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Abstract

Improvement of corporate disclosures is very important for the development a
country’s stock market as it provides a greater degree of transparency for interested
parties such as shareholders, creditors, and more importantly for new investors.
Although there have been a large number of studies on corporate disclosure practices

in developed markets, prior research on this aspect in emerging markets is sparse.

One of the major reasons for the dearth of literature in emerging markets is
the lack of understanding of the importance of corporate disclosure, which is due
mainly to the relatively low level of development in their stocks markets, coupled
with the low investor interest in share investments. However. industrial and
commercial activities in many of these emerging markets have expanded dramatically
1n recent years, creating an increased demand for more timely and extensive financial
information by a wider spectrum of external users. In particular, many of the share
markets in these countries have shown a sizeable increase in their transactions in
terms of value and numbers. With these developments, there is now a growing
demand for prompt and adequate disclosure of information required for the purpose of
facilitating economic decision making of various users. On the other hand, despite the
growing attention and importance given to disclosure of material information, it is a
common feature in most stock markets that there is very limited compliance with
disclosure requirements. Therefore, in order to help improving corporate accounting
disclosures in these markets, it is imperative that the status quo of disclosure practices

be identified clearly before taking necessary actions for further improvements.

The major objective of this study is to examine the current state of corporate
disclosure practices in one of the emerging markets, Sri Lanka. This objective was
achieved through an analysis of a questionnaire survey of seven user groups of
corporate annual reports and an analysis on 65 corporate annual reports in Sri Lanka
through three disclosure indexes namely, mandatory, voluntary, and overall. The
results of the study found that various users of corporate annual reports in Sri Lanka

use them mainly to obtain information for the purpose of buying, holding or selling

v



company shares. Moreover, these users have viewed annual reports as the prime
source of information although information provided in these reports is perceived to
be inadequate. The examination of the importance attached to various sections of the
annual report revealed that both the balance sheet and the profit and loss statement are
perceived by the overwhelming majority of users as the most important sections of an
annual report. It was also found that the majority of respondents have used annual
reports frequently, indicating the important role it plays in their decision making
process. As for the factors limiting the use of annual reports in S Lanka, the
respondents identified the publication delay as the major obstacle. The majority of
users held the view that the existing time lag could be reduced substantially. Overall,
despite the inadequacy of information provided, corporate annual reports were
recognised as a very useful tool for decision making by most of the users in Sn

Lanka.

The analysis of annual reports showed a fairly high level of overall
disclosure by companies, especially when compared with the disclosure levels of
other emerging markets. Also, the age and size of companies in Sri Lanka was found
to have a positive association with high disclosure, suggesting that old and large
companies disclose more information than vice versa. While a relatively high degree
of compliance with mandatory disclosure requirements was observed, the voluntary
disclosure was considerably low across all sectors. The differences of disclosure were
also observed between companies in all sectors with the motors sector showing the
highest level of disclosure and the land and property sector recording the lowest.
Finally, it was found that although the overall disclosure level of Sri Lankan
companies was comparatively high, the information disclosed in their annual reports
has not been adequate both in quality and quantity to satisfy the information needs of

annual report users in Sri Lanka.
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Chapter I: Introduction

Chapter 1

Introduction

1.1 Introduction
Improvement of corporate financial disclosures is very important for the

development of a stock market as it provides a greater degree of transparency
for interested parties such as shareholders, creditors, and more importantly for
new investors (Eng and Teo, 2000). Although there has been a large number of
studies on corporate financial disclosure practices in developed markets (Buzby,
1974; Barrett, 1977; Belkaoui, Kahl, and Peyrard, 1977; Firth, 1978; Cooke,
1992; Anderson, 1995) prior research on this aspect in emerging markets 1s
sparse. One of the major reasons for the dearth of literature in emerging markets
is the lack of understanding of the importance of this aspect, which is due
mainly to the relatively low level of development in their stock markets, coupled

with low investor interest in share investments.

However, industrial and commercial activities in many of these
emerging markets have expanded dramatically in recent years, creating an
increased demand for more timely and extensivé financial information by a
wider spectrum of external users. In particular, many of the share markets in
these countries have shown a sizeable increase in their transactions in terms of
value and numbers. With these developments, there is now a growing demand
for prompt and adequate disclosure of all material information needed for

facilitating informed investment decisions by investors. In essence, the
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economic reforms and reorganisations taken place in many of the emerging

markets in recent years have created a new corporate disclosure environment.

On the other hand, despite the growing attention and importance given
to immediate disclosure of material information, it is a common feature in most
stock markets that there is very limited compliance with disclosure
requirements, either through a bona fide lack of awareness, apathy, or else.
comfort from the knowledge that regulators will be hesitant to enforce
requirements (Wickramanayake, 1997). Therefore. in order to help improve
corporate accounting disclosures, it is imperative that the status quo of
disclosure practices of these markets be identified clearly before taking
necessary actions for further improvements. In the light of this background, the
current study examines the nature and extent of the existing corporate disclosure

practices in one of the emerging markets, Sri Lanka.

1.2 Statement of the Problem

Sri Lanka, formerly known as Ceylon, was a Bntish colony until it gained
independence in 1948. As a result, the business practices, education system,
accounting system and so forth were inherited from the British. The Bntish
system of accounting was imposed on Sr Lanka during the colonial period
through a number of avenues such as (1) setting up British business in Sri
Lanka, (2) imposing British company law in Sri Lanka, and (3) exporting Bntish
accounting education to the island by recognising British accounting
qualifications, establishing examination centres in Sri Lanka for Brtish
professional accounting bodies, and providing on-the-job training to local staff

by British accountants.

9



Chapter 1. Introduction

The colonial economy up to 1947 had been directed mainlyv towards
the plantation based export sector with businesses set up by British investors as
sole proprietorships, partnerships and limited liability companies following the
British model. Consequently, during the pre-independence period and a few
decades after gaining independence, British companies had a significant
influence over the business affairs in Sn Lanka as the business sectors during
this period were mainly driven by British administrators. The financial
statements of these companies were also published primarily in Britain in order
to comply with the British company legislation (Perera, 1985).

Since the setting up of companies in the country during the colonial
penod, the Joint Stock Companies Ordinance No. 4 of 1861, which embodied
the British company law, became the first company legislation in Sn Lanka.
Although, from time to time, some of the changes in the Brtish company law
led to some amendments to the company legislation in So Lanka the local law
did not keep pace with the British law. However, after the enactment of the UK
Companies Act of 1929, steps were taken to revise the local company law and
more closely follow the principles and provisions of the English Companies Act
of 1929. As a result, the Companies Ordinance No. 51 of 1938 was enacted to
amend and consolidate the law relating to companies in Sn Lanka. Until the
Company Act No. 17 of 1982 was enacted, the Companies Ordinance No. 51 of
1938 remained as the company law in Sri Lanka. The Companies Act of 1982,
which replaced the 1938 Ordinance, was also based on the English Companies
Act of 1948.

With the establishment of a national professional accounting body in

1959, the Institute of Chartered Accountants in Sri Lanka (ICASL), Sn Lanka
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was able to take steps to train its own accountants and change accounting
practices to suit local needs. Until the establishment of the ICASL any Sn
Lankan who wished to enter the accounting profession had to depend entirely on
one of the few professional accounting bodies in the UK to obtain a
professional qualification which was required for a person to practice as an
accountant. However, after setting up of the ICASL, even though chartered
accountants could be produced locally as well, the method of education and
training adopted for producing such accountants continued to be the same as that
of the Institute of Chartered Accountants in England and Wales (Wijewardene
and Yapa, 1998).

Same as accounting education, the country’s accounting practices have
also been dependent almost entirely on foreign practices. For example, the
accounting standards established by the ICASL are based on the International
Accounting Standards (IASs). Similarly, the company law in Sri Lanka still
follows the old Bnitish model.

Although the developments in the accounting environment were slow,
the economic and business environment in Sri Lanka showed significant
changes especially after 1978 with the introduction of the government’s
liberalised economic polices. As a result of these changes, a new industrial
sector has emerged in the economy. The impact of these changes is visible in
many areas. Average GDP per capita of the country increased from Rs. 9,608
(US$ 362) in the 1980-89 period to Rs. 27,102 (US$549) 1n the 1990-95 period
showing 182% increase over the five year period. Also, there is a significant
change in the composition of production during the post-independence period.

In 1948, tea, rubber. and coconut accounted for about 90 per cent of the
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country’s export earnings but today its contribution 1s less than 20 per cent. By
contrast, the industrial contribution to GDP has grown from almost zero to 73
per cent over the same period. Overall, despite the on-going ethnic conflict. the
economic activities in Sri Lanka have achieved impressive growth performance
over the past two decades.

As for the business environment, the developments in the stock market
and the increased company formation made significant impact on the public
participation in business activities. The stock market in Sn Lanka, which was
also started under British administration when the Colombo Brokers Association
(CBA) commenced the trading of shares in limited liability companies in 1896,
showed a marked development through a number of reforms. The
reorganisations taken place in the stock market since 1982 as well as the
enactment of the Companies Act No. 17 of 1982 gave a significant boost to the
company formation in Sri Lanka. In particular, the Colombo Stock Exchange
(CSE) contributed to this process greatly by providing expanded facilities for
raising company capital through issues of shares and other types of securties.
Consequently, corporate financing gradually improved from the traditional
borrowing from banks or other private sources to the issuing of shares to general
public. As a response to these developments, there has been a steady growth in
the formation of public listed companies during the last two decades. They have
grown from 77 in 1976 to 239 companies in 2000.

As described in the proceeding paragraphs, the economic and business
environment in Sri Lanka has changed dramatically over the past few decades
with the changes in major economic polices and the shift of emphasis on

investments through private sector for economic development. In line with these
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developments, the share market related activities have shown a marked
improvement over the last two decades. Under this background where more and
more people in the country are getting involved in business activities and
decision making, it is apparent that the need for information for economic
decision making has increased in the country as never before.

Given the above changes, the role of financial disclosure has become
very important for the smooth functioning of the free enterprise economy of Sn
Lanka. As Mautz and May (1978, p.28-29) pointed out, financial disclosure is
required to support a viable capital market which 1s essential for resource
allocation within a free enterprise economy. One of the major bases on which
such allocations rest is the track record of the various companies vying for
capital, a track record that is found in their financial statements. This means that
financial disclosure is important to any enterprise seeking capital or credit. It
provides a company Wi.th the means of telling.iis story, of appealing to investors
and of comparing itself with others in the continuing competition for the limited
amount of capital available. Therefore, with the increasing business activities
and the development of capital market in Sti Lanka in recent years, one ought to
expect a significant improvement in the financial disclosure practices as well.

However, very little is known about the present state of financial
disclosure practices in Sri Lanka or the changes of such practices in response to
changes in the business environment. The studies that have examined this issue
are limited to a few descriptive studies covering only some aspects of financial

disclosure and none of these studies has been supported by empirical data'. For

! Detailed explanations of all the disclosure studies done in Sri Lanka are provided under section
3.3 of Chapter 3, which reviews literature on previous disclosure studies in developed and
emerging economies.
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example, Perera in 1975 described the state of accounting and its environment in
St Lanka without providing any empinical evidence. A study done by
Wickramarachchi (1978) was confined to the investigation of the formats used
for reporting information on assets and liabilities in the balance sheet included
in the annul reports of 41 public listed companies in Sri Lanka. In another study
on the international accounting standards and developing countries, Perera
(1988) provided an analysis of 30 published annual reports. However, his
analysis on financial disclosure was limited to an examination of the extent to
which those companies complied with such accounting standards. Accordingly,
it is apparent that all of the previous studies had a very narrow scope for their
investigations. Interestingly, no prior study has made any attempt to investigate
either the extent of financial disclosure, both mandatory and voluntary. in all the
sections of annual reports or the user satisfaction with regard to the information
provided in annual reports.

Given this situation, it 1s extremely difficult to make an accurate
assessment of the present state of disclosure practices in Sri Lanka with the
available information. However, as pointed out by previous research, several
weaknesses in the Sri Lankan accounting education and practice, such as the use
of a wide variety of alternative accounting procedures and practices by
companies, the lack of uniformity in the practices adopted in reporting assets
and liabilities, and the poor system of accounting education may suggest that
some deficiencies exist in the present financial disclosure practices in Sri Lanka.

In the light of the above background, this study attempts to examine
whether the financial disclosures in Sri Lanka provide timely and adequate

material information as required by various users of financial information.
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1.3 Purpose of the Study
[n view of the lack of prior research on the problem highlighted in the preceding

section, the major purpose of this study is to critically evaluate the corporate
disclosures in annual reports of public listed companies in Sri Lanka. This
purpose 1s to be achieved in four phases. First, the study explores the historical
development of corporate disclosure practices in Sri Lanka. Second, it examines
the perceptions of various users of annual reports on the quality and quantity of
information disclosed in annual reports. Third, it examines the current status of
disclosure practices by evaluating the extent of disclosures in annual reports
and, finally, it identifies the major deficiencies in the present system with a view
to suggesting suitable remedial measures for the overall improvement of
corporate disclosure practices in the country. Within this scope, the study seeks
to explore answers to the following research questions:
(1) What is the historical development and current status
of corporate disclosure practices in Sr1 Lanka?

(2) Do the current corporate disclosure practices in Sn
Lanka satisfy the users’ needs?

3) To what extent do the listed companies in Sri Lanka
disclose information in their annual reports?

4) To what extent do the listed companies in Sri Lanka
comply with the statutory disclosure requirements?

(5) What additional information is required to satisfy the
needs of users?

