to financial instruments resulted in an increase in the

voluntary disclosure of related proprietary information for Malaysian companies.

However, the likelihood of MASB 24 becoming mandatory did not result in a

significant increase in the voluntary disclosure of related proprietary information in the

period leading up to the introduction of MASB 24. For the anticipated and actual

mandatory disclosure items relating to MASB 24, Malaysian companies did not show

an increase in the comprehensiveness of disclosure relating to the proposed mandatory
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disclosure items in the anticipated disclosure period. As in Australia, once the standard

on financial instruments disclosure is introduced, there is no significant increase in the

comprehensiveness of mandatory disclosures in the subsequent period.

The practical implications of these findings and the limitations of the study are

discussed in the Conclusions chapter.
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Chapter 6

Conclusions, Limitations and Further Research

6.1 Introduction

This chapter presents an overview of the study by providing summaries and conclusions

on the conceptual model and the empirical f,rndings. The chapter then considers the

implications for theory and practice of such findings for corporate financial disclosure

strategies and for regulatory authorities in the evaluation of mandatory disclosure

requirements. Finally, the chapter discusses the limitations and directions for future

res earch for voluntary corporate di sclo sures.

As stated in Chapter l, there are three broad or general aims of this study. The first aim

is to increase the understanding on voluntary corporate disclosure practices by

investigating why firms may provide more information than is mandated with particular

reference to fìnancial instruments disclosure. The second aim is to provide new

empirical evidence on the relationship between mandatory and voluntary disclosure,

which can assist standard-setting boards in their formulation of accounting policies, and

the subsequent refinement of accounting standards, particularly in relation to the

standard on presentation and disclosure of financial instruments. The final aim is to test

the robustness of particular theories that have been applied to voluntary corporate

disclosure, specifically the disclosure principle of information economics, signalling

theory, media agenda-setting theory and legitimacy theory. To achieve these broad aims

there are three specific objectives of this study:

(l) To describe the extent to which voluntary disclosure of information relevant to

financial instruments changes due to imposed mandatory disclosure

requirements

(2) To identifu factors which generate greater or lesser proprietary and political

costs for given corporate disclosures
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(3) To explain the effects of proprietary and political costs on managers' voluntary

disclosure decisions for the period before and after the introduction of

mandatory disclosure requirements.

To achieve these specific objectives the studyhas invoked a set of behavioural theories

to underpin arguments of management's incentives for making voluntary corporate

disclosures. The disclosure content of corporate annual reports, together with published

corporate data, are used to measure the variables in order to analyse their relationships.

In addition, primary data collected through survey instruments are used to provide

ratings to weight the proprietariness of the voluntary disclosure variable. This study is

set principally amongst Australian listed companies. However, a preliminary

investigation of the relationship between mandatory and voluntary disclosure, to

consider the cross-country generalisability of this hypothesis in a different regulatory

setting, is also undertaken for Malaysian listed companies.

As with any empirical research using content analysis of companies' annual reports,

survey data collection method and multiple regression statistical techniques, this study

is subject to a number of limitations. Even though these limitations may restrain the

conclusions that may be drawn from this study, such limitations also provide a

foundation from which fuither research may be generated.

6.2 Summary and Conclusions Regarding the Conceptual Model in this Study

This study examines voluntary corporate disclosure relating to financial instruments in

the periods before and after the introduction of the accounting standard on presentation

and disclosure of financial instruments. The study investigates whether a change in the

regulatory disclosure environment relating to financial instruments affects

management's voluntary disclosure decisions, and the impact of proprietary and

political costs on such disclosure decisions. Theoretical models of voluntary disclosure

suggest that proprietary and political costs have offsetting effects on management's

decision to externally disclose corporate information. The central research question

addressed in this study is: What impact do proprietary and political costs have on

management's incentives to voluntarily disclose information relating to corporations'

financial instruments in a regulated and unregulated environment?
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This study focuses on voluntary corporate disclosure relating to financial instruments

because of the off-balance sheet aspects of assets and liabilities relating to financial

instruments disclosure, especially derivative instruments, which may expose companies

to various forms of financial risks. The introduction of the accounting standard on

presentation and disclosure of fìnancial instruments is expected to increase the entity's

perceived proprietary information costs on financial instruments disclosures, as users of

financial statements are provided with off-balance-sheet information to enhance their

understanding. The standard leaves the determination of the level of detail to be

disclosed about particular financial instruments to the judgment of each particular

entity, taking into account the relative significance of each instrument. This gives

management the discretion of deciding on the extent of disclosure to be made and

provides an opportunity for a study on voluntary disclosure relating to financial

instruments in a regulated and unregulated disclosure environment.

Studies on voluntary financial disclosures have previously tended to focus on the

relationships between the extent or quality of voluntary disclosure in cotporate annual

reports, and several firm characteristics. Although there are studies that have analysed

the extent of voluntary disclosure for derivative instruments, there is a paucity of

empirical evidence regarding the comparative impact of proprietary and political costs

on voluntary corporate disclosures, including financial instruments-related disclosures.

Following a review of the accounting research literature, three branches of theoretical

argument on voluntary disclosure decisions are identified as having an influence on

management's decision to voluntarily disclose information in their external financial

reports. These theoretical lines of argument are that a change in the regulatory

environment affects voluntary disclosure, that the extent of proprietariness of

information will restrict voluntary disclosure, and that the political cost of non-

disclosure will increase voluntary disclosure. In this study, these branches of argument

are integrated to form a conceptual framework for testing their combined effects on the

extent of voluntary disclosure of information relating to ltnancial instruments. These

arguments are drawn from broader underlying theories of the disclosure principle,

signalling theory, proprietary cost principle, legitimacy theory, the media agenda-setting

theory and the political cost hypothesis. The various factors arising from the theories
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contained in the conceptual model are then operationalised for the purpose of

developing and empirically testing hypotheses.

There are basically three main groups of hypotheses tested: hypotheses for testing the

relationship between mandatory and voluntary disclosure, hypotheses for testing the

impact of proprietary costs, and hypotheses for testing the impact of political costs. In

total there are ten hlpotheses tested. Seven independent variables and two control

variables were identified as having an influense on the dependent variable. The

anticipation of a proposed standard on financial instruments disclosure and the existence

of a standard on fìnancial instruments disclosure were used to measure the effects of the

change in the regulatory environment on voluntary disclosure of financial instruments-

related information. The variables, investment growth opportunities and corporate

hedging strategies, were used as proxies to measure the impact of proprietary costs,

while size of company, probability of financial distress, and negative media attention

were used as proxies to measure the impact of political costs. Industry of the company

and the dispersion of ownership structure were included as control variables in the

study.

The dependent variable for this study, the voluntary disclosure of information relating to

financial instruments, was measured in two ways to take into consideration the effects

of the proprietary and the political costs on the voluntary disclosure of financial

instruments-related information. A weighted voluntary disclosure index with ratings on

the proprietariness of the voluntary disclosure items was used to measure the voluntary

disclosure of proprietary information, while an unweighted voluntary disclosure index

was used to measure the effects of political costs on the voluntary disclosure of

information relating to financial instruments. In addition, the effects on the proposed

mandatory disclosure items and the comprehensiveness of the mandatory disclosure

items were measured using a mandatory disclosure index.

Basically the study uses secondary data extracted from companies' annual reports and

corporate databases to capture the amount of mandatory and voluntary disclosure of

information relating to financial instruments and to capture the data for the independent

variables. The study also collects primary data through a survey questionnaire of

securities analysts who act as a panel of experts to rate the perceived inherent level of
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proprietariness embodied in the different voluntary disclosure items relating to financial

instruments. A stratified sampling method was used in which a balance of companies

was randomly chosen across selected industries in Australia and Malaysia. A six-year

period of study was chosen for Australia, spanning from 1 January 1995 to 31

December 2000. The six-year period enables an examination of the trends in the

disclosure practices on financial instruments of public listed companies in Australia

from an unregulated environment to a regulated environment. A final sample of 70

listed companies from four industries over a six-year period resulting in 420 firm-year

observations forms the sample for the Australian study. For the preliminary

investigation on Malaysian listed companies, a four-year study period from 1 January

2000 to 31 December2003 was chosen. A sample of 21 companies from three chosen

sectors resulting in 84 firm-year observations was extracted for the study in Malaysia.