1.4 Major Concepts, Scope and Research Design

Financial disclosure, which can be defined as “any deliberate release of financial

information whether numerical or qualitative, required or voluntary via formal
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or informal channels” (Gibbins et al. 1990, p.122) is an important aspect of
corporate financial reporting. It can be classified into three types, namely.
initial disclosure, ad-hoc disclosure and period disclosure. Initial disclosure (or
capital market entry or re-entry disclosure) is usually made in the form of
prospectus to raise capital for a new business or for an expansion of the existing
business. While ad-hoc disclosure (or bulletins) serves as a means of
announcing major news as deemed necessary, periodic disclosure is made to
provide information on a regular basis to all interested parties in the form of
annual financial reports or interim statements (Wallace, 1987, p. 26). Of thcse
three types of disclosure, the period disclosure is considered the most commonly

used method of communication between the company and its interested parties.

Since the information needs of various users’ of financial information
vary significantly, two types of periodic reposts are prepared by companies in
order to cater to their needs. These two types of periodic reports are known as
special-purpose financial reports and general-purpose financial reports. While
the special purpose reports are generally prepared on demand of a specific user
group such as a long-term creditor or a government agency, the general purpose
financial reports are by far the most widely used medium by which companies
provide information to various users. Although intenim reports have become
popular specially among investors and are mandatory in many countries, it 1s the
annul report that primarily serves as the most significant and practical source of

information to users. Therefore, this study concentrates on the corporate

2 The framework for the preparation and presentation of financial statements of the ICASL
identifies seven users of financial information. They are: investors, employees, lenders,
suppliers and other trade creditors, customers, the government and its agencies, and the public.
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financial disclosures in published annual reports of public listed companies in
Sri Lanka.

Considering the nature of this study, a descniptive research design is
chosen. The overall purpose of descriptive research is to provide a picture of a
phenomenon as it naturally occurs, as opposed to studying the impacts of the
phenomenon or intervention (Bickman 1998, 14). As Jaggi (1973) points out.
descriptive studies provide information regarding the present state of the art of
accounting. These are usually exploratory in nature and attempt to determine the
status of a particular discipline in a country. The findings from this type of
research are considered to be conclusive in nature in that they are used as input
into managerial decision-making. Moreover, descrniptive design pnmarily uses
secondary data, surveys, panels, and observational data as the source of
information and presents the results through statistical analysis and graphical

displays. Accordingly, the following steps have been followed in this research:

a) At the outset, a comprehensive literature review was carried out to review
the relevant literature on the financial reporting practices in emerging
markets, followed by a review of publications and other documents on the
historical development and current corporate disclosure practices in Sn
Lanka. Through this process, the research problem and the research
questions were identified.

b) After the research problem and questions were identified, the concepts
were related to propositions at the abstract level through formulation of

number of hypotheses.

¢) A structured questionnaire survey was then conducted to collect data from
seven major user groups: accountants, managers & executives, bankers,
tax officers, academics, financial analysts, and investors,. After conducting
different validity tests on the responses, the data were analysed using the
computer based statistical package, SPSS.

d) The latest annual reports of 65 public listed companies in S Lanka were
collected and the information contained in these annual reports were
entered into a score sheet developed on the basis of three disclosure
indexes which contained 318 information items. The extent of information
disclosed in the annual reports was examined through this analysis.

10
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€) Based on the results of the questionnaire survey and the annual report
analysis, the existing financial disclosure practices were examined and
some remedial measures were suggested as possible solutions to the
problems identified.

The research methodology (including the statistical tests) used for the
analysis of responses to the questionnaire, the analysis based on annual reports.
and the analysis of company characteristics in relation to disclosure practices are

explained in detail in the early parts of Chapters five and six.

1.5 Need for the Study

As stated at the beginning of this chapter, the importance of improving corporate
disclosure practices for the development of stock markets in both developed and
developing countries has been highlighted in many studies’. In order to improve
such practices, it is essential that continued research be carmied out not only for
examining the current status but also for identifying deficiencies and explonng
suitable remedial measures. In economically developed countries, there is a
plethora of research studies carried out each year to investigate into various
aspects of financial reporting practices in their companies. Financial Reporting
in Canada and Australian Company Financial Reporting published every year
are two of such studies that contribute immensely to the improvement of
corporate disclosure practices in Canada and Australia. Unfortunately, research
carried out in this area in emerging markets is very limited. Therefore, there 1s
certainly a need for this type of research in such markets.

As briefly outlined in the statement of the problem, the accounting
education and practice in Sn Lanka have been based on the British system.

Nevertheless, Sri Lanka and the United Kingdom are significantly different from

3 For example see chapter 3—A corporate financial disclosure: A literature review.

11
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each other in terms of their cultural, social and economic conditions.
Consequently, some disclosure practices inherited from the British svstem may
not be appropriate for Sri Lanka. Jt may also be that new developments in the
disclosure practices of British companies have not been adopted by Sn Lankan
companies. Moreover, it may be that even if some disclosure practices inhented
from the British system are applicable and useful to Sn Lankan companies may
not be making use of them adequately. More importantly, some disclosure
practices in Sri Lanka may need to be adapted or new practices be added to suit
the cultural, social and economic conditions of the country. Furthermore, it may
be that companies do not comply with some disclosure requirements even when
they are imposed by law. Unfortunately. no information is available in respect of
any of the above aspects of corporate disclosure in Sri Lanka because no study
or survey has ever been conducted to examine these issues. Nevertheless, such
information is essential for policy makers to identify deficiencies and take
suitable remedial action to improve corporate disclosure practices, which are
crucial for the development of the country’s capital market.

In many of the developed countries, research carried out by
independent researchers, such as academics and market analysts, have had a
tremendous impact on the overall improvement of corporate disclosures in those
countries. As discussed before, Sri Lanka Accounting Standards issued by the
Institute of Chartered Accountants of Sri Lanka, laws and regulations issued by
the Securities Exchange Commission of Sri Lanka (SEC) and the Colombo
Stock Exchange, and the Companies Act provide guidelines for reporting
practices in Sri Lanka. However, these guidelines are based primarily on foreign

practices and opinions of the people involved in their formulation. Since no



Chapter | : Introduction

prior empirical studies have examined the suitability of these guidelines. their
effectiveness has remained unchecked. Thus, this type of studies can also help
policy makers in their decision-making towards further improving the guidelines
and pronouncements relating to corporate disclosure practices in Sri Lanka. As
such, it is apparent that the need for this type of a study for Sri Lanka is very

critical and urgent.

1.6 Limitations of the Study

This study is subject to a few limitations. First, the scope of the study was
limited to an examination of the financial disclosure in corporate annual reports
which constitute the main type of reports used in penodic disclosures.
Therefore, for pragmatic reasons, no attempt was made to examine the other two
types of financial disclosure, namely, initial disclosure and ad-hoc disclosure or
to examine the other reports used in penodic disclosures. Second, although the
objective of this study was to investigate the financial disclosure practices of all
listed companies in Sri Lanka, the companies belonging to some business
sectors, such as banking, finance, insurance and investment trust, had to be
excluded from the study due to the vast differences in their disclosure
requirements as against those of other sectors and the lack of availability of
annual reports. Therefore, the sectors covered by this study was confined to
manufacturing, beverage, food and tobacco; chemical and pharmaceuticals;
diversified; footwear and textile, motors; trading; and hotels and travel as
classified by the Colombo Stock Exchange. Third, since the disclosure indexes
used for measuring the extent of financial disclosure are unique to this study. the
researcher’s subjectivity in selecting information items could not have been

removed completely despite the precaution taken when constructing the indexes.

13
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Finally, since a questionnaire survey was used as one of the major tools of data
collection, the limitations commonly associated with all questionnaire survevs

were applicable to this study.

1.7 Organisation of the thesis

The study is organised in seven chapters. Chapter one provides an introduction
to the study, highlighting the problem, purpose of the study. research design,
need for the study and limitations of the study.

Since this study focuses on one of the emerging markets, Sri Lanka.
Chapter two begins with an introduction to emerging markets in general and
then highlights their major features, concentrating primarily on the economic,
business, and accounting environment of these markets, including Sri Lanka.

Chapter three presents a detailed review of the previous research on
corporate disclosure practices in developed and emerging markets. Considering
the fact that previous studies in this area are very diverse, they are discussed
under four distinctive categories: Disclosure studies of developed markets,
disclosure studies of emerging markets, disclosure studies in Sri Lanka, and
other relevant disclosure studies. In addition to presenting the major findings of
theses studies, this chapter also highlights the shortcomings of previous
disclosure studies.

Chapter four describes the evolution of corporate financial reporting
practices in Sri Lanka with special reference to its legal and institutional
framework. The first section provides an introduction to the historical
development of corporate disclosure practices in the country. The next part of
this chapter examines the role of professional accounting institutes, the history

and development of the stock market, the role of the Securities and Exchange

14
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Commission and other major institutions/bodies that paly a role in corporate
disclosure practices. Finally, the mandatory corporate disclosures. as required by
the Companies Act, the Sri Lanka Accounting Standards, the Colombo Stock
Exchange, and the Secunties and Exchange Act are discussed in the third
section.

Chapter five presents an analysis of the information needs of various
users of annual reports in Sri Lanka. This analysis is based on the results of a
questionnaire survey of 575 users. The first section of this chapter sets out the
background information and the research questions. This is followed by a
discussion on the methods of examination, the questionnaire design and
selection of information items, the sample selection, and the response rates and
test of non-response bias. The final section deals with the forming and testing of
hypotheses and t}?e analysis of results.

Chaptér six examines the extent of financial disclosure in annual
reports of public listed companies in Sn Lanka. This examination is based on
three disclosure indexes, namely, mandatory, voluntary and overall.
Accordingly, the first section provides a description of the method used for
preparing indexes, the selection of items, and the calculation of scores under
each index. The second section explains the sample selection and the sample
profiles. The third section presents the results of the analysis.

Chapter seven presents the summary major findings of the study,
conclusions and recommendations. In addition, some insights are also provided

for future research.
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Chapter 2

The Nature and Environment of
Emerging Markets

2.1 Introduction

Accounting is a product of its environment, and a particular environment is
unique to its time and locality (Perera 1975). Thus, a fair understanding of the
environment of a particular country is necessary for making any evaluation of its
accounting practices. Since the subject matter of this study is corporate
disclosure practices in Emerging Markets (EMs), it is imperative that a fair
knowledge of the general environment within which such practices operate and
factors that influence the accounting environment is obtained before attempting
to evaluate the present state of corporate disclosure practices and the associated
problems in a particular country. Therefore, this chapter aims to (a) define an
emerging market, (b) identify the characteristics of such markets, (c) make a
general evaluation of the accounting environment and practices of EMs, and (d)

provide an overview of Sni Lanka as an emerging market.

2.2 What is an Emerging Market?

The phrase “Emerging Markets” is a relatively new expression used to identify a
group of countries with similar economic characteristics. As seen in the
literature, it is being adopted in place of the previous lexicon of “developing
countries,” “less developed countries,” “newly industrializing countries,” or even
“Third World countries.” However, despite the increased use of the phrase, there

is no one commonly accepted definition for emerging markets.
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In general, there are three aspects of a countrv's economy that often
underlie various definitions of EMs. First, the absolute level of economic
development, usually indicated by the average GDP per capita income of the
country or the relative balance of agranan and industrial/ commercial activity.
Second, the relative place of economic development, usually indicated by the
GDP growth rate. Third, the system of market governance, in particular the
extent and stability of a free-market system. Although, second and third cntena
are intuitively closer to the sense of change implied by “emerging’” and cnitically
important to prospective investors, the first cniterion is found to be the one used

more frequently (Amold and Quelec, 1998).

The International Finance Corporation (IFC) which provides detailed
information on EMs has also dealt with the i1ssue of defining EMs and from time
to time has changed the criteria used to identify EMs. An earlier definition given
by IFC (1993, pp.3-4) provided thirteen characteristics to identify an EM. They
were: (1) the host country, itself 1s undergoing development. (2) the recent
privatisation of state-owned enterprises, (3) the stock exchange is newly created,
(4) the underlying economy is rebounding from the intemational debt crisis of the
1980s, (5) the underlying financial system is undergoing broad reforms, (6) the
sectors that had been closed to foreign investment are newly opened, (7) a wide
range of investment instruments is expanding, (8) the exchanges are undergoing
wide-ranging institutional reforms, (9) the liberalised exchange rules promote its
listed stocks to find their way into foreign investment portfolios, (10) the listed
firms possess characteristics of long-term business and financial strength, (11)

the listed firms are globally competitive, (12) the listed stocks offer significant
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diversification for global portfolios, and (13) the listed stocks tend to be

undervalued.

However, as quoted below the explanation or the current definition
provided by IFC to identify an EM is much simpler than the one it used
previously.

Emerging Markets can be defined in different ways. The term

“emerging Market” can imply that a process of change 1s

underway, with stock market growing in size and sophistication,

in contrast to markets that are small and stagnant. The term can

also refer to any market in a developing economy, with the

implication that all have the potential for development. A stock

market then be said to be “emerging” if it meets at least one of

two general criteria: (i) an Emerging Economy Criterion. and (11)

Developing Stock market Cntenon (IFC, 1997, p.2).

Although, in the past, the IFC’s definition of an EM was aligned onlv to an
emerging economy measure (i.e. if a country's GNP per capita did not exceed the
World bank’s threshold for being a high income country, its stock market was
said to be emerging), IFC is now proposing to add a complementary criterion to
take into account the cases where country may exceed the World Bank threshold,
and the qualitative measures to be added under the “Developing Stock Market
Criterion” (IFC, 1997). Since the existing Emerging Economy Criterion, which
follows the World Bank classification of economies as low, middle, or high
income, is to be retained, effectively a market located in a developing country is
identified as an emerging market. Table 2-1 below lists all the World Bank
member economies with populations of more than 30,000. Economies are
divided among income groups according to 1998 GNP per capita, calculated
using the World Bank Atlas method. Accordingly, the groups are: low-income.
US$760 or less; lower-middle-income, US$761-$3030; upper-middle-income.

US$3031-$9360; and high-income, US$9361 or more.
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Table 2-1

Classification of Economies by Income (1999)

LOW INCOME COUNTRIES ] T
Region | Total |- CountryName o ' ]
- —— TR e ———
. East and Southern ’— 18 Angola, Burundi, Comoros, Congo Democratic Repubhc Ertrea; |
| Africa i « Ethiopia, Kenya, Lesotho, Madagascar, Malawi, Mozambique,
! . Rwanda, Somalia, Sudan, Tanzania, Uganda, Zambia, Zimbabwe
| West Africa 20 Benin, Burkina Faso, Cameroon, Central African Repubhc Chad,
ﬁ ; . Congo Republic, Cote d' Ivoire, Gambia, Ghana, Guinea, Guinea-
| Bissaue, Liberia, Mali, Mauritania, Niger, Nigeria, Sao Tome and
: i Pnnmpe Senegal Sierra Leone, Togo
|| East Asia and Pacific 1 9 Cambodua China, Indonesia, Korea Democratic Repubhc Lao PDR,
| Mongolla Myanmar, Solomon Islands, Vietnam
South Asia 6 ’ Afghanlstan Bangladesh Bhutan, India, Nepal Pakistan
Eastern Europe and 6 Armenia, Azebaijan, Kyrgyz Republic, Moldova, Tajikistan,
Central Asia ’ Turkmenistan
Middle East 1 ‘ Yemen Repubiic
Americas 3 } Haiti, Honduras, Nicaragua

L

i saj\'

—
i
i

MIDDLE INCOME (LOWER) COUNTRIES

[ Region B Total | Country Name
East and Southern Africa ( 4 t' Djibouti, Namibia, South Africa, Swaziland
West Africa 2 Cape Verde, Equatorial Guinea
East Asia and Pacific 10 Fiji, Kiribati Marshall Islands, Micronesia- Federal |!
State, Papua New Guinea, Philippines, Samoa,
Thailand, Tonga, Vanuatu
South Asia 2 [ Maldives, Sri Lanka
Eastern Europe and 14 i Albania, Belarus, Bosnia and Herzegovina, Bulgaria,
Central Asia Georgia, Kazakhstan, Latvia, Lithuania, Macedonia |
! FYR, Romania, Russian Federation, Ukraine, [
, Uzbekistan, Yugoslavia Federal Republic
—
© Middle East 5 |' lIran, Islamic Republic, Iraq, Jordan, Syrian Arab
: " Republic, West Bank and Gaza
North Africa 4 g Algeria, Egypt- Arab Republic, Morocco, Tunisia

19




Chapter 2: The Nature and Environment of Emerging Markets

— - — Y —— ———— " ==

' Americas |16 Belize, Bolivia, Colombia, Costa Rica, Cuba, Dominica, :

‘ ’ Dominican Republic, Ecuador, El Salvador. Guatemala.

‘ - Guyana, Jamaica, Paraguay, Peru, St. Vincent and the
J Grenadines, Suriname

1

_ UPPER MIDDLE INCOME (UPPER) COUNTRIES |
i Reglon I Total It Coﬁ&Namé‘u B - _""WA]‘
| East and Southern Afica | 4 | Botswana, Mauritius, Mayotte Seychelles
—
’ West Africa ’ 1 | Gabon :
‘| East Asia and Pacific .4 . American Samoa, Korea Republic, Malaysia, Palau
| Eastern Europe and | 6 Croatia, Czech Republlc ‘Estonia, Hungary Poland,
. : - Slovak Republic
Central Asia : ;
|
. Rest of Europe -2 } Isle of Man, Turkey
Middle East 1 4 } Bahrain, Lebanon, Oman, Saudi Arabia
T — — - — —
North Africa 1 | Libya, J
ek — —— —— e
Americas { 15 ’Antlgua ard Barbuda, Argentma Barbados, Brazil,
| Chile, Grenada, Guadeloupe, Mexico, Panama, Puerto
| Rico, St. Kitts and Nevis, St. Lucia, Trinidad and |
{ Tobago, Uruguay, Venezuela
B [T ]
!_______ o HIGH INCOME COUN I RIES |
_Region_ ] |l Totalj Country Name - ' |

East and Southern Africa J 1 ; Re'union

12 | Australia, Japan, New Zealand, Brunei, French |:
- Polynesia, Guam, Hong Kong-China, Macao, New ;
' Caledonia, N. Mariana lIslands, Singapore, Taiwan- |,

i
|
i
‘i East Asia and Pacific

| china
[ §
Eastem FEurope and | 1 | Slovenia
‘ Central Asia
Rest of Europe 25 , Austria, Belgium, Denmark, Finland, France, Germany, |

Greece, lIceland, Ireland, ltaly, Luxembourg, |
| Netherlands, Norway, Portugal, Spain, Sweden,
| Switzerland, United Kingdom, Andorra, Channel
Islands, Cyprus, Faeroe Islands, Greenland,
I Liechtenstein, Monaco
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Middle East 4 Israel, Kuwait, Qatar, United Arab Emirates
North Africa 1 | Malta
Americas 10 Canada, United States, Aruba, Bahamas-The,
' Bermuda, Cayman Islands, French Guiana, Martinique. ‘
: - Netherlands Antilles, Virgin Islands (U.S) ‘
— H,_,__544_H[;,___,MA,,,,‘,,,,N_,__,__, e —

Source: World Development Report, 1999/2000

As shown in Table 2-1, all 211 World Bank member economies with

populations over 30,000 have been classified into three income groups based on

their income. These three groups are: Low Income Group (63 countries), Middle

Income Group (94 Countries), and High Income Group (54 Countries). Based on

the emerging economic measure which identifies countries in low and middle-

income groups as emerging markets or EMs and countries in high income group

as Developed Markets or DMs, the total number of EMs and DMs amounts to

157 and 54 respectively. Table 2-2 provides a summary of these countries by

region.
Table 2-2
Classification of Economies by Region (1999)
Economies || Emerging Markets | Developed Markets | Total
CMarkets | % | Matets | % |

| Americas | M| 73] 10] 227 44|
| East and Southem Africa | 26| 93] 1] 37] 27 |
| East Asia and Pacific | 23] 657 12] 43| 35|
| Eastem Europe and Central Asia | 26| 93] 1 37, 27 |
| Middle East I e
| North Africa 1 sl a3 1] 187 6]
| Restof Europe | 2 14| 25| 926 | 27|
" South Asia | 8] 1000 | 0l 00| 8]
| West Africa ] 2317 1000 | 0] 00| 23
' Totals | 157 | | 54 | e

~ Source: World Development Report, 1999/2000
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As shown in the above table, the majority of countries in every region.
except Europe excluding Eastern Europe, are EMs. Moreover, all countries
located in South Asia and West Africa are classified as EMs. On the contrary. 87
per cent of the DMs are located in three regions, Americas, East Asia and Pacific,
and Europe excluding Eastern Europe.

Sri Lanka, the subject market of this study, is classified by IFC as an
emerging market based on the World Bank listing of the country in the middle-
income group. Given the inconsistencies among current definitions, a broad
definition of EMs, which considers developing countries synonymous with EMs,

1s used in this study.

2.3 Characteristics of an Emerging Market

2.3.1General
The countries that have been classified as EMs are so diverse in economic,

social, political, cultural and many other aspects. By location, they are spread all
over major regions (see Table 2-2) and inherit different geographical features and
natural resources. Therefore, finding common characteristics of EMs is an
extremely difficult task. However, in order to facilitate the discussion of this
study, an attempt is made in this section to identify some characteristics common
to EMs in general.

Firstly, as already shown in Table 2-1, the income difference between EMs
and DMs is very significant. While the GNP per capita income of 157 EMs (see
Table 2-2) is less than US$9,360 (76% of EMs are having per capital income of
less than US$ 3030), the per capita income of the 54 DMs is between US$ 9,360
and US$ 40,000. Table 2-3 provides some summarised data on the income

disparity between EMs and DMs.

[8S]
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Table 2-3
GNP and GNP Per Capita (1998)

. Group Number of GNP : GNP per capita |
| Economies (US$ Bill) (US$)
| Low income . 63 [ 1843.7 | 520 ;
| Lower —middle | 57 | 1557.4 1710
" Upper — middie [ 37 " 28621 | 480 |
| High i 54 | 225990 | 25510 |
World 211 288622 | 4890 |
Emerging Markets | AT 6263.3 | 250 e
Developed Markets | 54" T |7 225990 ] 25510 |
i | | | |

‘Source: World Development Report, 1999/2000

Accordingly, the total GNP of all 157 EMs, amounting to USS 6,263.3

billions, is about 3.6 times smaller than the total GNP of all 54 DMs. Similarly.

the GNP per capita of all the EMs, amounting to US$ 1.250. is about 20 times

smaller than that of DMs, indicating a huge income gap between these two

groups of countries.

Secondly, the population and population density in EMs are higher in

comparison to those in DMs. Table 2-4 below shows some summarised data

relating to the population in EMs.

Table 2-4
Population (1998)

, l Number of Population Population Density
i Economies |, (millions) |, (People persqkm) |
. Low income i 63 | 3515 | 85 |
| Lower — middle B 57 i 908 5 25 |
| Upper — middle i 37 || 588 ] 27 |
High ] 54 | 885 | 29 |
' World | 211 | seor | 45 |

: S R N e I R ]

Emergmg Markets E 157 5011 | 50 !
| Developed Markets i 54 | 885 | 29

Source: World Development Report, 1999/2000
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As shown in the above table, EMs account for about 85 per cent of the
world’s population with the total population of EMs amounting to 5,011 million
as against 885 million in DMs. Similarly, the population density of EMs is about
1.7 times higher than that of DMs with 50 people per square kilometre in EMs as
against 29 in DMs.

Thirdly, there is a significant difference in the way the GDP is spread
between these two groups. Table 2-5 provides some data on the contribution of

three major sectors of the economy to the GDP in EMs and DMs.

Table 2-5

Structure of GDP and its trends
(Value added as a % of GDP)

" Market . Agriculture Manufacturing J Service |

| 1980 J 1998 | 1980 [ 1998 I 1980J 1998 |
' Emerging Markets | 18 | 12 | Bl 3] 42 | 51 |
| Developed Markets | 3| 2| 25| 19] 59 | 65|

| [I— 1 I J

“Source: World Development Report, 1999/2000

The data shown in the above table indicate two main features of the
structure of GDP in the two markets. Firstly, the contribution of the agricultural
sector to the economies in EMs (12% in 1998) is higher than that in DMs (2% in
1998). However, in comparison to the situation prevailed in 1980, the relative
dependence on the agricultural sector seems to have deceased in both markets
significantly over the last two decades. Secondly, the service sector contribution
is also lower in EMs (51% in 1998) in comparison to that in DMs (65% in
1998). Contrary to the situation in the agricultural sector, however, the relative
contribution of the service sector has increased by 21% in EMs and 10% in DMs
over the last two decades. Surprisingly, the contribution of the manufacturing

sector, which was 25% in 1980 in both markets, has decreased to 23% in EMs
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and 19% in DMs in 1998. Despite the high dependence of most EMs on the
primary sector production, many EMs recently have made considerable structural
changes in their economies driving towards industrialization. For example.
countries such as South Korea and Malaysia are industrialising rapidly.
catapulting their economies from agrarian fiefdoms to high-tech havens.
Fourthly, the economies of EMs are growing faster than those of DMs.
Thus, they are being referred to as high-growth economies (SQ-2). Many
economists expect this differential in growth rates to persist for years, if not
decades (World Bank, 2000). The following table shows the GDP growth rates of

both EMs and DMs over the last two decades.

Table 2-6
GDP Growth (%)

| Region ‘ | 198090 |  1990-98 |
Emerging Markets Z B T | e o
' EastAsia and Pacific 8o I 8.1 |
Europe and Central Asia | ' i 4.3 |

- Latin America and Carib. | 1.6 | 3.7 |
Middle East and North Africa \ 2.0 | 3.0 |
South Asia ot T 5.7 | 5.7 |

| Bib-Sehgrendffica .|| 18 | )
BV EIoREa I ATReTS e TRt v e SR ] B overa e ) S oy e

" Source: World Development Report, 1999/200
As shown in the Table 2-6, the GDP growth rates of EMs for the 1980-90
and 1990-98 periods were 3.5 and 3.3 per cent respectively, compared to 3.1 and
2.1 of the DMs during the same period. As in the case of many other aspects, the
GDP growth rates also vary significantly within countries and even within
regions. Interestingly, over the 1980-90 and 1990-98 periods, the low-income
countries in EMs enjoyed a remarkably high growth rate of 6.6 and 7.3 per cent
respectively, showing much higher growth rates than those of DMs. This is

obvious because DMs have already reached maturity in industrial and economic
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development. On the regional basis, EMs in East Asia and Pacific recorded a
growth rate of about 8 per cent during this period while it was around 2 per cent
in Sub-Saharan Africa during the same period. In the South Asian region. where
Sri Lanka is located, the GDP growth rate duning the 1980-1998 period was 3.7
per cent, a much higher rate in comparison to the GDP growth in DMs during the
same period. While Sri Lanka’s GDP growth during the 1980-90 and 1990-1998
periods was 4.0 and 5.3 per cent respectively, some other EMs in the Asian
region such as China (10.2% and 11.1%), Thailand (7.6% and 7.4%). Malaysia
(5.3% and 7.7%) and India (5.8% and 6.1%) achieved much higher rates of
growth during the same periods.