6.3 Summary and Conclusions Regarding the Empirical Findings in this Study

To analyse the Australian data, descriptive statistics, univariate tests and multivariate

tests were performed. Since the data set contains both cross-sectional and a time series

dimension, the data set is a panel data set. To control for biases due to omitted variables,

the fixed effects regression model for panel data analysis was used for the multiple

regression analysis. The Hausman (1978) test confirmed the choice of the fixed effects

regression model. For the Malaysian data, only descriptive statistics and univariate tests

were performed to investigate the relationship between mandatory and voluntary

disclosure.

This study documents that both in Australia and Malaysia an increase in the mandatory

disclosure of non-proprietary information has resulted in an increase in the voluntary

disclosure of related proprietary information. Thus, H1 is accepted. The introduction of

the mandatory disclosure requirements has a positive impact on the voluntary disclosure

of proprietary information. Thus, mandating the disclosure requirements relating to

financial instruments proved to be beneficial to society. However, there were mixed

findings between Australia and Malaysia relating to the disclosure of voluntary

information in the anticipated regulation period. Findings from the Australian sample

indicate that the likelihood of a proposed standard relating to financial instruments

becoming mandatory resulted in an increase in the voluntary disclosure of information

related to non-mandatory disclosure items, especially relating to information involving
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risk management strategies and policies, which is perceived by management to be

directly related to the disclosure of financial instruments. Thus, H2 is accepted.

However, for the Malaysian sample the likelihood of MASB 24 becoming mandatory

did not result in a significant increase in the voluntary disclosure of information related

to non-mandatory disclosure items, resulting in a rejection of H2. Even though

information related to the risk management strategies and policies increased during the

period, the increase is not significant.

For the Australian sample there is also a significant increase in the voluntary disclosure

of the proposed mandatory disclosure items during the pre-regulation period leading up

to the introduction of AASB 1033 in 1998. However, with regulation there is no

significant increase in the total comprehensiveness of disclosure for the mandatory

disclosure items except for items relating to discussion of frrms' exposure to interest

rate risk. Thus, H3 is partially accepted. For the anticipated and actual mandatory

disclosure items relating to MASB 24, Malaysian companies did not show an increase

in the amount of disclosure relating to the proposed mandatory disclosure items in the

anticipated disclosure period. As in Australia, once the standard on financial instrument

disclosure is introduced, there is no significant increase in the comprehensiveness of

mandatory disclosures in the subsequent period. Thus, H3 is rejected for the Malaysian

investigation. An analysis by industry suggests the existence of industry effects on

voluntary disclosure in both a developed economy (Australian sample) and a developing

economy (Malaysian sample). However, the existence of an industry effect on the

comprehensiveness of mandatory disclosure is found to apply only in Australia.

In terms of the specific items of voluntary disclosure, the extent of voluntary disclosure

is found to be greater for general information about strategies and policies relating to

financial instruments, and lesser for specific information about quantifiable historical

trends and key indicators. Likewise, projections or forecasts relating to broader

corporate fìnancial information were found to be a substantially higher category of

voluntary disclosure than management discussion and analysis of prospective market

changes and their specific financial impacts relating to financial instruments. Thus,

general information receives higher voluntary disclosure than specific information.

Furthermore, it was found that there is no significant decrease in any items of voluntary

disclosure over the period of study despite the fact that mandatory items of disclosure
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came into force during this period. The introduction of an accounting standard on

financial instruments disclosure has not diminished the extent of voluntary disclosure of

related information. In addition, the mean mandatory disclosure index for Australian

companies seems to be higher than for Malaysian companies. However, Malaysian

companies have a slightly higher mean for the voluntary disclosure index. These

hndings confirm the application of signalling theory in the area of corporate disclosure

as suggested by Watts &. Zimmerman (1986). Even though in the pre-regulation period

management is not required to disclose information relating to the use of financial

instruments, managers of certain types of firms are willing to voluntarily disclose this

information to signal the quality of their firm. As suggested by Hughes (1986), by

making additional direct voluntary disclosure in their financial statements, managers are

effectively communicating inside information to investors, thus enabling investors to

infer the value of their firms.

The disclosure patterns differ most between Malaysia and Australia in terms of items of

mandatory disclosure. For mandatory disclosure items, the practice in Malaysia is to

provide minimal compliance and this is evident across all industries. In contrast, there is

a greater comprehensiveness of disclosure relating to mandatory items in Australia,

although the extent of this comprehensiveness is influenced by the common mandatory

disclosure practices of each industry group. It should be pointed out that the higher

voluntary disclosure in Malaysia is mainly due to the disclosure of 'sof information

relating to risk management strategies and policies. This higher disclosure of risk

management strategies and policies in Malaysia is likely to be due to the change in the

Malaysian Stock Exchange listing requirements requiring listed companies in Malaysia

to disclose in their annual reports the Statement of Internal Control and the Statement of

Corporate Govemance from 2001 onwards. Malaysian companies were voluntarily

making more disclosures in their annual reports relating to their risk management

strategies and policies, knowing that this information had to be made public through

other reporting channels. Thus, in addition to the anticipation of the introduction of

MASB 24,the mandatory requirements relating to the Statement of Intemal Control and

the Statement of Corporate Governance by the Malaysian Stock Exchange triggered the

voluntary disclosure of information relating to risk management strategies.
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Turning to the effects of proprietary costs, findings from the study suggest that f,rrms'

growth opportunities have some influence in limiting the voluntary disclosure of

proprietary information in the unregulated period. Firms with high investment growth

opportunities disclose less proprietary information in the pre-regulation years. H4 is

accepted for the pre-regulation period. This confirms the fact that firms with higher

investment growth opportunities will have more to lose to competitors if they disclose

more information relating to their financial instruments in the pre-regulation period.

This result provides a contribution to the 'disclosure principle' theory (Grosman, 1981;

Milgrom, 1981) which states that a seller will transmit all information, both good and

bad, when it is costless, as buyers would put the worst interpretation on non-disclosure.

However, this disclosure principle has been disputed in the literature. 'Wagenhofer

(1990) argues that the existence of proprietary costs does not necessarily imply non-

disclosure. This depends on the conditions of the seller and the information market. In

this study, it is found that the presence of proprietary costs will tend to cause non-

disclosure by the holder of proprietary information (i.e. the disclosure principle is

upheld) in an unregulated information market. However, in a regulated market (i.e.,

post-AASB 1033), it is found that the presence of proprietary costs is not sufficient to

cause non-disclosure. Perhaps the reason is that corporate management revises their

belief about investors and analysts who would now have heightened concern about non-

disclosure and place an even worse interpretation on non-disclosure in an environment

of greater mandatory disclosure. The size of the growth firms is also significant in

influencing voluntary disclosure decisions. Thus, H5 is accepted. Smaller growth

companies are more reluctant to voluntarily disclose proprietary information for fear

that the disclosure of such information will reduce the value of their investment growth

opportunities since they will have less capacity than large companies to protect their

markets from other entrants. This finding supports the argument by Verrecchia (1983),

that there is a threshold to voluntary disclosure of proprietary information, depending on

the expected size of proprietary costs. In this finding the threshold is higher for smaller

fìrms because they more readily incur proprietary costs than larger firms.

However, finrrs' hedging strategies seem to have no influence ou. rr.arìagement's

voluntary disclosure of proprietary information relating to financial instruments. H6 is

therefore rejected. However, analysis by industry goup indicates that there is a

significant difference in the means for three of the four industry groups investigated.
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For Materials, Energy and Consumer Stqples, co{porate hedging has a significant

influence on management's disclosure decisions. While Industrials reveals no

relationship between the level of voluntary disclosure of proprietary information for

firms that do and do not hedge, an explanation could be that for this industry those firms

that do hedge have not considered this practice to be a sufficient component of their risk

management to affect their voluntary disclosure decisions.