Even though the above-mentioned general differences can be identified
between countries in the EMs and DMs, given the diversity of the EMs, 1t is very
difficult to identify any specific characteristics common to all EMs. For example,

b

given the meaning of the term “emerging,” one might get an idea that these
markets are small in size, lack in efficiency, etc. However, a close view of EMs
reveals that they include some of the largest and most liquid markets in the
world, several long-established markets where trading still takes place over tea,
and many markets where the latest technology has been installed to expedite
trading, settlement, portfolio management, market supervision, and information
dissemination (IFC, 1997). As such, any further attempt to identify specific
features of EMs may be a futile exercise simply because such markets are so
diverse that no generalities apply.

The characteristics stated above are related to the social and economic

aspects of EMs. Obviously, there are many other political, social. and cultural

aspects where disparities may be found between EMs and DMs. However, since
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the subject matter of this study is closely related to the stock markets. the scope
of the following sections is limited to a discussion on some important aspects of
stock markets in EMs.

2.3.2 Stock Markets
It is difficult to differentiate quantitatively the status of stock markets in EMs

from that in DMs. For example, if the status of EMs is measured in terms of
performance indicators, many EMs could be found both at the top and bottom of
a list of the world’s best performing stock markets. For instance. in 1996 EMs
swept the top 15 spots on a list of 76 world stock markets for annual performance
measured in dollar terms. Only Spain and Sweden from the DMs were among the
top 20 on the list, which included 54 markets from developing countries and 22
from developed countries. The worst performing markets were also concentrated
in EMs. For example, 21 world equity markets dropped in price in 1996, of
which 19 were EMs (IFC, 1997).

However, by looking at some standard quantitative and qualitative
indicators of these markets it is possible to get some insights on the status of
stock markets in the two groups. Table 2-7 and Table 2-8 below present two
stock market indicators, namely, measures of size (number of listed domestic
companies and market capitalisationl) and liquidity (turnover ratio and value
traded as a percentage of GDP). It should be noted that the comparability of such
indicators between countries may be limited by conceptual and statistical

weaknesses such as inaccurate reporting and differences in accounting standards.

' Market Capitalisation (also known as market value) is the share price times the number of
shares outstanding. It is the total value of the various securities issued by a company and may
include Debentures, Preference Shares, and total amount of other share issues such as Bonus
and Right 1ssues.
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Table 2-7
Size of stock Market

| Market i 1987 . 1996

|
[ ! Firms | %7 TFEms | %]
| Emerging Markets | 11296 | 38.6 | 22631 525 |
[ Developed Markets | 17982 |  614| 20141 . 475
[ World Total I 29278 | 100.0 | 42404 1 1000

— 1

'- 1987 - 1 Tieee ];

[ Market ‘

" us$Bn| %] ussBn| %]
[ EmergingMarkets || 3317 42 22260 11.0 |
[ Developed Markets |1 74997 ] 958 179517 | 89.0 |
[WorldTotal 1" 78314 | 1000] 201777 1000 ]
l B S P | R

| Market i 190 [ 1997 |

[ ] o ]
[ Emerging Markets I~ 19 | 33 i
| Developed Markets || 564 | 978 |
[ World Total T e T s |

Sources: International Finance Corporation, Emerging Stock Markets Factbook,
1997 and World Bank, World Development Report, 2000.

Stock market size can be measured in a number of ways, each of which
may produce a different ranking among different countries. The number of
domestic listed companies is one such measure of market size. Another and most
important measure is the market capitalisation which shows the overall size of
the stock markets in US dollars and as a percentage of GDP. As shown in the
above table, the number of domestic listed companies in EMs has increased from
11,296 in 1987 to 22,263 in 1996, almost doubling the number of companies
over the 9-year period. As a result of these increases, the representation of
companies in EMs in the world context has increased from 38.6 per cent in 1987

to 52.5 per cent in 1996, while the representation of DMs has declined from 61.4
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per cent in 1987 to 47.5 per cent in 1996. Accordingly, it is seen that the majority
of domestic listed companies are now located in the EMs.

However, the size of the companies in EMs in dollar values is very much
smaller than that of such companies in DMs. According to the data shown in the
above table, in 1987, the market capitalisation of EMs represented 4.2 per cent of
the total market capitalisation of 7,831.4 billion US dollars. By 1996, it increased
to 11 per cent of the total market capitalisation of 20,177.7 billion US dollars.
Accordingly, although the relative size of EMs in terms of market capitalisation
1s still a small proportion of world market capitalisation, it is growing at a much
higher rate than that of DMs. Statistically, market capitalisation of EMs has
increased 6.7 times during 1987-96, while the world market capitalisation has
increased only by 2.4 times. This net increase in market capitalization of EMs
over the years has been the result of increases in listings, new issues, and share
prices in many EMs.

When market capitalisation is expressed as a percentage of GDP, it
indicates the relative size of the stock market in relation to the size of the
economy. According to the data shown in Table 2-7. stock markets of EMs are
very much smaller than the size of their economies. The market capitalisation of
EMs is only 18.9 per cent of the total GDP of EMs in 1990. Although the market
capitalisation of stocks markets has increased to 31.3 per cent of GDP by 1997, it
still remained a small amount in comparison to the situation in DMs, where the
market capitalisation has increased from 56.4 per cent of GDP in 1990 to 97.8
per cent in 1997. These data indicate that economic significance of stock markets

in DMs is very much higher than that in EMs.
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Another major stock market indicator is the market liquiditv. which
indicates the ability to buy and sell securities. This is measured by dividing the
total value of shares traded by GDP. It complements the market capitalisation
ratio by showing whether the market size is matched by trading. The turnover
ratio—the value of shares traded as a percentage of market capitalisations—is
also a measure of liquidity as well as of transactions costs. The turnover ratio
complements the ratio of value added to GDP, because turnover is related to the
size of the economy. Liquidity is an important attribute of stock market
development because, in theory, liquid markets improve the allocation of capital
and enhance prospects for long-term economic growth (World Bank, 2000).

The data relating to the market liquidity situation in EMs and DMs are

shown in Table 2-8 below.

Table 2-8
Liquidity of stock Market

(Mt O 1se ][ 17 ]
e s s ]
| Emerging Markets || 53 |. 20.9 |
| Developed Markets I 324 ] 81.9 _ |
[ World Total B | 29.0 § 69.9 |

Market 1990 } 1998

( | A |
| Emerging Markets i . | 63 |
Developed Markets 487 749 |

Source: World Bank, World Development Report, 2000.

The two market liquidity indicators given in the above table show a low

level of liquidity in EMs as against a high level of liquiditv in DMs. In 1990. the
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value traded as a percentage of GDP in EMs was only 3.3 compared to 324 in
DMs. Although this ratio in EMs increased to 20.9 per cent by 1997, the market
liquidity of EMs remained still at a very low level when compared with the
liquidity position of DMs, which increased from 32.4 per cent to 81.9 per cent
during the same period. Similar results are shown by the tumover ratio. It must
be noted, however, that although the liquidity level of EMs 1s generally very
much lower than that of DMs, there are some stock markets in EMs with very
high liquidity levels. For example, the turnover ratios of EMs such as China
(130.1%), Korea Republic (184.7%), and Pakistan (114.3%) in 1998 were very
much higher than the turnover ratio of DMs (74.9%).

Although the above-mentioned quantitative indicators of market
development provide a clear distinction between EMs and DMs, they do not
portray a complete picture of the difference between the two markets. Indictors
more difficult to determine, but may be even more important, are the “soft,”
qualitative factors of improved market efficiency in terms of transaction costs;
clearing, custody and settlement procedures; corporate governance and disclosure
standards; accounting and auditing standards, and standards of company and
economic research (IFC, 1997). Although these aspects cannot be measured
quantitatively, they are said to be better in shape in DMs than in EMs. The
development of these aspects is very sensitive to individual market conditions,
making the generalisation a difficult task. However, there have been serious
attempts on the part of emerging market companies, brokerage firms, stock
exchanges, and regulators towards increased accommodation to the legitimate

demands of domestic and international investors.
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One of the major aspects not visible from the quantitative indicators is the
existence of social, political and economic risk of a country. For example. in
many of EMSs, problems such as insider trading, inadequate disclosure of
information, influence of economic and political factors that affect share prices
are prevalent despite efforts taken by these markets to improve the situation.
Although these problems can sometimes occur in DMs as well, what is reallv
lacking in EMs are the established monitoring mechanisms and strong punitive
actions for prosecuting violators. Although such mechanisms can improve the
investor confidence, many EMs seems to have failed to recognise their
importance possibly because of the small size of their stock markets. However,
with increasing attention to the raising of capital through stock markets in recent
years, many EMs are now taking action to establish such systems to boost
investor confidence (Sheimo, 1996).

There are many other obstacles io the development of stock markets in
EMs. Some of these obstacles are caused by the unpredictability of the economic,
political and social aspects in EMs. For example, the recent currency crisis (1.e.
Asia in 1997; Russian devaluation in 1998) inflicted heavy damage on EM
investors. An additional operational risk of investing in EMs is the capital
controls imposed by the respective governments, [i.e. restriction upon
repatriation of interest, profits and dividends as well as principal (original and
capital)]. Furthermore, high interest in EMs (compared to DMs) coupled with
inefficient cost control mechanisms in some companies often lead to lower
returns on capital. Economic fundamentals of most EMs are improving, although
at a slower pace. However, much more needs to be done in EMs in order to

attract investment especially from foreign countries. Among the non-stock
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market related aspects that the investors focus on are the macro economic
polices, political situation, foreign exchange reserves and a debt profile (Siddiqi.
2001).

More importantly, however, EMs need to address the specific problems
confronted by stock exchanges in their development efforts. Most of these
problems are related to the lack of regulations and improper implementation.
Already, many EMs have identified the importance of addressing these issues
sertously and are now taking necessary actions such as passing securities
legislation, establishing regulatory commissions and  self-regulatory
organisations, and building designated investor protection funds to encourage
investment within the country or from the international investment community.
The establishment, implementation, and active compliance of theses
organisations and funds are essential to the growth and development of any stock
market. It is compliance with rules, which make the niarket both fair and orderly,
that allows the market to have ‘transparency”. Compliance allows the
institutional and individual investors a fair opportunity to profit from a successful
business. The potential for profit is still the primary reason for investing in
shares.

2.4 Corporate Disclosure Environment and Accounting Issues

in Emerging Markets
As pointed out in the preceding sections, the social, cultural, economic and

business differences between EMs are highly diverse. This is also true in the
case of corporate disclosure environment and accounting practices in EMs. To
assume that all EMs are homogeneous and to conclude that they have similar
corporate disclosure environment and accounting practices would take

generalization too far. However, with varying degree of existence, we can still
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find some common accounting characteristics in these countries. The following
sections very briefly summarize some of these common features of the
accounting environment in these countries’.

A common factor that came out from previous studies of accounting
practices in EMs was that the accounting systems of those countries are
deficient. There have been many weaknesses pointed out about the financial
accounting and reporting systems of EMs. Some of the major weaknesses are:
poor internal control; lack of management accounting concepts; incomplete,
inaccurate and late reports, un-auditable systems; shortage of staff: unreliability:
inadequacy of financial accountancy; irrelevant and deficient reporting
(Wallace, 1990). Vishwanath and Kaufmann (2001, p.50) also observed a
number of problems experienced by EMs. They were: failure to establish
rigorous accounting conventions; the Jack of uniform reporting requirements and
the absence of penalties for publishing false information; poor information
systems that exacerbate the difficulties of assessing the creditworthiness of
borrowers; and inadequate supervision and enforcement. Moreover, the

~ seriousness of the status of accounting practice in EMs was further exposed by a
review of accounting practices in five East Asian countries (Indonesia,
Malaysia, the Philippines, the Republic if Korea, and Thailand) conducted by
Rahman (1998). His examination on the assessment of how actual accounting
practices deviated from published accounting statistics, such as related party
transactions, foreign currency debt, and contingent liabilities, revealed that the

non-compliance of IASs by these countries likely to have triggered the Asian

* Although the- discussion in this section is on emerging markets (EMs), the literature used in
references frequently referred these countries (EMs) as ‘developing countries’,” less
developed countries(LDCs)’ or ‘third world countries.” Therefore, in order to maintain
consistency, the author replaced these terms with EMs except in direct quotations.
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financial crises in late mid 90s. In this instance, users of accounting information
were misled and were not able to take precautions in a timely fashion.

Accounting literature points out that most of the existing accounting
practices in EMs did not originate in responses to the societal needs of those
countries but were rather imposed by developed countres imtally through
colonialism (Hove 1986). In other words, the accounting principles and
practices underlying financial measurement and disclosure in emerging markets
largely depend on historical variables such as colonial experience and/or
colonial affinity. Although accounting and auditing objectives and practices tend
to differ from country to country and from region to region, the distinctive
conceptual approaches carried over to EMs from the developed countries reflect
upon them (Enthoven, 1983). The following quotation from Perera (1975, p.92)
explains the impact that a developed country (Britain) made on one of its
colotused countries (Sn Lanka).

The entire accounting education and training in Sni Lanka

is based on the British system. For example, the whole

gamut of business activity was directed towards the

plantation sector which was introduced to the economy

by the British. Initially almost all the joint stock

companies were owned by British investors and the

required personnel for their management, including

accountants, came from the UK. Therefore even though

these firms were actually located in Sni Lanka, they were

managed as if they were in Britain, and no attempt was

made to develop an accounting system suitable for local

conditions.