For the impact of political costs on the voluntary disclosure of information relating to

financial instruments, company size has a positive effect in influencing voluntary

disclosures. In fact, the influence of company size on voluntary disclosure is seen to be

unaffected by regulation. This result further confirms prior empirical evidence that a

positive association exists between size and political costs. The political cost hypothesis

is a strong explanation in this study of the effects of public exposure by firms on

vo luntary di s clo sure of financi al instruments -rel ated information.

The second factor associated with political costs is the financial condition of firms as

measured by the probability of firms facing financial distress. Financial distress was

revealed as having no influence on voluntary disclosure. Prior research has produced

mixed results about the influence of leverage and financial distress on voluntary

disclosure. For example, Chalmers & Godfrey (2004) find no significant relationship

between leverage and voluntary disclosure of derivative financial instruments. This

study also finds no relationship. The high negative media attention in 1995 and 1996

due to the collapse of Barings Bank in 1995 has an influence on management's decision

to voluntarily disclose more information relating to financial instruments during the

same period. However, this influence was moderated by the effect of the impending

introduction of AASB 1033. The evidence in this study, after allowing for the

moderating effect of anticipated regulation, is that firms have taken action in the form of

greater voluntary disclosure of financial instruments information in response to the

threat to their legitimacy of the Barings Bank publicity, and to avoid incurring political

costs.

Finally, results of the combined model indicate that investment growth opportunities,

(for the effect of proprietary costs) in the unregulated period, and company size (for the

effect of political costs) dominate the regression. This evidence suggests that
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management of companies that have sufficient size to be concerned with public scrutiny

and sufficient growth opportunities to be concerned with actions of competitors, will

make a trade-off decision between greater or lesser voluntary disclosure of financial

instruments-related information. For the control variables, the change in voluntary

disclosure from the pre- to the post-regulation period is signihcant for companies in the

Energy Industry, and the ownership structure is statistically signif,rcant in the regulated

disclosure environment.

6.4 Implications for Theory and Practice

As previously explained, hypotheses in this study have been generated from broader

underpinning theories, including the disclosure principle, signalling theory, proprietary

cost principle, legitimacy theory, the media agenda-setting theory and the political cost

hypothesis. Testing for the robustness of these hypotheses from this range of theoretical

perspectives has not been previously undertaken in a single corporate disclosure study.

Therefore, this study provides a step forward by combining theoretical models of

voluntary disclosure in a single study on voluntary corporate disclosure. In particular,

the study addresses the comparative trade-off between holding back proprietary

information (as rationalizedby signalling theory and the proprietary cost principle) and

providing all types of information (as rationalized by legitimacy theory and the political

cost hypothesis). The body of empirical disclosure studies that have adopted a

legitimacy theory and political cost perspective have predominantly ignored the

signalling theory and proprietary cost perspective, and vice versa. This study contributes

evidence from these dual perspectives.

This study uncovers important information conceming voluntary corporate disclosure

relating to financial instruments, especially disclosure relating to derivative usage,

which has practical implications. The practical implications arising from the findings of

this study are significant. For instance, even though there were some disclosures made

by companies with regard to their use of financial instruments in the unregulated

disclosure period to signal their quality, hndings from this study indicate that the

decision to introduce an accounting standard on financial instruments disclosure has

resulted in companies increasing their voluntary disclosure of related information and

information relating to the proposed mandatory disclosure items. Thus, the mandatory

disclosure requirements relating to financial instruments have precipitated aî
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improvement in the amount of voluntary disclosure and comprehensiveness of

mandatory items of disclosure. Even though the introduction of an accounting standard

on presentation and disclosure of financial instruments proved to be challenging to

standard setters who faced fierce criticisms and resistance, findings from this study

suggest that it is beneficial to have an accounting standard on financial instruments

disclosure, as it not only results in disclosure relating to the mandatory disclosure items

but triggers the voluntary disclosure of related proprietary information.

This study also finds that proprietary costs have a limiting effect on voluntary

disclosure, particularly in the unregulated disclosure environment. Consistent with prior

studies, this study provides support for the political costs hlpothesis, legitimacy theory

and the media agenda-setting theory in promoting voluntary corporate disclosure. The

results of the hypotheses tests have provided an increased understanding of the factors

that influence corporate financial disclosure strategies with reference to disclosure

relating to financial instruments. These results should be of much interest to corporate

management, regulators, investors, and others interested in factors influencing fìnancial

instruments disclosure. This greater understanding can translate into improved decision

making for these three main financial statement user groups:

(1) Corporate management: Internal management will better understand the current

factors driving voluntary disclosure of financial instruments information amongst

competitor companies in their industry. This should strengthen their ability to

model the complex and subjective elements of proprietary and political costs when

reaching strategic decisions on disclosures in this area.

(2) Regulators: The findings should be of interest to accounting standard setters. The

hndings can provide a timely check on the implemented AASB 1033 and MASB

24. In particular, the findings from this study can assist these standard setting

boards in determining the effectiveness of the mandatory disclosure requirements

and the effects of mandatory disclosure requirements on voluntary disclosure. This

is a crucial issue because accounting standards boards need to know the extent to

which they may be mandating disclosures which reporting entities would normally

adopt voluntarily due to rational market and societal forces. At the least, the

findings will provide the AASB and MASB with enhanced understanding that
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Australian and Malaysian reporting entities disclosure of financial instruments

information is regulatory driven, and that the introduction of the mandatory

disclosure requirements is warranted.

(3) Investors: Sophisticated investors will be aware that firms may use annual reports

as a means of influencing society's perception of their operation, and as a means of

legitimising their ongoing existence. The findings in this study can contribute to

investors' understanding of what motivates managers to make voluntary disclosures.

The findings will also give an insight to the sensitivity of firms to the active

monitoring by their investors, as proxied by their media visibility, when determining

their voluntary disclosure reporting strategy.

6.5 Limitations of the Study

The findings and conclusions from this study need to be read with caution because of

the following limitations:

6.5.1 Limitations Embodied in the Selected Theories

There are limitations surrounding the nature and scope of the theories selected in this

study. Aspects of disclosure principle, signalling theory, proprietary cost perspective,

legitimacy theory, media agenda-setting theory and political cost hypothesis, which are

relied upon in this study, are not devoid of criticisms or conflicting arguments. For

example, the disclosure principle suggests that managers of firms will release all

information they possess regardless of whether the information is good or bad, as the

disclosure principle assumes that disclosure is costless. This assumption is not strictly

applicable in practice, as there will normally be costs that will be incurred by companies

as a result ofdisclosure, or as a result ofnon-disclosure.

For signalling theory, Newman & Sansing (1993) caution about the validity of signals

provided by hrms to disclose their type, as they may not be fully truthful. Thus, even

though signalling theory posits that firms will voluntarily disclose additional

information to signal their quality type, such additional information provided by

managers may not be truthful information. FurtherTnore, prior researchers such as

Leland & Pyle (1977) dismissed the use of direct disclosure by companies as credible

signals because of the moral hazard problem attributed to such disclosure.
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In terms of proprietary costs, the models developed by Grossman (1981), Milgrom

(1981), Dye (1986) and Verrecchia (1983) consider proprietary costs as being

exogenous disclosure costs that arise when a firm discloses proprietary information.

However, Wagenhofer (1990) argues that a firm will still incur proprietary costs if it

does not disclose information as competitors might take an adverse action because of

the non-disclosure. He argues that by disclosing a fìrm can avoid incurring proprietary

costs if the information disclosed deters the competitors from taking adverse action.

Thus, there are conflicting arguments in the proprietary costs perspectives as to when

firms will incur proprietary costs. This may affect management's decisions to

voluntarily disclose proprietary information.

In terms of legitimacy theory, Shocker & Sethi (1974) posit that legitimacy theory

assumes that there is a social contract either expressed or implied between organizations

and society. Therefore, in order to remain legitimate, companies need to fulfil these

social contracts. However, as suggested by Deegan (2001) legitimacy theory does not

take into consideration the economics-based assumption that companies' actions may be

driven by their self-interest in order to maximise their wealth. Thus, companies may

voluntarily disclose information not to fulfil their social contract and remain legitimate,

but to maximise their wealth.

The media agenda setting theory takes the perspective that widespread media coverage

about an incident has the ability to influence or shape society perceptions about a

particular issue. This is because the constant emphasising of the issue by the media

makes the issue more important to the public. However, there may be situations where

the reaction by the public towards an issue is more related to their direct experience of

the issue than to exposure to the issue by the news media (Gross & Aday, 2003). Thus,

companies may make additional voluntary disclosure because of their direct experience

of the issue rather than because of negative media coverage.

Political cost hypothesis generally takes the view that firms which are politically visible

are more likely to increase their disclosure in order to avoid incurring political costs.

However, Aggarwal & Simkins (2004) argue that firms that are large and politically

sensitive will voluntarily disclose less information about their hedging strategies in

order to reduce the impact of political costs. They provide evidence that large firms, and
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firms that are leaders in their industry, voluntarily disclose less information relating to

currency derivatives. Thus, in terms of voluntary corporate disclosure there seem to be

some conflicting arguments concerning whether firms would voluntarily disclose more

or less information in order to avoid incurring political costs.

6.5.2 Limitations of Data Collection

The extraction of data relating to the voluntary co{porate disclosure of financial

instruments-related information in this study is done exclusively through companies'

annual reports. This is because a frrm's published financial report is one of the sources

from which competitors can make inferences about the firm's proprietary information.

There is support for the method of capturingdata only from a corporate annual report

(Botosan, 1997; Gray et al., 1995; Guthrie et al., 2004; Guthrie & Petty, 2000; Lang &.

Lundholm, 1993; Wilmshurst & Frost, 2000). Prior studies on disclosure relating to

financial instruments have also focused their investigations on the content analysis of

annual reports. Thus, in the area of voluntary corporate reporting relating to the

disclosure of financial instruments, the use of content analysis of companies' annual

reports to measure the extent of mandatory and voluntary disclosure is justified and

empirically valid. In addition, the disclosure of information relating to the use of

financial instruments is normally made by companies through their annual reports.

However, if there are voluntary disclosures made by companies relating to financial

instruments in other forms, such disclosures are not included in this study.

In the data collection phase, in extracting the mandatory and voluntary disclosure items

from companies' annual reports, the requirements of AASB 1033 and MASB 24 are

used to identify the mandatory disclosure items. However, due to the provisions of the

standards that encourage further elaborations on financial instruments disclosure

especially regarding the use of derivative financial instruments, certain disclosures that

are voluntary in nature may be included and elaborated under the headings of the

mandatory disclosure items, making the segregation between mandatory and voluntary

items difficult. Thus, the segregation of these items into mandatory and voluntary

involves an element of subjectivity. As suggested by Zeghal & Ahmed (1990) one of

the major limitations of content analysis is that there is an element of subjectivity

involved in determining what constitutes a particular type of disclosure. However, the

categoization of the disclosure items in this study into 7 mandatory items and 33
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voluntary items substantially reduces the element of subjectivity involved in the

categorlzation process. Furthermore, the use of a second reviewer to review a sample of

the data to assess their reliability and accuracy further reduces any inconsistencies that

may arise due to subjective interpretation.

In searching for voluntary disclosure items relating to financial instruments, 33 items

were identified under 5 categories. The 33 items identified under the 5 categories may

not be exhaustive. Thus, there may be other voluntary disclosures relating to financial

instruments made by companies that are not included in the analysis, as they do not fit

into any of the categories and items identified in this study.

In weighting the voluntary disclosure items based on the proprietariness of the items

disclosed, a survey involving a panel of experts was used. Thus, there are limitations in

the study due to the design and administration of the survey. The reliability of data

collected from field surveys depends largely on the design and administration of the

questionnaire. It is important that questionnaires are comprehensible to ensure internal

validity. In ensuring proper design of the questionnaire, the items contained in the

questionnaire were mostly drawn from the accounting standard on financial instruments

disclosure, and from previous studies by Taylor & Redpath (2000). To ensure

comprehensibility of the questionnaire, the questionnaires were initially distributed to

securities analysts who were interviewed to ensure that all items were relevant and

comprehensible to the respondents. Furthermore, the fact that the survey targeted

'experts' reduces the problem of incomprehensibility of the items contained in the

questionnaire. However, there is the problem of perceptual difference between people

and groups, which is a major limitation of surveys. According to Lau & Shani (1988) no

one perceives with complete objectivity. Rather, the determinants of perception are in

operation all the time. In addition, the use of expert opinion in itself has limitations. As

suggested by Evans &, Crawford (2000) there is the problem of accuracy and

generalisability of estimates from using expert opinion. There may also be limitations

due to respondent biases.

6.5.3 Limitations of Data Analysis

The use in this study of the fixed effects model for panel data analysis precludes the

analysis of time-invanant variables as the fixed effects regression model removes all
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time-invariant variables from the regression analysis, The only way to estimate the

coefficients for these time-invariant variables is by interacting these variables with a

time dummy variable. In this study, the effect of industry can only be investigated by

interacting the variable with a time dummy variable y19982000. Otherwise, the

coefficients of this time-invariant variable cannot be estimated during the regression

analysis.

In Table 39 and Table 41 the Durbin-Watson statistics for the two-regression analyses

are slightly below 1.5, suggesting the presence of a mild first-order serial correlation.

However, the presence of a mild first-order serial correlation will not cause bias or

inconsistencies in the fixed effects estimator.

6.5.4 Limitations of Scope in Interpreting the Results

The results in this study must be interpreted based on investigation of voluntary

corporate disclosure relating to financial instruments made through companies' annual

reports, and within the confines of the hypotheses that have been generated. Possibilities

exist for alternative investigation of other reporting mediums, or for having alternative

specifications of hypotheses or alternative choice of surrogate variables. For example, in

this study, proprietary costs cannot be measured directly, therefore proxies were used to

measure proprietary costs. The interpretation of the results is subject to the assumption

that the proxy variables used are reliable indicators of proprietary costs.

In addition, the conclusions drawn from this study are based on the disclosure standard

relating to financial instruments, where for this particular standard the determination of

the level of detail to be disclosed about particular financial instruments is left to the

judgment of each particular entity, taking into account the relative signihcance of each

instrument. This standard gives management the discretion of deciding on the extent of

disclosure to be made, in addition to disclosing the required minimum level of

disclosure.

For the variable corporate hedging strategies, even though results of this study indicate

that it is not significant in influencing voluntary disclosure of proprietary information,

the data for this variable in the unregulated period were mostly not available. Because

of lack of data and inconsistencies in the way companies provide the data, the
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conclusions drawn for this variable, especially in the uffegulated disclosure

environment, need to be interpreted with caution.

The interpretations and conclusions drawn from the Malaysian data are based solely on

descriptive statistics and univariate tests, as the purpose of the preliminary investigation

is only to obtain an initial insight on the relationship between mandatory and voluntary

disclosure of financial instruments-related information in an emerging capital market.

Thus, the conclusions drawn from the Malaysian study must be interpreted with caution.

Finally, as with any empirical studies, the results can be generalised only to the

population from which the sample is drawn. For the Australian data, since the sample

was taken from the top 500 companies, it is biased towards larger companies in

Australia.

6.6 Directions for Future Research

This study generates many possibilities for further research. These possibilities include

further empirical research by replicating the conceptual model in other research settings,

extending the research methodology by using triangulation method, analysing the data

at a micro-level, comparing the findings from this study with other disclosure standards

that are more restrictive, or further investigating the offsetting effects of proprietary and

political costs on voluntary corporate disclosure.