Five such diverse historical sources of accounting influence can be
distinguished: (1) British, (2) Franco-Spanish-Portuguese, (3) Germanic-Dutch,

(4) US. and (5) communistic. Since these influences have affected the

development of accounting in different countries and regions, it has also been

W
n
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considered a reason for the outdated regulations and norms of accounting
practices inculcated in EMs (Enthoven 1983).

Colonial legacies are only a one source of receiving accounting
technology to EMs. In addition to colonial legacies, Wallace and Briston (1993)
identified six other channels through which the accounting technology flowed to
EMs. They are: importation of accounting qualifications from developed
countries; the activities of transnational enterpnse (TNE); the role of
international organisations such as the World Bank, and regional development
organisations; the effort of developed countries’ aid-granting institutions, such
as the United States Agency for International Development (USAID): the role of
the International Federation of Accountants (IFAC)., the Intemational
Accounting Standards Committee (LASC), and regional accounting groups: the
accounting texts books mostly published in English. However, while some
countries have becn successful in the transfer of accounting technology. others
were not. Referring to this aspect, Wallace and Briston (1993, p.215) pointed
out that “the above media of transfer may not always have similar effects on
recipient countries, because of the differences in economic conditions, levels of
preparation, willingness to account, skills, behaviour and culture of the people,
training methods adopted and complexity of accounting legacies inhented.”

The accounting systems imported to EMs from the above mentioned
channels are often being criticized for their inability to cater to users of
accounting information in EMs. Referring to this aspect, Hove (1986) asserted
that there was no evidence to the existence of any meaningful adaptation of
accounting practices by EMs to suit local conditions of these countries. The

core of the criticism lies on the fact that accounting systems introduced in these

36



Chapter 2. The Nature und Environment of Emerging Markets

countries have undergone little or no modifications before they were
implemented in EMs. Despite these criticisms, EMs continuously adopted the
accounting systems of developed countries owing to a number of good reasons.
Wilkinson (1965) pointed out three reasons for such adoption:(1) non
availability of any local accounting principles, standards and practices in their
countries, (2) the high degree of industrial development made by multinational
corporations, compelling the adoption of the accounting systems of those
companies in order to maintain uniform accounting and reporting within the
group, and (3) accounting of foreign aid provided by intemational organisations
and foreign governments by the accounting system used by donor countrics.

What is seen from the above discussion is that the accounting practices
in the EMs have been built not on the information needs of users in these
countries but on the information needs of the users in developed countries. The
following illustration by Hove {1986, p.91) clearly outlines how the economic
aid given to EMs by the international organisations such as the World Bank and
IMF imposed accounting practices of developed countries on EMs.

The funds utilised for aid by these organisations are the

private-sector funds of investors in developed countries. As

a result, two important considerations apply to the manner

in which these funds will be managed: (1) the

accountability and stewardship concepts as understood

during the emergence of the joint stock company apply

because managers of World Bank and the IMF must

account for the use of the funds to the owners (investors in

the developed country), and (2) these managers will seek to

maximize shareholders’ wealth. To comply with the

accountability and stewardship concepts, managers must

prepare periodic financial statements that are useful to their

users (in this case, primarily the investors in developed

country); many factors determine what is “useful” in this

context. One critical factor is the need for such financial

statements to be prepared according to the generally
accepted accounting principles of the developed countries.
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As shown in the above specific example, the accounting information
needs of the users have not been considered when adopting the accounting
systems of developed countries. Although the provision of information to the
expectation of investors in developed countries is understandable given the
financial stake they have, the value of such accounting information to the users
in EMs is questionable. However, despite this major weakness and ‘“‘the
difficulty of proving the causality between the two highly correlated variables of
economic development and accounting technology, there is little doubt that
accounting 1s an important factor in achieving the goals of economic growth by
a developing country”(Needles, 1976, p. 45).

Another major problem of accounting information in EMs is its lack of
transparency. A statistical measure of transparency is the precision of the
information obtained, which is in turn a function of its quality and relevance. In
a highly transparent firm, the discrepancy between the officially disclosed
information and that provided by auditors is minimal. One of the major
impediments of measuring transparency is poor data quality—a lack of detailed
information on publicly disclosed information, on the various disclosure
standards, and on evaluations by independent auditors (Vishwanath and
Kaufmann, 2001). Because of the obsolete and less strict disclosure regulation
coupled with weak enforcement and monitoring systems in EMs (Perera, 1985),
it has generally left to the discretion of companies in EMs to decide to what

extent the information should be disclosed.

Although the improvement of disclosure will help the development of
stock markets in EMs, companies are more concermned about the cost and

benefits of disclosing information more than the benefits that high disclosure
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can deliver for the overall improvement of the securities markets. In
comparison to developed markets, the cost of producing accounting information
such as employment of qualified accountants is generally higher in EMs. On the
other hand, cost of not disclosing is comparatively lower in EMs owing to Jack
of market pressure and ineffectiveness of the regulatory agencies and investors
in these countries (Ahmed, 1993). Therefore, the level of disclosure in corporate
annual reports in EMs still comparatively lower in comparison to developed
markets. Since, a strong correlation between active and well developed
securities markets and the extent of financial disclosure in corporate reports has
been observed (Gray et al., 1984), action needs to be taken in EMs for the
overall improvement of corporate disclosure in order to develop their securities

markets.

The lack of professionally qualified accountants to serve in EMs 1s
seen as another barrier for the development of accounting practices in EMs.
Gujarathi and Dean (1993) documented the enormous difficulties the
government sector has in hiring, training and retaining accountants and auditors
in EMs such as Bangladesh, Tanzania, etc. Although the poor accounting
education and training system is the major reason for causing this shortage, the
great disparities between salaries in the government and private sectors in EMs

is also considered as a part of the problem.

Not only accountants in EMs are insufficient in terms of numbers but
also lack some qualities required for an emerging market. This is a result of the
education and training systems prevailing in EMs. As Abedeen and Yavas
(1987) pointed out the accounting education system as well as the training of

accountants in EMs is generally based on models used in developed countries.
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Furthermore, the textbooks and accounting practical guides used at universities
are mostly authored in the developed world. The professional accounting
institutes of the colonising countries also exerted a significant influence on
accounting education and training methods. As Pok and Eddie (1990. p.3) noted
“professionally trained accountants in developing countries formed nucleus of
professional associations which often had a monopolistic position and were
virtually a copy of the corresponding professional body operating in the
colonizing countries. Many were also members of the professional association
operating in the colonising country. The majority of qualified accountants
adopted accounting principles, standards and practices of the developed
countries.”

As a result, there was an “overemphasis on the technical aspects of
accounting to an extent that almost always produces technicians incapable of
understanding whether better way exists, what the purpose of accounting is for
their societies, and whether the purpose is being accomplished” (Hovel986,
p96). The focus of accountants in EMs has been on reporting information to
stake holders and their efforts on providing information for internal decision-
making have been rarely appreciated. This was also due to the economic
dependence of EMs on developed countries and the shortage of qualified
accountants (Ahmed, 1993).

The users of accounting information in EMs are also very different
from those in developed countries. They are “likely to be primanly non-
technical people, often uninformed and unsophisticated in financial and
accounting matters” (Perera, 1985, p.19). Also, the involvement of government

sector of EMs in economic activities is very much higher in comparison to the
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situation in developed countries. Both these characteristics require the provision
and presentation of accounting information in EMs to be different from those of
developed countries where the users are known to be well sophisticated and
their private sector plays a dominant role in economic activities.

One of the major problems associated with having a large government
sector, which is known to have been reluctant to implement modem accounting
concepts and principles, is the susceptibility to large scale corruption and frauds
leading to substantial amounts of losses in state owned enterprises. The massive
corruption and wastage of development resources and the total absence of
accountability in any EMs have disenchanted most of the development efforts of
the national and intemational community (Kanm, 1995). Corruption may be
associated with a lack of transparency (Martin and Feldman, 1998). Thus, the
governments of EMs, pressurised by international community, have taken
enormous ‘interest in recent years in the introduction and the improvement of
accounting standards as the present status of which stands as a serious barmer in
bringing foreign direct investment for much needed economic development in
EMs.

However, many of the EMs do not have enough resources or know-
how for the development of local accounting standards although many
researchers believe that it is the best way for improvement of the serviceability
of accounting information in theses countries (i.e.: Samuels and Oliga, 1982;
Perera, 1989, Pok and Eddie, 1990). Because of this limitation, the other
alternative that these countries are left with is adopting [ASs in whole or with
slight modifications. However, Samuels and Ologa (1982) have reservations on

such harmonization efforts which they think have been based on the
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unquestioned assumption that the uniformity of standards is both desirable and
feasible. They argue that there are both conceptual and practical problems that
expose the futility of such an exercise, especially for EMs. At the
metatheoretical level, there are intractable problems of differing values and
beliefs as well as epistemological and ontological positions, making little
congruence in the definition of accounting as well as its nature and purposes.
Therefore, it is necessary to consider the accounting needs within a country,

particularly the EMs, not just the needs of the international business community.

Nevertheless, irrespective of the debate whether standardised accounting
practices will benefit EMs, the adoption of IASs in EMs has been continuing at
a very high pace. According to Nobes (2000, p. 75), “it 1s perhaps in developing
and newly industrialised countries that the clearest and most spectacular success
for the IASC might be claimed. Many countries (i.e. Nigeria, Malaysia, and
Singapore) have adopted IASs with little or no amendments as their national
standards.” Pakistan has incorporated the standards that are relevant in its
particular environment within its laws for listed companies. In S Lanka, the
Accounting Standards are formulated by the ICASL on the basis of [ASs with
slight modifications to meet local conditions and needs. Nevertheless, despite
the fact that IASC has established itself as the only International Accounting
Standards setter, it has not yet won the battle for world-wide leadership in
establishing a globally used unique set of accounting standards (Nanayakkara,
1999). As for the impact of IASs on economic development of a country,
empirical investigation carried out by Larson (1993) examining the association
between the adoption of IASs and the economic growth using data of 35 African

countries, found that countries adopting modified versions of IASs experienced
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significantly higher economic growth rates than countries not adopting [ASs or

adopting unmodified version of them.

Although it is difficult to find a clear answer to the question that
enterprises in EMs will benefit from JASs, IASC is of the opinion that many. if
not all, existing [ASs apply equally to EMs and are reasonable standards for all
sort of businesses. In their opinion, IASs make it easier for enterprises in EMs to
raise capital at an acceptable cost and many EMs that do not have the resources
to develop their own accounting requirements can use [ASs in the knowledge
that they have already been tried and tested elsewhere’ . The critics of IASs, on
the other hand, argue that present [ASs are unsuccessful in EMs because the
socio-political, economic and cultural value differences tend to be not only

pronounced but also highly variable among EMs (Pok and Eddie, 1990).

Since accounting is a product of its environment, including the culture
of the country in which it operates, there is no doubt that cultural differences
between countries make a huge impact on the way how accounting is practiced.
Because each country has its own set of environmental factors and unique
cultural attributes, it is very unlikely that universally acceptable accounting
standards and practices be established. The influence of cultural environment on
accounting standards and practices has been examined by a number of studies
(i.e. Jaggi, 1975, Gray, 1988; Perera, 1989; Fechnner and Kilgore, 1994:
Doupnik and Salter, 1995). Based on a study of over 100,000 IBM employees in
39 countries, Hofstede (1980) identified four basic dimensions which reflect the

cultural orientation of a country. They are: individualism versus collectivism,

3 These observations were made by Technical Director of IASC, Liesel Knorr, at the LA
Weerasinghe memorial oration held at the Institute of Chartered Accountants of Sri Lanka in

1998 (Nanayakkara, 1989)
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large versus small power distance, strong versus weak uncertaintv avoidance,
and masculinity versus femininity. As noted by Perera (1989) there are
significant cultural differences between DMs and EMs mainly in two
dimensions—individualism/ collectivism and large versus small power distance.
Also, differences may be present in the areas of uncertainty avoidance and
masculinity/femininity dimensions. These differences create gaps in transfer of

accounting technology to EMs.

On the basis of the Hofstede’s research findings, Gray (1988)
developed four value dimensions of accounting sub-culture that could be
influenced by national culture. They are: professionalism versus statutory
control; uniformity versus flexibility, conservaiism versus optimism; and
secrecy versus transparency. This finding was supported by an empirical study
conducted by Eddie (1989) on a selected EMs in the Asia-Pacific region.
According to the results of this study, national cultures appear to be associated
with accounting sub-culture values in these countries. Perera (1989) also
supported Gray’s classification. The results of his study placed EMs at the
bottom end of the individual scale, indicating a low level of professionalism in
EMs. When it is the case, there is little regard for adequacy or accuracy of
published information. Moreover, because of the large power distance and
strong tendency towards uncertainty avoidance in EMs, the corporate financial

reports in EMs tend to maintain uniform practices between companies
consistently.
Although the socio cultural differences between DMs and EMs

continue to exit, the business and accounting environments in EMs are changing

in a big way in recent years. For example, the economies of these markets are
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fast progressing with the transition from a substantially state controlled to a free
market economy. Strict regulations concerning interest and foreign exchange
rates are being eliminated. Some protected domestic businesses are opening up
to foreign markets. Privatisation of state-owned enterprises is progressing. As a
result of the rapid transition of economies, capital markets are showing
remarkable development. The number of companies raising their capital in the
capital market and the volume of transactions are rapidly increasing. These rapid
changes in the economic environment have moved the importance of the
accounting profession and financial reporting to the front stage. Fundamental
changes in the regulations in the capital markets, the accounting profession. and
financial reporting are being carried out to facilitate these changes. Therefore,
despite the existence of a wide gap between EMs and DMs in relation to socio-
political, economic and cultural values, the wide gap existed in the business and

accounting environments in EMs is certainly narrowing down.