The conceptual framework modelled in this study can be applied to investigate

voluntary corporate disclosure relating to financial instruments in other countries, or it

can be applied to investigate other disclosure standards. The accounting standard on

financial instruments disclosure in other countries and other accounting standards on

disclosure such as AASB 114 on Segment Reporting can be investigated by replicating

the conceptual model in this study. The international convergence of accounting

standards, which involves an outright adoption of all International Standards, starting in

2005 in Australia, Malaysia and EU countries (except in the EU for consolidated annual

accounts which start from 2001), will enable the application of the conceptual model

across countries as the standards are now similar. Thus, theories underlying voluntary

corporate disclosure practices used in this study can be investigated in different settings

to provide evidence of the robustness of the theories. Furthermore, with the
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international convergence, new accounting standards on disclosure will be introduced,

such as the recent introduction of IFRS 1 on Presentation of Financial Statements,

creating a pre- and post regulation period, which can be investigated using the

conceptual framework modelled in this study. More evidence is needed based on other

disclosure standards in other countries or based on financial instruments disclosure

standards in other countries before any generalisation of the findings from this study can

be made.

In addition to applying the conceptual framework to studies on voluntary corporate

disclosure, the conceptual framework in this study can also be applied to studies on

corporate governance. For example, in recent years stock exchanges in most countries

have revamped their stock exchange listing requirements, requiring listed companies to

expressly describe the extent of compliance or provide altemative measures in areas

where there is non-compliance of the Code of Corporate Govemance. The theories and

conceptual model in this study can be extended to investigate the effect of these listing

requirements on the voluntary corporate disclosure of related information.

The preliminary investigation of Malaysian companies' disclosures undertaken in this

study can be further expanded by increasing the period of study, the sample size, and

incorporating the effects of proprietary and political costs on voluntary corporate

disclosure decisions. Results of the investigation will provide further clarity regarding

voluntary corporate disclosure practices of companies in an emerging capital market.

In terms of research methodology, further research can use triangulation method to

collect data in order to assess arguments for management's incentives to voluntarily

disclose corporate information. In addition to extracting voluntary disclosures from

annual reports, other source documents can be examined or interviews can be conducted

with managers who are responsible for making disclosure decisions in order to gain

some insights on their views and incentives for making voluntary corporate disclosures.

A micro-level analysis of existing data collected for this study could be further

undertaken. This could take the form of identification of early adopters of mandatory

disclosure as opposed to late adopters. These groups could be compared on the basis of

their subsequent level of voluntary disclosure. It would also be useful for future
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research to focus on understanding what type of standard is effective in encouraging

voluntary disclosure amongst managers. In this study, a standard with broad guidelines

giving managers considerable reporting discretion was investigated. A comparison of

the findings from this study can be made with a disclosure standard that is detailed but

rigid to provide empirical evidence as to which type of standard is more effective in

promoting voluntary corporate disclosure.

Finally, further studies need to be carried out to obtain empirical evidence about the

offsetting effects of proprietary costs and political costs on management's incentives to

voluntarily disclose corporate information. There is a paucity of empirical evidence,

especially on the impact of proprietary costs on voluntary corporate disclosure

decisions, as prior literature is mostly theoretical in nature. The robustness of these

theoretical models needs to be empirically investigated.
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Appendix 1

List of Sample Companies for the Australian Study by GICS Industry
Classifïcation

Industry ClassifÏcation Name of Companies
(l) Energy (1) Australian Oil & Gas Corporation Ltd (AOG)

(2) Blish Oil & Minerals NL (BLO)
(3) Central Pacific Mineral NL (CPM)
(4) Caltex Australia Ltd (CTX)
(5) Magellan Petroleum Australia Ltd (MAG)
(6) Novus Petroleum Ltd (NVS)
(7) Oil Company of Australia Ltd (OCA)
(8) Oil Search Ltd (OSH)
(9) Petroz NL (PTZ)
(10) Southern Pacihc Petroleum NL (SPP)
(11) Santos Ltd (STO)
(12) Woodside Petroleum Ltd (WPL)

(2) Muteriøls
Chemicals

(1) Asia Pacific Specialty Chemicals Ltd (APY)
(2) Incitec Ltd (ICT)
(3) Wattyl Ltd (WYL)
(4) Arthur Yates & Co Ltd (YTS)

Cons truction Materials
(5) Adelaide Brighton Ltd (ABC)
(6) Brickworks Ltd (BKW)
(7) CSR Ltd (CSR)

Containers and Packaging
(8) Amcor Ltd (AMC)
(9) National Can Industries Ltd (NCI)

Metals and Mining
(10) AnacondaNickel Ltd (ANL)
(ll) Aurora Gold Ltd (AUG)
(12) BHP Ltd (BHP)
(13) Capral Aluminium Ltd (CAA)
(14) CIM Resources Ltd (CIM)
(15) Cumnock Coal Ltd (CMK)
(16) Coal & Allied Industries Ltd (CNA)
(17) Central Norseman Gold Corporation Ltd (CNG)
(18) Consolidated Rutile Ltd (CRT)
(19) Centaur And Exploration Ltd (CTR)
(20) Delta Gold Ltd (DGD)
(21) Emperor Mines Ltd (EMP)
(22)Equatorial Mining NL (EQM)
(23) Energy Resources of Australia Ltd (ERA)
(24)Haoma Mining NL (HAO)
(25) Johnson's Well Mining NL (JWM)
(26) Kidston Gold Mines Ltd (KGM)
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1 contin

Total Number of Sample Companies by GICS industry classification
(1) Encrgy 72

(2) Materials 34
(3) Industrials 12

(4) Consumer Staples 12

Total 70

Name of CompaniesIndustrv ClassifÏcation
(27) MIM Holdings Ltd (MIM)Metals and Mining
(28) Newcrest Minins Ltd (NCM)
(29) Normandy NFM Ltd NFM)
(30) Pasminco Ltd (PAS)

Paper and Forest Products
(31) Auspine Ltd (ANE)

ß2) Carter Holt Harvev Ltd (CHY)
(33) CPI Group Ltd (CPD
(34) Gunns Ltd (GNS)

(3) Industrials
Capital Goods

(1) Austrim Nylex Ltd (ARL)
(2) Crane Group Ltd (CRG)
(3) GV/A International Ltd (GWT)
(4) Leiehton Holdings Ltd (LEÐ
(5) Macmahon Holdings Ltd (MAH)
(6) Reece Australia Ltd (REH)
(7) Wesfarmers Ltd (WES)

Commercial Services and Supplies
(8) Ausdoc Group Ltd (AUD)
(9) Brambles Industries Ltd (BIL)
(10) Skilled Engineering Ltd (SKE)

Transportation
(11) Finemore Holdings Ltd (FMH)
(12) Qantas Airways Ltd (QAN)

(4) Consumer Staples
Food and Staples Retailing

(1) Coles Myers Ltd (CML)
(2) Foodland Associated Ltd (FOA)
(3) Woolworths Ltd (WOW)

Food Beverage and Tobacco
(4) Burns, Philp & Company Ltd (BPC)
(5) Coca-cola Amatil Ltd (CCL)
(6) Futuris Corporation Ltd (FCL)
(7) Green's Food Ltd (GFD)
(8) Lion Nathan Ltd (LNN)
(9) Petaluma Ltd (PLM)
(10) Queensland Cotton Hldgs Ltd (QCH)
(11) Southcorp Ltd (SRP)
(12) Joe White Maltings Ltd (WJM)
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Appendix 2

List of Sample Companies for the Malaysian Study by Sectors

(Companies Listed on the Main Board of the Malaysian Stock Exchange)

Total Number of Sample Companies by Sectors

(1) Industrial Products 7

(2) Plantation 1

(3) Consumer Products Z
Total 2l

Sector Name of anres
(1 ) Industrìal Products

(1) Aluminium Company Malaysia Bhd (Alcom)
(2) Cement Industries of Malaysia Bhd (CIMA)

Chemical of Bhd
(4) Malayan Cement Bhd
(5) Petronas Gas Bhd
(6) Shell Refining Company (Federation of Malaya) Bhd
(7) Tractors Malaysia Holdings Bhd

(2) Pløntøtíon
I Batu Kawan Bhd

Golden Plantations Bhd
IOI Bhd

4 Kulim Bhd
(5) Kumpulan Guthrie Bhd
(6) TH Group Bhd
(7) United Plantations Bhd

(3) Consumer Products
1 British American Tob acco ala Bhd

FFM Bhd
(3) Hone Leong Industries Bhd
(4) Nestle (Malaysia) Bhd
(5) Matshushita Electric Company (Malaysia) Bhd
(6) Perusahaan Otomobil Nasional Bhd
(7) UMW Holdings Bhd
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Appendix 3

Components of Mandatory Disclosure as Required by AASB 1033

Disclosure ltems (Groups)

Information

(1) Disclosure of Terms, Conditions and Accounting Policies
o Accounting policies, methods adopted, criteria for recognition, basis

of measurement applied for each class of its recognised financial
assets, financial liability and equity instrument

o Accounting policies, methods adopted, criteria for recognition, basis

of measurement applied for financial instruments acquired as hedges

of risk exposure
o Basis on which revenues and expenses arising from ltnancial assets,

financial liabilities and equity instruments are rscognised and

measured
o Accounting policies on transfers of financial assets when there is a

continuing interest in, or involvement with, the assets by the

transferor
o Accounting policies on acquisition or issuance of separate financial

instruments as part of a series of transactions designed to synthesise

the effect of acquiring or issuing a single instrument
o Accounting policies on acquisition or issuance of financial

instruments as hedges of risk exposure and

o Accounting policies on acquisition or issuance of monetary financial
instruments bearing a stated interest rate that differs from the

prevailing market rate aI the date of issue
o Principal, stated, face, notional amount on which future payments are

based
o Stated rate or amount of interest, dividend or other periodic return on

principal and the timing of payments
o The date of maturity, expiry or execution
o Collateral held (financial asset) or pledged (financial liability)
o For instrument that provide for an exchange the terms and conditions

for instrument to be acquired in the exchange
o Reconciliation of the presentation of a financial instrument in the

statement of financial position to their legal form if they differ

(2) Disclosure of Objectives of Derivative Financial Instruments
o Information on objectives for holding or issuing derivative financial

instruments
o Information on strategies for achieving the objectives of holding or

issuing derivative financial instruments

Appendices

AASB
1033
(para)

s.2 (a)

s.2 (a)

5.2 (a)

5.2.8

s.2.8

5.2.8

5.2.8

5.2.2

5.2.5

5.3
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Appendix 3 (continued)

Components of Mandatory Disclosure as Required by AASB 1033

Disclosureltems (Groups)

Information

Information on the financial risks faced by the entity of holding or
issuing derivative financial instruments

a

Appendices

AASB
1033
(para)

5.3

5.4

s.a (a)

s.4 (b)

5.5

s.s(a)

s.s(b)

s.6 (a)

s.6 (b),
(c)

(3) Interest Rate Risk Disclosures
o Information about the entity's exposure to interest rate risk for each

class of its financial asset and financial liability, both recognised and

unrecognised
o Information on contractual repricing or maturity dates, whichever

dates are earlier
o Information on effective interest rates or the weighted average

effective interest rate

(4) Credit Risk Disclosures
o Information about exposure to credit risk for each class of its

financial asset (recognised and unreco gnised)
o Information on the amount that best represents its maximum credit

risk exposure at the reporting date (without collateral/security)
o Information in respect of concentrations of credit risk that arise from

exposure to a single debtor or to a group of debtors having similar
characteristics

(5) Net Fair Value Disclosures
o Information about the aggregate net fair value at reporting date for

each class of its financial asset and financial liability (recognised and

unrecognised)
o Information on the method/methods adopted in determining net fair

value
o Information on any significant assumptions made in determining net

fair value s.6 (c)

(6) Disclosure of Financial Assets Carried at an Amount in Excess of Net Fair
Value
o Information on the carrying amount and the net fair value either

individually or by appropriate groupings when one or more financial
assets are recognised at an amount in excess of their net fair value 5.1 (a)

o Reasons for not reducing the carrying amount including the evidence

that provides the basis for management's belief that the carrying
value will be recovered 5'7 (b)
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Components of Mandatory Disclosure as Required by AASB 1033

Disclosure Items (Groups)

Information

(7) Disclosure of Hedges of Anticipated Future Transactions
o Description of the anticipated transactions, including the period of

time until they are expected to occur
o Description of the hedging instruments
o The amount of any deferred or uffecognised gainlloss and the

expected timing of recognition as revenue or expense for its hedge

instruments

(8) Disclosure of Commodity Contracts Regarded as Financial
Instruments
. Information on contracts for delivery of gold
o Information on other contracts normally settled other than by physical

delivery in accordance with general market practice, despite the

contract terms requiring physical delivery

Appendices

AASB
1033
(para)

s.8 (a)

s.8 (b)

s.8 (c)

5.9 (a),
(b)
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Components of Mandatory Disclosure as Required by MASB 24

Disclosure Items (Groups)

Appendices

MASB 24
(para)

ss(a)
ss(b)

s7(a)

s7(b)
s7(c)
s7(d)

s7(e)
57(Ð

s7(e)

s7(h)

s7(Ð

s7c)

64

6a@)

64(b)

Information

(1) Disclosure of Risk Management Policies
o Information on its financial risk management objectives and

policies
¡ Information on company's policy for hedging each major type of

forecasted transaction for which hedge accounting is used

(2) Terms, Conditions and Accounting Policies
o Information about the extent and nature of the financial

instruments
o Information on significant terms and conditions that may affect the

amount, timing and certainty of future cash flows
o Accounting policies, methods adopted, criteria for recognition,

basis of measurement applied for financial instruments acquired as

hedges ofrisk exposure
o Principal, stated, face, notional amount on which future payments

are based
o Date of maturity, expiry or execution
o Early settlement options
o Options held
o Amount and timing of scheduled future cash receipts or payments

of the principal amount of the instrument, including instalment
repayments and any sinking fund or similar requirements

o Stated rate or amount of interest, dividend or other periodic return
on principal and timing of payments

o Collateral held (financial asset) or pledged (financial liability)
o For instruments that are denominated in foreign currency, the

cuffency in which receipts or paynents are required
o For instrument that provide for an exchange the terms and

conditions for instrument to be acquired in the exchange
. Any condition of the instrument or an associated covenant that, if

contravened would significantly alter any of the other items
o Reconciliation of the presentation of a financial instrument in the

statement of financial position to their legal form if they differ

(3) Interest Rate Risk
o Information about the entity's exposure to interest rate risk for

each class of its financial asset and financial liability, both
recognised and unrecognised

o Information on contractual repricing or maturity dates, whichever
dates are earlier

o Information on effective interest rates when applicable

49

49

ss(a)

58
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components of Mandatory Disclosure as Required by MASB 24

Disclosure Items (GrouPs)
Information MASB 24

(4) Credit Risk
o Information about exposure to credit risk for each class of its

financial asset (recognised and unreco gnised)

¡ Information on the amount that best represents its maximum
credit risk exposure at the balance sheet date (without collateral)

o Information on significant concentrations of credit risk
7a@)

74(b)

(5) Fair Value
o Information about the fair value for each class of its financial

asset and financial liability (recognised and unrecognised)

o Information that it is not practicable to determine fair value of
financial asset or financial liability when fair value cannot be

determined with suffi cient reliability
o Information about the principal characteristics of the underlying

hnancial instrument that are pertinent to its fair value

(6) Financial Assets carried at an Amount in Excess of Fair value
o Information on the carrying amount and the fair value either

individually or by appropriate groupings when one or more

financial assets are carried at an amount in excess of their fair
value

o Reasons for not reducing the carrying amount including the

evidence that provides the basis for management's belief that the

carrying value will be recovered

(7) Hedges of Anticipated Future Transactions
o Description of the anticipated transactions, including the period of

time until they are expected to occur
o Description of the hedging instruments
o The amount of any deferred or uffecognised gain/loss and the

expected timing of recognition as income or expense

86

86

74

86

97(a)

et(b)

1 00(a)

100(b)

100(c)
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Appendix 5

Categories and Items of Mandatory and Voluntary Disclosures

GICS Industry ClassifÏcation:Name of Company:

Mand Disclosure Items

V Disclosure Items

Year 1995 1996 1997 1998 1999 2000

Disclosure and Discussion of the Extent and Nature of
Financial Derivatives Used (including the principal, stated,

face, notional amounts, stated rate or amount of interest,

dividend or other periodic return on principal and timing of
payments, date of maturity, collateral held for financial assets or
pledges for fìnancial liabilities) including hedges ofanticipated
future transactions

M1

Accounting Policies
Disclosure of the accounting policies and methods adopted for
financial derivatives

M2

Disclosure and Discussion of the associated risks and the
business purposes served by using hedging instruments
Discussion of fìrm's exposure to interest rate risk (including

contractual repricing or maturity dates and effective interest rate

or weighted avefage effective interest rate) and the hedging
instruments used to mitigate the risk

M3.1

Discussion of fìrm's exposure to credit risk (including the

maximum exposure and concentration of credit risk)
M3.2

Discussion of f,rrm's exposure to commodity price risk and the

hedging instruments used to mitigate this risk
M3.3

Disclosure of the Net tr'air Value of Financial Instruments
Used
Disclosure of the aggregate net fair value of ltnancial assets and

financial liabilities and the methods adopted in determining net

fair value

M4.0

Objectives for hotding or issuing derivatives (context needed

to understand objectives, strategies for achieving objectives,
includine financial risks faced by entity)

M5.0

Year 1995 1996 1997 1998 1999 2000

Discussion of Risk Management Strategies and Policies
Relatine to Financial Instruments
Discussion of the firm's risk management and treasury policies v1.1
Discussion of management's specific financial control policies
to monitor the risks associated with financial instruments

Yl.2

Discussion of liquidity management and how the firm monitors
and controls the associated risks

v1.3

Discussion of the firm's policy in monitoring and controlling
price, market, business, cash flow risks

vt.4

Discussion of firm's foreign exchange risk management and the

hedging instruments used to mitigate this risk
v1.5

Summary of Historical Information Relevant to Financial
Instrument
Snmmary of past exchange rates v2.t
Summary of past commodities sales Y2.2
Summary of past market prices of tradable commodities Y2.3

Summary of past realized prices on settlement of contracts v2.4

Summary of past hedging gains and losses v2.5

Summary of past market interest rates v2.6
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Appendix 5 (continued)

Categories and Items of Mandatory and Voluntary Disclosures

Year 1995 1996 1997 1998 1999 2000

Summary of past contractual prices Y2.7

Key Information Relevant to Financial Instrument
Average aggregate principaVstated/ notional amount for
unrecognised ltnancial derivatives

v3.1

Information on the maturity prohle of the carrying amount of
financial liabilities

Y3.2

Information on any material undrawn committed borrowing
facilities

v3.3

The aggregate change in net fair value recognised as a revenue

or an expense for financial assets and financial liabilities
v3.4

The aggregate positive fair value and, separately, the aggregate

negative fair value for financial assets and financial liabilities
disclosed at fair value

v3.5

The total avercge net fair value for financial assets, financial
liabilities and unrecognised financial items, respectively

v3.6

The average aggregate carrying amount ofrecognised financial
assets and financial liabilities

Y3.7

Total amount ofdeferred or unrecognised gains or losses on
hedging (other than for hedges of anticipated future
transactions)

v3.8

Proiected Information
Cash flow forecast v4.t
Profit forecast v4.2
Sales forecast v4.3
Forecast of future levels of production v4.4
Forecast of future market share v4.5
Forecast sales at current balance sheet date on contracts held but
to be settled in the future

v4.6

Management discussion and Analysis
Effect of a hypothetical change in the prevailing level of market
interest rates on the net fair value of financial instruments v5.1
Effect of a hypothetical change in the prevailing level of market
interest rates on future financial performance of the fìrm

v5.2

Effect of a hypothetical change in the prevailing level of market
interest rates on the cash flow ofthe firm

v5.3

The probability of losses arising from credit risk in the future v5.4
The sensitivity of equity or revenues and expenses to several
possible chanqes in market prices

v5.5

The entity's value at risk or aggregare value at risk from
derivative hnancial instruments

v5.6

The adequacy of collateral or other security held assuming a

default had occurred, including its net fair value
v5.7
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Appendix 6

Keywords Used to Search for Items of Disclosure

1. Derivative 34. Revenue

2. Financial instrument 35. Earning

3. Risk 36. Realised price

4. Risk management 37. Hedging gain

5. Net fair value 38. Hedging loss

6. Objective 39. Interest rate

7. Treasury 40.Cash flow

8. Average aggregale 41. Proht

9. Maturity 42.Margin

10. Undrawn 43. Forecast

I l.Unused 44. Production

12. Unutilised 45. Market share

13. Credit facilities 46. Contract

14. Financing facilities 47. Expected

I 5. Financing arrangements 48. Production growth

16. Risk assessment 49. Historical summary

17. Hedge 50. Historical information

18. Hedging 51. Statistical summary

19. Mature 52. Outlook

20. Maturing 53. Future

21. Maturity profile 54. Way ahead

22. Aggregafe 55. Looking ahead

23 . Total average 56. Profltability

24.Defened 57. Equity

25. Unrecognised 58. Expenses

26. Change in interest rate

2T.Hypothetical

28. Probability of loss

29. Market price

30. Collateral

31. Default

32. I,xchange ratc

33. Sales
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Sample Covering Letters Accompanying the Questionnaire

,4ppendices

THE UNIVERSITY
OF ADELAIDE
AUSTRALIA

Professor Dennis W Taylor

Chair of Accounting

School of Commerce

Faculty of the Professions
THE UNIVERSITY OF ADELAIDE

SA 5005, AUSTRALIA

TELEPHONE +61 I 8303 5527

FACSIIVIILE +61 8 8303 4368

dennis.w.taylor@adelaide.edu.au
CRICOS Provider Number 00123M

Dear

I'm seeking your assistance in a research study on corporate disclosure relating to

hnancial instruments before and after the introduction of the accounting standard

"Presentation and Disclosure of Financial Instruments" (AASB 1033).

An integral aspect of this study is the obtaining of ratings by securities analysts of their
perception of the extent to which various items of voluntary disclosure relating to

financial instruments embody proprietary costs to the disclosing entity.

I would therefore be most grateful if a securities analyst from your company could

complete the attached questionnaire. It should take no more than 20 minutes to

complete. Kindly return the completed questionnaire in the reply envelope supplied. All
information provided by your company will be treated in the strictest confidence. Your
co-operation is greatly appreciated. A summary copy of the findings will be sent to the

respondents in due course. Please endeavour to respond before 30 April 2004.

Thank you.

Yours sincerely

DENNIS TAYLOR
Professor of Accountins
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Appendix 8

QUESTIONNAIRES TO SECURTTIES ANALYSTS

your co-operation in completing this questionnaire is greatly appreciated. The aim ofthis survey is to determine the perceived proprietary costs embodied in each

voluntary àisclosure item relating to financial instruments. There is no right or rürong answer but your careful consideration of each response, based on your own

experiences is sought. All information will be treated in strict confidence, and only statistical aggregation will be reported.

I)efrnitions

(l) Financial instruments as referred to by AASB 1033, would include primary financial instruments (such as cash, receivables,

payables, bonds, shares) and derivatives (such as futures, forwards, options).

(2) Disclosure items: items of voluntary information in corporate annual reports that would be useful to users for decision

making purposes beyond the minimum required by AASB 1033.

(3) proprietary costs: These costs arise from voluntary disclosures ofinformation by firms that are expected to reveal proprietary information

thai is not otherwise publicly available. The disclosing hrm could face a competitive disadvantage caused by the reactions ofcompetitors,

suppliers, creditors etc as a result ofthe disclosure.