2.5 Sri Lanka as an Emerging Market
As noted earlier, Sri Lanka has been classified by the IFC as an emerging market.

Accordingly, many of the common characteristics of EMs that were described in
Sections 2.3 and 2.4 above are applicable to Sri Lanka. The purpose of this
section is to provide a brief description of the historical, political and economic’
status of Sri Lanka and more importantly to evaluate the current state of the stock

market in Sri Lanka and to show its relative position among EMs.

4 The economic analysis of Sri Lanka is mainly based on the facts and figures outlined in the
“Economic Progress of Independent Sn Lanka” and *Annual Report-2000” published by the
Central Bank of Sri Lanka, and “ Sri Lanka- Recapturing Missed Opportunities” published by
the World Bank.
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2.2.1 Historical, political and economical status of Sri Lanka
Sri Lanka, formerly known as Ceylon, is a country with developed prehistoric

human settlements, with a recorded history starting from about the 4th centurv
BC. In 1505, the Portuguese captured the coastal belt of the country and ruled 1t
until the Dutch ousted them in 1658. The Bntish displaced the Dutch in 1796 and
brought the entire country under their rule in 1815 before unifyving the
administration in 1833. Sn Lanka attained its independence in 1948 and became
a Republic in 1972. Sri Lanka has been a participatory democracy since
independence.

The two principal groups in Sri Lanka are the majority Singhalese (74%)
and the minority Tamils (18%). Other minorities include the Moors (7%) and
Burghers, Malays, and Veddah aborigines (1%). In 1998, country had a total
population of 18.8 million with an annual population growth of 1.4 per cent.

The ancient Sri Lanka predominantly was a well-developed agranan
economy aided by highly developed tank irrigated rice cultivation system built
by the kings who ruled the country in ancient times. During the foreign rule in
the country, the plantation sector was developed. At the time Sri Lanka regained
its independence in 1948, it was still an agricultural economy. However, the
structure of the agriculture had changed significantly from the non-plantation
production to the production and trade of three plantation crops, viz., tea rubber
and coconut which contributed a major share of the national income. In 1948, the
agricultural sector directly contributed 40 per cent of the national income. There
was little interaction between the plantation sector and the domestic non-
plantation agricultural sector. The plantation sector performance dominated the

activities of most other sectors of the economy such as trade and commerce,
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banking and insurance, transport and manufacturing activities. including the
processing of the three plantation crops.

During the five decades since independence, the economy grew by 4.2 per
cent annually. The per capita nominal income in 1948 was estimated at USS 120.
This had reached US$ 814 by 1997, an annul increase of 11 per cent. Its per
capita income remains the highest in the region, after the Maldives. The post
independence government faced the challenging task of nation building and
promoting economic development. The major changes in the performance of the
economy were caused by several key factors, namely. the economic polices
followed by the different governments, the behaviour of world market conditions.
in particular the large changes in commodity prices, extreme weather conditions
and the ethnic conflict.

Prior to 1977 period, Sri Lanka as many other EMs at that time adopted
polices of import substitution under high import tariffs to promote local industrial
and agricultural activities. Also there was increased government intervention and
state regulation of economic activities from 1950s until 1977. The year 1977 was
a landmark in the economic and social polices of the post-independence period.
Far-reaching policy reforms were introduced in that year to shift the focus from
an inward looking development strategy to an outward looking development
strategy to free the economy from an array of controls. During the two decades
after the move to economic liberalisation in 1977, economic growth averaged 5.0
per cent per year. However, there were fluctuations in the growth rates. The
highest average growth of 6.5 per cent was seen during the first 4 years after
1977. The high growth rate was largely demand driven, supported by a massive

public investment program. “Sri Lanka is today South Asia’s most open
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economy, having liberalised the economy in the late 1970s ahead of other
developing countnies” (World Bank Study Notes Resilience of Economy. 2000,
p-21).

Sri Lanka has experienced several external shocks since independence.
Although Sni Lanka benefited from a few short export booms such as during the
Korean War in 1951, it was frequently affected severely by sharp downturns in
its primary export prices such as during 1957-1960 and the sharp escalation of oil
prices in 1973-74 and 1981. The economy has undergone considerable structural
transformation since independence, particularly during the last two decades,
benefiting from progressive liberalisation. Hence, it is now far more resilient
against diverse external shocks than in the past. The dependence on the
agricultural sector has declined and manufactuning and service sectors have
become leading contributors to the economy, providing greater opportunities for
both employment and income generation. The degree of openness of the
economy, which declined sharply during the import substitution phase, has
recovered during the last two decades. The export structure has become
diversified with new export items such as garments, rubber products, ceramics,
handicrafts, leather products, electronic goods, processed fruit and fish products
successfully entering international markets. Manufactured exports, which
accounted for only 0.5 per cent of total exports in 1948 and 1.2 per cent in 1971,
accounted for 73 per cent of total exports in 1996.

Despite many challenges and difficulties in the past, the quality of life of
the people has gradually improved since independence. Sri Lanka was one of the
first developing countries to understand the importance of investing in human

resources and promoting gender equality. The improvements in this area are seen

48



Chapter 2: The Nature and Environment of Emerging Markets

In many spheres of human development such as health, education, utility services
and access to the mass media, and so on. It must be noted that Sri Lanka's
achievements in the area of human development have been far superior to those
of her South Asian neighbours and comparable with those of the economically
advanced countries. As for the statistics, Sri Lanka's current Human
Development Index (HDI) of 0.71 (the maximum being 1.0) is ranked in the
category of achievers of a high level of human development.

On the whole, despite the enormous challenges Sri Lanka had to face, it has
been able to achieve a significant economic development over the past few
decades. With its free and open economic polices, a dynamic and resilient private
sector has emergcd in the country. A recent report issued by the World Bank
(2000) titled “Sn Lanka- Recapturing Missed Opportunities’ commended Sn
Lanka for its remarkable resilience in the face of severe shocks to the system
caused by the ongoing ethnic war and turbulence in international markets. It
attributed the healthy economic growth achieved by the country, despite
acceleration of the civil conflict in the 1990s, to the good microeconomic
management and progress in trade liberalisation, privatisation, and financial
sector reforms. Moreover, the unemployment and inflation in the country have
fallen to historic lows, the external current account has strengthened, exports
have diversified and expanded, and the direct investment has risen. However,
there is still a long way to go before Sri Lanka achieves its most ambitious goal
of becoming Newly Industrialised Country (NIC) in the near future. To that end
the on-going structural reforms need to focus more on the improvement of public

sector efficiency. Further fiscal consolidation in reducing the size of the
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Government in the economy is necessary to pave the way for accelerated private

sector led growth.

2.5.2 Capital Market in Sri Lanka
The capital market is regarded as the market for long—term securities. Most

securities traded in the secondary market belong to two broad categories—stocks
and bonds. In Sri Lanka, the only authorised market for securities transactions is
the Colombo Stock Exchange (CSE)®. The following section provides a brief
description to indicate the current status of CSE and its position in the Asian and

world context. A market profile of the CSE is given in Table 2-9.

Table 2-9

Sri Lanka Capital Market Profile
(Currency in billions; end of period level)

| | 1987 | 1990 | 1993 | 1996 | 1999
_ Number of Listed Companies |

* Colombo Stock Exchange 3 168 | 175 | 200 | 235 | 237 |
* Market Capltahsatmn A

'FnEHee’ = ‘. | 187 369 1238 1042 112.8 |

" In U.S. dollars : || 0608 0917] 2498 | 1.886 | 1.603 |
LTrad _g,Value{AnnuaI Turnover) e
Inrupee | 0335) 1563 | 18579 | 7.403|  14.842 |

" InUS. donaré"" — J[o011]] o039 0385] 0134 ]  0.211]
_Localindex = =3
Al Share Price Index(1985 1000 || 2191 3844 | 9790.] 6030 5725
_ Sensitive Price Index (1985=100) || 3823 ] 680.3] 14424 | 8977 | 9375
' AVG Exchange rate (Rs. for USS) | 2045 | a0 { 4826 | 5526| 7039

" * This inc lndex ‘The Milanka Price Index (MPI) was introduced in January 1999 (1998 1000} to repiace the
i Sensitive Price Index.

Sources: International Finance Corporation, Emerging Stock Markets Factbook, 1997; CSE, Annual
Report, 1999; Central Bank Annual Report, 2000.

As shown in the above table, the CSE had 237 listed companies with a

market capitalisation of over 112 billion rupees (US 1.6 billion). Compared to

3 The historical development and the activities of the CSE are discussed in Chapter 4 under
section 4.2: The Institutional Framework.
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77° listed companies in 1976 and 168 in 1987, this is a significant achievement as
the number of listed companies has increased by 3 times during the 1976-87
period. Market capitalisation has also increased from 18.7 billion rupees in 1987
to 112.8 billion rupees in 1996, showing an increase of 503 per cent over the
nine-year period. Similarly, trading value has also increased from 0.333 billion
rupees to 14.842 billion rupees over the same period. The development of the
CSE is also reflected in its two indexes: All Share Price Index (ASPI)’ and
Sensitive Price Index (SPI)%.

However, the CSE in the context of world stock markets is a very small
market. Table 2-10 provides a comparison of CSE with the ten largest stock
markets in the world in terms of market capitalisation, value traded, number of
listed companies and average company size. Accordingly, it i1s secn that Sni
Lanka’s market capitalisation of US$1,848 million 1s ranked 62 in the world. It is

“"equivalent to 0.6 per cent of Australia’s market capitalisation, which vccupied
the 10™ place on the market scale in 1996. Similarly, Sn Lanka has been ranked
60 on the total value traded in 1996. Again, Sri Lanka’s trading value of US$134
million was mere 0.1 per cent of the Chinese market capitalisation which
occupied the 10" place in the same year. However. due to the recent changes in

economic and social environments in Sri Lanka with a change in political

administration, the performance of CSE has increased remarkably. As a result,

¢ Source: CSE annual report, 1993.

7 The All Share Price Index is used to measure the movement of share prices in all the listed
companies. This has been prepared on the basis of market capitalisation. The weighting is
done in proportion to the issued ordinary capital of listed companies valued at the current
market price. Accordingly, the companies that have a higher market capitalisation count more
heavily than the ones with a lesser market capitalisation.

% Sensitive Price Index is used to identify the general direction of price movement of blue chip
companies. Newly introduced price index, MILLANKA (MPI), replaced this index in 1999
with the base index set at 1000 points as at 31 December 1998. This price index comprises of
25 listed companies representing seven sectors. Accordingly, MPI represents over 10% of the
listed companies and accounts for over 50% of the total market capitalisation of CSE.
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the CSE claimed to have been one of the world’s best performing stock markets
for the second consecutive year with ASPI moving up by an impressive 31.2% in
a post election year (After October 2001) while the MPI advanced 33.3% (Island.

2003).

Table 2-10
CSE in the Context of World Stock Market (1996)

0. TotalValue’ »‘»‘*:'&}j:ﬁ_‘i}__,__‘*

| Rank || Market |l US$ Mllhons |8 | Rank | Ma:ket | USS Millions
[ 1 |l u.s [ sasa433 | 1 Jlus | ?1214&7]
2 | Japan || 3088850 |" 2 | Japan ; |l 1251998 |
k- G T sl 1740246 1 3 | Germany | 768745 |
"4 |l Germany | 670997 |0 4 |UK | 578471 |
[ & |l France || 591123 |8 5 |/ Taiwan, China | 470193 |
"6 |l Canada | 486268 |I8| 6 | Switzerand = || 392783 |
[ ?""I[‘Haﬁ'g'kbna || 449381 |B8| 7 || Netherlands || 339500 |
| 8 || Swilzerland || 402104 || 8 | France | 277100 |
[ 9 |l Netherlands || 378721 |BM| 9 | Camada || 265360 |
.10 || Australia | 311988 | 10 |/ China |l 256008 |
7 ; |
|W1['§ﬂén§a“—"lr" - 1843‘|-| so ]1 SnLanka ]; 134J!
' Rank | Market ]rCompames—I.[ Rank ] Mancel T O ] USS MlllIOI'IS ]I
[ 1 ][ India |[ 8800 |°% 1 | Switzerland | 1888 |
2. Ifus I 8479 |B8[ 2 | Nethedands | 1745
[ 3 J[uk I[ 2433 |84 3 JlJapan I 1323 )
- 4 | Japan | 233 |0 4 | Sweden . . ]‘;
5 || CzechRepub. || 1588 |0 5 || ltaly |! 1058 |
" 6 |[ Canada Ii 1265 |B8 6  |us. - B 1001 1]
7 || Australia I 1135 |B8| 7 | Germany | 985 |
8 | Slovakia I 816 |F8 8 | Finland |/ _ 888 |
9 | Pakistan | 782 |BB| 9 |lBelgum 1 882
10 | Korea | 760 |°% 10 | France | 862 |
&= ;
.28 | Srlanka 1 235 || 78 | Srilanka | 8|

Source: International Finance Corporation, Emerging Stock Markets Factbook, 1997.

In terms of the number of listed companies, however, Sri Lanka has
occupied a fairly high position in the world stock market, with 235 Sni Lankan

companies being ranked 28. Although, Sri Lanka’s 235 companies were just 2.7
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per cent of highest ranked India, which had 8,800 listed companies in 1996, it

accounted for about 31 per cent of the 10™ placed Korea’s 760 listed companies.

showing a relatively high level of domestic listed companies in Sri Lanka. In the

context of EMs, Sri Lanka’s 235 listed companies and market capitalisation of

USS$ 1,886 in 1996 accounted for just 1.1 and 0.1 per cent respectively of those in

EMs, again showing the relative smallness of the CSE. Table 2-11 shows the size

and liquidity position of CSE in the context of EMs.

Table 2-11

Size and Liquidity of CSE in EMs
(end of period level)

Capital saﬂon (% of GDP)—(End of penod level)

=]

"%'e’ﬂad

fed (% of GDP)--(end of pericd level)

' Market I\ 1990 | 1997 |
[ Emerging Markets 189 | 313 |
* Major Emerging Markets in South&East Asna PRI ] S P vy
| Bangladesh B s - A o9l 37|
~ China SN T | 229 |
| India ] 129 | 337 |
" Indonesia | 74 ] 135 |
[ Maleggia I[ 1136 | 95.1 |
. Pakistan I 1 17.8 |
_ Philippines | 134 | 38.2 |
k. Tharland § o ST S i 280 || 153 |
[é Lanka = | 114 | 13.9 |

[ Market I 1990 | 1997 ‘
. Emerging Markets | 53 | 208 |
. Major Emerging Markets in South & East Asia o s s _—]—_ e
[ Bangladesh |l 00| il . 09 |
I; BN e | a3 g J 41.04
~ India N 7.3 || 14.1 |
. Indonesia | 35 || 19.4 |
| Malaysia | 254 | 149.3 |
IS L o P 06 | By 186 |
_ Philippines e | 1 o0 e 244
BRI e . ] — 28] 15.0 |
’s’ Sri Lanka I 05 | 2.1 |
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:?F-T-__fyﬁfu?ﬁggéi‘ Ratio (Value Traded as % of Market _Ca.p'rtalisation)
8 Yo g Wy a3 - (end of period level)
Market : 1990 1998

~ Emerging Markets 2 . = | el 463

_ Major Emerging Markets in South & East Asa | |

 Bangladesh n g 15 | 24.2
China | 158.9 | 130.1 |
Inda ot ] 65.9 | 560 |
Indonesia 3 - :' 7538 | 60.7
Malaysia ' ' i 246 | 29.3 |
Pakistan ! 8.7 | 114.3
Philippines J 136 | 31.1
Thailand l 926 | A 2j

' Sri Lanka | 5.8 | 148 |

Source: World Bank, World Devélobment Repori, 2000.

When measured as a percentage of market capitalisation, the CSE has been
able to increase its market size from 11.4 per cent in 1990 to 13.9 per cent in
1997, achieving an increase of 22 per cent during this period. However. during
the 1990-97 period the market size of EMs has increased from 18.9 to 31.3 per
cent of GDP,Awith an increase of 65.6 per cent, showing a very much higher
growth in comparison to the size of CSE. Among the major EMs in South and
East Asia, only Bangladesh (3.7%) and Indonesian (13.5%) stock markets were
smaller in relative size to Sri Lanka's stock market. The stock markets of some
countries in this region such as Malaysia (95.1%) and Philippines (38.2%) are
even bigger than the average size of EMs (31.3%).

With regard to the market liquidity, Sri Lanka has strengthened its status in
recent years. The value of shares traded as a percentage of GDP increased from
0.5 per cent in 1990 to 2.1 per cent in 1997 while the turnover ratio has increased
from 5.8 per cent in 1990 to 14.8 per cent in 1998. However, when compared
with the performance of EMs where the average value traded as a percentage of
GDP and the turnover ratio were 20.9 and 46.3 per cent respectively, Sn1 Lanka’s

liquidity position does not appear to be adequate. Particularly when compared
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with some of the major South and East Asian countries. Sri Lanka's liquidity
position appears to be very small. In fact, Wickramanayake (1994) and Moldrich
(1994) pointed out the lack of liquidit}/0 as one of the basic constraints to the
development of the secunity market in Sri Lanka. Overall, despite the progress
made in the last decade, the small size of the market coupled with the low levels
of liquidity remains to be a main weakness of the CSE. For the positives.
however, there have been genuine attempts both by CSE and SEC on the
improvement of infrastructure and regulation in recent years. These attempts will
no doubt bare fruits in the near future. While continuing to place emphasis on
this front, the CSE also needs to take sufficient measures for market

development.

2.6 Summary

The purposes of this chapter have been to provide information on the definition,
characteristics of EMs and to make a general evaluation of the accounting
environment in EMs together with an overview of Sn Lanka as an emerging
market. Since there have been inconsistencies among the prevailing definitions of
EMs, a broad definition of EMs, which considers developing countries
synonymous with EMs, is used in the study. One hundred and fifty seven
countries have been identified as EMs which also include some of the largest and

most liquid markets in the world, several long-established markets and many

® This lack of liquidity is both “horizontal” as well as “vertical”. It is horizontal in the sense that
when one considers the existence of over 20,000 companies registered with the Registrar of
Companies, the present number of listings can hardly be considered adequate. Vertical
liquidity refers to situations where the quantity of shares available for trading 1s limited. Many
family—held companies hold on to larger percentage of shares to ensure absolute control.
Many local investors also hold on to large parcels of shares as “long term” investments
without trading on the medium and short term. Finally, the low threshold levels required for
listing on the exchange result in only a limited number of shares being available for trading

(Wickramanayake, 1994).
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markets where the latest technology has been installed to expedite trading.
settlement, portfolio management, market supenvision, and information
dissemination. The countries classified as EMs are so diverse in economic,
political, cultural and many other aspects, making it difficult to identify specific
characteristics common to all EMs.

Similarly, significant vanations exist in EMs in relation to their business
and accounting environments. In general, accounting systems of EMs are known
to be deficient with reported weaknesses in their financial accounting and
reporting systems. Most of the existing accounting practices in EMs were
imposed by developed countries initially through colonialism, therefore, inherited
features more suitable for developed countries. In addition to colonial legacies,
accounting technology flowed to EMs through six other channels. Significant
differences were also identified between DMs and EMs in relation to level of
transparency, disclosure regulations, quality and quantity of accountants. The
improvement of accounting practices through adaptation of IASs is being
progressed in EMs at a rapid pace despite reservations of some researchers over
their suitability for these markets. The vast differences observed between DMs
and EMs in relation to socio-cultural values are seen as a major reason why
harmonisation efforts may not succeed in EMs. While the cultural differences
between markets continue to exit, the gaps between DMs and EMs in relation to
business and accounting environments are narrowing down.

Sri Lanka is predominantly an agricultural country but significantly
changed its economic structure by moving to an open market economic system
with increased industrial and service output. Despite being an emerging market,

it has achieved significant improvements in many spheres of human development
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such as health, education, utility services and access to the mass media. in
addition to its impressive economic development over the past few decades.
Also, owing to its free and open economic polices, a dynamic and resilient
private sector has emerged in the country. Its secunty market. CSE, is
comparatively a small market which was ranked 62 in the world in terms of
market capitalisation and 28 in terms of number of companies listed on the stock
exchange. However, with the recent change in political administration in the
country, CSE has become one of the world’s best performing stock markets in

the world for the second consecutive year.
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Chapter 3

Corporate Financial Disclosure:
A literature Review

3.1 Introduction

Corporate financial disclosure has been a focus of research all around the world
since the pioneering research in the US in 1960s. These research have dealt with
many aspects of corporate financial disclosure with varying degrees of
emphasis, using varety of research methods. The major objective of this chapter
1s to provide a comprehensive review of the previous studies conducted on the
aspects of corporate disclosure that this study is aimed to examine. Therefore,
within the framework of this study, the scope, methodology, findings, and
limitations of the relevant studies conducted during the last four decades are
reviewed in the following sections.

As for the method used to analyse previous research, this study takes a slightly
different approach to the literature review of previous studies, which generally
classified and reviewed literature on the issues and methodologies used. The
approach taken in this study is to categorise the previous studies according to the
country of research before reviewing them to examine their scope,
methodologies, and findings. Since the major objective of this study is to
examine the corporate disclosure practices in one country, St Lanka, the
categorising of previous studies by country facilitates a comparison of all aspect

of this study with those of other countries. In addition, this classification enables
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to examine the similarities and dissimilarities of corporate disclosures between
developed and emerging markets. In order to achieve these objectives, this
review has been confined to the studies that have directly dealt with corporate
disclosures in annual reports of a particular country. However. some studies that
were primarly designed to compare disclosure issues between countries have
been excluded from this analysis as scope and nature of such studies are
different from those of this study'’. In addition to reviewing country studies. a
few studies, which do not fall into this category, are also reviewed in a separate
section considering their relative importance to the analysis of results in this
study.

The literature on corporate disclosures in annual reports that are
reviewed in this chapter basically fall into three categories of research. The first
category includes studies that have examined the disclosure practices from the
preparers’ point of view through quantification of information disclosed in the
corporate annuls reports (see, for example, Cerf 1961; Singhvi 1967: Henderson
1969; Singhvi & Desai 1971; Choi 1973; Barrett 1975: Spero 1979; Firth 1980;
Amemic & Maiocco 1981; Firth 1984; Marston 1986; Cooke 1989; Tai el al.
1990; Cooke 1991; Priebjrivat 1992; Giner Inchausti 1993; Gray, Meek, &
Roberts 1994; Hossain et al. 1995; Ahmed 1996; Marston and Robson 1997;

Patton and Zelenka 1997; Naser 1998: Xiao 1999: Eng and Teo 2000).

B3 Examples of studies on this category are: Henderson (1969>—USA & Canada; Fredernick
(1973)—Europe; Barrett (1975)>—USA, UK, Japan, Sweden, Netherlands, Germany, France;
Belkaoui and Pevrard (1977)—Canada, USA and Europe; Baker et al (1977)—USA and
Australia; Chang (1977)— USA and New Zealand; Spero (1979)—France, UK and Sweden;
Chang and Most (1981)—USA, UK. and New Zealand; Kahl and Belkaoui (1981)—18
countries; Marston (1986)—India and U.K; Anderson and Epstein (1986)—Australia, New
Zealand and USA; Williams (1992)—13 countries; Gray et al (1994, 1995a, 1995b)y—USA.
UK, and Europe: Russell and Diga (1998)—Malaysia, Indonesia, Philippines, and Thailand.
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The majority of these studies used ‘disclosure indexes’ for measuring the
information content of annul reports (see, for example, Cerf 1961; Singhvi 1967,
1968; Henderson 1969; Singhvi & Desai 1971; Choi 1973; Buzbyv 1974, 1975:
Barrett 1975, 1976, 1977, Stanga 1976; Courtis 1979; Firth 1979; Garsombke
1979; Spero 1979; McNally, Eng, & Hasseldine 1982; Firer & Meth 1986:
Marston 1986; Chow & Wong-Boren 1987, Wallace 1988b; Cooke 1989, 1991,
1992, 1979; Tai el al. 1990; Williams 1992 ;Ahmed 1994; Ahmed and Nicholls
1994; Wallace et al. 1994; Nicholls and Ahmed 1995; Naser 1998)"". Some of
the studies that examined the extent of corporate disclosure by companies have
gone beyond the measuring of disclosure levels in annual reports by examining
the relationship between those disclosure levels and the corporate characteristics
such as size, leverage, and profitability (see, for example, Singhvi & Desai
1971; Cooke 1989, 1991, 1992; Tai el al. 1990: Ahmed 1994; Ahmed and
Nicholls 1994; Wallace et al. 1994: Naser 1998)"°. This relationship between the
disclosure levels and the corporate characteristics has been generally examined
through statistical measures, usually by a regression analysis (see, for example,
Singhvi & Desai 1971; Cooke 1989; Tai el al. 1990; Cooke 1991, 1992; Ahmed
1994; Ahmed and Nicholls 1994; Wallace et al. 1994; Naser 1998)'6.

The second category of studies included in this review are the studies

that have examined the user information needs mainly through questionnaire

'* A comprehensive review of articles on the use of disclosure indexes in accounting research,
including the construction of disclosure indexes, weighting the index, problem in calculating
indexes has been provided by Marston and Shrives (1991).

1> A meta-analysis of 29 of such studies was provided by Ahmed and Courtis (1999).

'® The problems of empirically estimating the relationship between disclosure levels and
corporate characteristics through regression analysis were examined by Cooke (1998).
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surveys'’ (see, for example, Baker & Haslem 1973: Chandra 1974. 1975 Lee
and Tweedie 1975; Chenhall & Juchau 1976, 1977; Belkaoui & Pevrard 1977:
Benjamin & Stanga 1977; Chandra and Greenball 1977; Chang and Most 1977,
1981; Belkaoui and Kahl 1978; Firth 1978; Wilton and Tabb 1978; Winfield
1978; Belkaoui 1979; Anderson 1981; 1998: Stanga and Tiller 1983; Robbins
1984; Wallace 1988; Gray & Roberts 1989; Joshi and Abdulla 1994: Anderson
and Epstein 1995, 1996; Abu-Nassar and Rutherford 1996; Rahman 1999:; Ho
and Wong 2001). The third category comprises the studies that have examined
the corporate disclosures incorporating both annual reports and user input
analysis. In other words, these studies that have incorporated the views of both
preparers and users in relation to the financial information disclosed by
companies in their annual reports (see, for example, Buzby 1974; Buzby 1975:
Stanga 1976; Firth 1979a; Firth 1979a; Courtis 1979; McNally, Eng, &
Hasseldine 1982; Firer & Meth 1986; Chow & Wong-Boren 1987; Wallace
1988b; Tong et al. 1990; Malone et al. 1993; Nicholls and Ahmed 1995; Kanm
1995; Mirshekary 1999).