(4) Categories of information revealed by disclosure items:
o the entity's future cash flows
¡ the entity's strategic plans
o the risk exposure facing the business

o the entity's major contracts
. the entity's market outlook
. the entity's future liabilities
¡ the entity's asset values

(5) Scate ofoverall extent ofusefulness to competitors (i.e. extent ofproprietary cots such as potential loss ofmarket share, Ioss of
strategic effectiveness, exposed as a takeover target, competitive loss offuture contracts)

High costs

5

Considerable
costs

4

Moderate costs

J

Some costs

2

Negligible
costs

I
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Section I: Ratings of Proprietary Costs

Disclosure Items

Instructions:

For each row, tick one or more boxes AND circle a number Categories of information revealed Overall extent of
usefulness to competitors

Cash Strat. Risk Cont-. Mkt Fin Asset þroprietary costs)
Flow Plan Expos racts Outlook Liab. Values

(tick one or more boxes) (circle a number)

1. I)iscussion to Elaborate the Basic tr'acts Concerning the Policy
of Using tr'inancial Instruments

I . I Discussion of the extent to which various types of hnancial instruments
are used

Negligible
12 3

IIigh
45

1.2 Discussion of the associated risks and the business purposes served

by using hedging instruments

1.3 Discussion of the firm's financial risk management and treasury
policies as agreed by its directors

1.4 Discussion of management's policies on hedging of risk

| 2 3 45

EEEE t 2 3 45

EEEE E t 2 3 45

1.5 Discussion of management's specific f,rnancial control policies to
monitor the risks associated with financial instruments EEEE 12 3 45

1.6 Discussion of liquidity management and how the frrm monitors
and controls the associated risks E 12 3 45

1.7 Discussion of the firm's policy in monitoring each type of risk

þrice, currency, interest rate, credit, liquidity, cash flow risk) t 2 3 45
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I)isclosure Items

2. Summary of Ilistorical Information Relevant to Financial Instrument

2.1 Summary of past exchange rates

2.2 Summary of past commodities sales

2.3 Summary of past market prices of tradable commodities

2.4 Summary of past realized prices on settlement of contracts

2.5 Summary of past hedging gains and losses

2.6 Summary of past market interest rates

2.7 Summary of past contractual prices

3. Key Information Relevant to Financial Instrument in Addition to
Mandated Key Information

3.1 Average aggregate principal/stated/ notional amount for
unrecognised financial assets and financial liabilities

3.2 Intbrmation on the maturity profile of the carrying amount of
frnancial liabilities

3.3 Information on any material undrawn committed borrowing facilities

Categories of information revealed Overall extent of
usefulness to comPetitors

Strat. Risk Cont-. Mkt Fin Asset (proprietary costs)

Plan Expos racts Outlook Liab. Values
(tick one or more boxes) (circle a number)

Cash
tr'low

E
E
E
E
tI
E
E

E
E
E
E
E
E

Negligible

t2 3

12 3

t2 3

12 3

t2 3

t2 3

12 3

IIigh

45

45

45

45

45

45

45

EEEEE t2 3 4 5

t2 3 4 5

t2 3 4 5
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Disclosure Items CategorÍes of information revealed Overall extent of
usefulness to competitors

Strat. Risk Cont-. Mkt Fin Asset (proprietary costs)
Plan Expos racts Outlook Liab. Values

(tick one or more boxes) (circle a number)

Cash
tr'low

3.4 The aggregate change in net fair value recognised as a revenue or an

expense for financial assets and f,rnancial liabilities

Negligible Iligh

t2 3 4 5

3.5 The aggregate positive fair value and, separately, the aggregate

negative fair value for hnancial assets and financial liabilities
disclosed at fair value

12 34 5

3.6 The total average net fair value for financial assets, financial
liabilities and unrecognised financial items, respectively

EEEE E l2 3 4 5

3.7 The duration of the f,rnancial instruments 12 3 4 5

3.8 The average aggregate carrying amount ofrecognised financial
assets and hnancial liabilities t2 3 4 5

3.9 Total amount of deferred or unrecognised gains or losses on
hedging instruments (other than for hedges of anticipated future
transactions) E

E
E
E

12 3 4 5

4 Projected Information
4.1 Cash flow forecast 12 3 4 5

4.2Proltt forecast t2 3 4 5

4.3 Sales forecast 12 3 4 5
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Disclosure Items

4.4 Forecast offuture levels ofproduction

4.5 Forecast of future market share

4.6 Forecast sales at current balance sheet date on contracts held but to be

settled in the future

5 Management discussion and Analysis
5. 1 Effect of a hypothetical change in the prevailing level of market

interest rates on the net fair value of frnancial instruments

5.2Effect of a hypothetical change in the prevailing level of market

interest rates on future financial performance ofthe hrm

5.3 Effect of a hypothetical change in the prevailing level of market

Interest rates on the cash flow ofthe firm

5.4 The probability oflosses arising from credit risk in
the future

5.5 The sensitivity of equity or revenues and expenses to
several possible changes in market prices

5.6 The entity's value at risk or aggregate value at risk
ùom derivative financial instruments

5.7 The adequacy ofcollateral or other security held
assuming a default had occurred, including its net fair value

Categories of information revealed Overall extent of
usefulness to comPetitors

Strat. Risk Cont-. Mkt Fin Asset þroprietary costs)

Plan Expos racts Outlook Liab. Values
(tick one or more boxes) (circle a number)

Cash
Flow

E Negligible lligh
12 3 4 5E

E
E

E

t2 3 4 5

t 2 3 45

t2 3 4 5

t2 3 4 5

12 3 4 5

| 2 3 4 5

t2 3 4 5

t2 3 4 5

| 2 3 4 5

EEE

EEEE E

EEEE E
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Section II: Background Information

1. Respondent's Information

1.1 Name:

1.2 Contact details (email, telephone number, mailing address,

web-site details):

I.3 Name of the company:

r.4 Exact job title of interviewee including department and

location:

1.5 Length ofservrce:

1.6 Main purpose for analysing companies' annual reports:

2. About the Research

2.1 Title of Research:
Voluntary Corporate Disclosure Relating to Financial
Instruments Before and After Mandatory Requirements:
The Impact of Proprietary and Political Costs

2.2 As a user of financial information, what other items of
information relating to financial instruments would you

like companies to disclose in addition to what is
required by AASB 1033?
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3. Wrap Up

Debriefing question

What line of reasoning did you use in rating the

proprietary costs embodied in each disclosure item?

3.1

3.2 Any further comments, inputs, references:

THANK YOU FOR YOUR CO-OPERATION

Please place this completed questionnaire in the self-addressed

envelope and return it to:

Professor Dennis Taylor
Chair of Accounting

Room 210, Security House
233 North Terrace

THE LINTVERSITY OF ADELAIDE
sA 500s

AUSTRALIA
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Appendix 9

Sample of Letters Requesting for an Interview with Securities Analysts
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Appendix 9

Sample of Letters Requesting for an Interview with Securities Analysts

Appendices

THE UNIVERSITY
OF ADELAIDE
AUSTRALIA

Professor Dennis W Taylor

Chair of Accounting
School of Commerce

Faculty of the Professions
THE UNIVERSITY OF ADELAIDE

SA 5005, AUSTRALIA

TELEPHONE +61 I 8303 5527

FACSIMILE +61 8 8303 4368

dennis w taylor@adelaide edu au

CRICOS Provider Number 001231\4

Dear

I'm seeking your assistance in a research study on corporate disclosure relating to

financial instruments before and after the introduction of the accounting standard

"Presentation and Disclosure of Financial Instruments" (AASB 1033).

Specifically, this study will determine the effect of the introduction of the mandatory

disclosure requirements and the impact of proprietary costs on management's voluntary
disclosure decisions relating to financial instruments. An integral aspect of the study is
the obtaining of ratings by experts such as yourself, on the extent of proprietary costs in
each disclosure item.

I would therefore be most grateful to be granted an appointment to interview you

relating to corporate disclosures and related proprietary costs at a convenient time. I
would appreciate it if the interview could take place before the week ending 27 March
2004. The approximate time required for the interview will be no more than one hour
and my PhD student;FaizahDarus and I will conduct the interview.

All information provided by you during the interview will be treated in the strictest

confidence. I would like to phone you within a few days to seek a suitable appointment

time. Your co-operation will be greatly appreciated.

Thank you.

Yours sincerely

DENNIS TAYLOR
Professor of Accounting
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