The chapter is organised under five sections. After the initial
introduction given in this section (3.1), section 3.2 reviews the corporate
disclosure studies conducted in each country under the broader headings of
developed and emerging markets. The disclosure studies conducted in Sri

Lanka, which were excluded from the discussion in section 3.2, are presented

' Courtis (1992) examined the reliability of these perception based annual report disclosure
studies by analysing 11 of such studies that used user group perceptions regarding the
importance of annual report disclosures. He investigated the presence of non-trivial
consistency in perceptions on 63 information items across the 11 studies that extended over
the period of 16 years in 6 countries, and across six user-preparer groups. The presence of
perception consensus was found on approximately 30% of the items-in-common. and between
user-preparer groups on most items.
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separately in section 3.3. This is followed by section 3.4 which reviews some of
the other important disclosure studies. Finally, after discussing the shortcomings
of previous disclosure studies in section 3.5, section 5.6 provides a summary of

the chapter.

3.2 Corporate disclosure studies by country
3.3.1 DEVELOPED MARKETS

Australia
One of the early attempts to establish some hard data on the information needs

of Australian investors is found in the studies conducted by Chenhall and Juchau
(1976 and 1977). The survey they conducted on two selected investor/investor
representative groups in Australia was based on the rationale and questionnaire
format used in the US study of Baker and Haslem (1973). They extended it to
provide a basis for some cross national comparisons of investor information
requirements. The questionnaire used in the survey consisted 37 factors that
would affect share decisions.'® The respoﬁdents were asked to identify the
relative importance of each factor on a five-point scale. From a total of 1025
investors surveyed, 476 valid replies were received, representing a response rate
of 46.4 per cent. This study focused on some important questions regarding
information needs of investors and the provision of investor information from
both within and outside the corporate reporting framework. The results suggests
that information, both specific and non-specific to the company, which is not
disclosed in the corporate report, bears strongly on share decisions. Within the
top 18 rankings, at least 8 items have had their origin outside the corporate

annual reports. The results indicated that financial statements in an annual report

'¥ 34 of factors used were inciuded in the Baker and Haslem’s (1973) US study.
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do not have a dominant place as a source of information. Given the range of
sources accessed by investors, he authors also questioned the validity of using
corporate reports as the major vehicle for satisfying the information needs of
1nvestors.

Through a questionnaire survey covering 850 individual shareholders
with a responses rate of 38%, Winfield (1978) examined. the extent to which
shareholders would read and understand the financial statements section of the
annual report, whether the information contained therein was sufficient and
relevant to their purposes and whether shareholders would act on the basis of
information contained in the financial statements. His study revealed that
financial statements did not adequately communicate relevant information to
shareholders. Most of the respondents of his survey found that the director’s
report was more informative than the financial statements. It was also found that
some of the information provided in the financial statements was irrelevant to
some investors and therefore simpler statement with additional item of
information was preferred by most respondents.

Davis and Kelly (1979) in their study compiled a list of 43 empirically
identified information needs of two user groups (individual investors and
analysts) and examined the annual reports of 50 companies. Each company was
given a score depending on whether or not each item on the index was disclosed
and the extent of its disclosure. If an item appeared in the annual report, then it
was recorded as a positive disclosure. According to their analysis, the actual
disclosure for the period was 59% of the “ideal” disclosure level, suggesting that
annual reports do not provide all of the perceived information needs of users.

Suggested improvements to the specific items included the followings: expected
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future in crease in share price; listings of shares on stock exchanges; foreign
subsidiaries’ contribution to sales; revenue and net income; and breakdown of
income and sales by division and product. They also found that companies
possessing a large spread of report recipients disclose more information for
investment decision making than their smaller counterparts.

The major purpose of a study conducted by Anderson (1981a) was to
investigate the usefulness of annual reports to institutional investors in Australia.
This involved an analysis of questionnaire survey data obtained from a sample
of 300 participants with a response rate of 68.1 per cent. The findings of this
study indicated that institutional investors attached the highest degree of
importance to the investment objective of an equal combination of dividend
income and capital gains. The respondents of the survey ranked the annual
report as their most important source of information, followed by share brokers
advice and company visits. The most widely read sections of the annual report
were the balance sheet, profit and loss statement, notes to the accounts and
chairman’s report. ~ Seventy two per cent of the respondents indicated that they
favoured increased disclosure on remuneration, trading in the company shares
and other directorships held by directors. The disclosure of current value of non-
current assets and investments; the changes of accounting polices and reasons
for the changes; the disclosure of off-balance sheet transactions; information on
future prospects, company products, and divisional performance; the provision
of management audit reports were also favoured by the institutional investors.

Another study undertaken by Anderson (1981b) gathered information
on the extent to which annual reports were considered useful by investors in

making investment decisions and the importance of the annual report as a source
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of information to investors. The findings of the study revealed that the annual
report was considered only moderately important by individual investors in
Australia. While the chairman’s report was read more thoroughly than any other
sections, the profit and loss statement and the balance sheet were seen as the
most important sections of the annual report. The major reason for the non-
reading of annual reports by investors was perceived to be the lack of interest.
time and understanding. This study utilised a questionnaire survey on 2.700
individual investors in Australia with a response rate of 36 per cent.

Anderson and Epstein (1995) carried out an investigation into the
reported usefulness of the annual report by individual Australian investors. The
questionnaire they used for this study was based on a questionnaire designed by
Epstein and Pava (1993). It was sent to 2,359 individual investors who held a
minimum of 100 shares. A total of 436 shareholders responded to the
questionnaire. There major contributions of the study included the following:

1. Share holders in Australia have adopted a long term investment perspective.
2. Investors relied more heavily on the advice of their stockbrokers and the

financial news papers and magazines than on the annul reports for making
investment decisions.

3. The director’s report was the most thoroughly read section of the annual
report, followed by the profit and loss statement and the chairman’s report.
The cash flow statement readership was low.

4. The auditor’s report was the least useful item contained in the annual report.

Shareholders had more difficulty in understanding the main financial

statements.

6. Both sophisticated and unsophisticated shareholders would like to see
additional disclosures in annual reports in terms of both quality and quantity.

b

By comparing the 1996 survey results (Anderson and Epstein, 1996)
with those of his study (Anderson, 1979) conducted in 1978, Anderson (1998)
examined the perceived changes in the usefulness of corporate annual reports to
individual investors in Australia. The results showed that despite the changes

made in the regulatory environment to improve the quality of financial reporting
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between the two time periods of the surveys, the corporate annual report has not
increased in usefulness relative to other information sources for investor
decision making. However, the usefulness of the director’s report has increased
as improved disclosure requirements enable shareholders to better gauge the
accountability of directors.

Canada
One of the early studies on the corporate financial disclosure in Canada was

conducted by Belkaoui and Kahl (1979). In their study, they utilised a weighted
index, consisting of 30 information items selected on the basis of their personal
experience of the Canadian financial reporting environment, a review of the
relevant literature in the area and the responses received from chartered
accountants and financial analysts Using the Kendall rank correlation
coefficient, they examined the impact of six corporate characteristics (firm size,
profitability, liquidity, debt/equity ratio and industry type) on the disclosure
quality of the 1976 annual report in 200 companies in Canada. The results of
their analysis showed a negative impact of profitability and debt/equity and a
positive impact of size and liquidity on the disclosure quality of annual reports.
Through an analysis carried out through a 30-item index of disclosure,
Belkaoui (1979) examined whether there is a consensus on corporate disclosures
in Canada. The results revealed that in general there was a consensus on
disclosures among the corporations, the auditors, and the financial statements
users. Belkaoui found that contrary to the established belief, the issue on
disclosure adequacy did not focus on the information already disclosed by
corporations in their annual reports. Adequate disclosure requires that what 1s
disclosed should meet the information needs of all 3 groups. Auditors have a

dual relationship, one with the corporation and the other with financial statement
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users, which implies a social responsibility to insure that the users' information
needs are met. A lack of consensus between auditors and users on the value of
information disclosed may due to the fact that the auditor does not feel liable to
the user.

Using corporate annual report analysis through a developed “weighted
disclosure index”, Amernic (1981) empirically assessed the improvement in
corporate disclosures in Canada over the period from 1967 to 1977. The annual
reports of a sample of 60 Canadian corporations were used for this purpose.
The results showed that the mean disclosure score rose from 38.8 in 1967 to
45.8 in 1972, and 50.2 in 1977. Based on the one way-ANOVA statistics. he
concluded that there was significant and consistent increase in the mean
disclosure score of the sample firms over the period examined. The reasons for
this apparent improvement would be many and complex. Some possible factors
he identified included the increased disclosure requirements of the CICA hand
book, influence of the Securities and SEC and other American institutions on
Canadian firms® reporting practices, possible recognmtion by corporate
management that information may reduce the investor uncertainty about the
firm, and thus reduce the financing costs, influence of the ‘social accountability’

view, etc.

Hong Kong
Tai et al (1990) examined a sample of 76 annual reports issued by a set of

selected Hong Kong listed companies in order to investigate the quality of
disclosure in those annual reports. The major objectives of their study were to
(1) identify the significant areas in which the financial statement of Hong Kong
listed companies did not comply with the companies ordinance, the Securities

Ordinance, SSAP issued by the Hong Kong Society of Accountants [HKSA]J, (2)
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review the causes of non-compliance, if any, and (3) to review whether the non-
compliance was related to the size and nature of the listed companies and to the
size of the auditing firm. The study found that the overall non-compliance rate
among the 76 firms was 22 per cent. This ranged from a high 49 per cent non-
compliance rate for the requirement of depreciation accounting on fixed assets
to a low 4 per cent for the extraordinary items and prior year adjustments.
Furthermore, the study indicated a significant relationship between the size of
companies and the departure from disclosure requirements as the large
companies and small companies had fewer departures than medium-sized firms.
However, no significant difference was found in the departure from disclosure
requirements between various sizes of auditing firms.

Wallacer and Naser (1995) tested the multivanate impact of selected
firm characteristics on corporate annual reports through an examination of the
cross-sectional variation in the researcher created indexes of the
comprehensiveness of the mandatory information contained in the corporate
annual reports of a sample of 80 fims listed on the stock exchange of Hong
Kong. The study which utilised two regression models to analyse results
provided evidence to assert that the researcher-created indexes would vary
positively with asset size and scope of business operations but negatively with
profits.

The objective of a study conducted by Ho and Wong (2001) was to
provide comprehensive and up-to-date evidence of current practice and
perceived effectiveness of corporate disclosures of listed companies in Hong
Kong. It compared the perceptions of chief financial officers (CFOs) and

financial analysts on a variety of information flows, disclosures and capital
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market efficiency issues. It also sought to determine whether there was a
perceived need for increased financial reporting regulations and to what extent
this and other alternative means would improve market functioning. The
questionnaire survey utilized for the study resulted in usable responses from 98
CFOs and 92 financial analysts, with a response rate of 16.8 per cent and 17.2
per cent respectively. The study concluded that annual reports and individual
meetings between managers and analysts/investors were perceived by analysts
as the two most important communication media. About 40% of the analysts
believed that the typical company only fulfils the minimum disclosure
requirements. More preparers than analysts were satisfied with the adequacy of
current corporate disclosures in Hong Kong, but over 75% of analysts (Vs. 56°%
of CFOs) believed that there was a need for some or considerable improvements

in corporate disclosure.

Japan
For the purpose of examining the relationship between a number of firm-specific

characteristics of Japanese companies and voluntary disclosure. Cook (1991)
measured the level of voluntary disclosure by 48 sample companies in Japan and
regressed the results with three firm-specific characteristics. An unweighted
disclosure index was calculated using 108 information items that were not
required to be disclosed by the Japanese regulations. Based on the linear
regression results, the study has concluded that the single most important
independent variable that helps explain variations in voluntary disclosure is size.
The stock market listing was also found to be a significant predictor.
Furthermore, it was found that manufacturing firms tended to disclose voluntary

information more than other types of business.

69



Chapter 3. Corporate Financial Disclosure: A literature Review

Expanding the scope of his 1991 study, Cook (1992) examined the
extent of both voluntary and financial disclosures in J apanese corporate annual
reports and attempted to determine whether the independent variables of size,
stock market listing, and industry type would affect the levels of disclosure.
According to the results, the overall disclosure level among 35 sample
companies varied from 46 per cent to 68 per cent with an average of 56 per cent.
The study found that size and listing status were important explanatory
variables. The manufacturing companies were found to be disclosing
information more than other types of Japanese companies.

New Zealand
With a view to examining whether financial reports produced by New Zealand

companies contained useful information for various users, Wilton and Tabb
(1978) did a study concentrating on 300 private shareholders (55% usable
responses). The study revealed that while the profit and loss account was rated
to be the most important aspect of the company's annual financial report for
decision making, the unsophisticated user category tended to rely more on the
chairman report for such purposes. In general, the majority of respondents
regarded the sections other than the profit and loss account and balance sheet to
be of moderate or no importance as sources of information for decision making.
The study of Courits (1979) examined the association between the
levels of annual report disclosure and 24 corporate variables. In this study, he
used the 38-item disclosure index used by Buzby (1974) to quantify the 1974
annul report disclosure behaviour of 126 New Zealand public companies.
According to the Chi-square association tests, it was found that disclosure was

positively related to the amount of expenditure and time devoted to annual
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report preparation as well as to profitability level, gearing and seven measures of
company size.

The study by McNally (1982) investigated the quality of discretionary
disclosure practices and their association with corporate charactenstics. An
analysis of annual reports of 103 New Zealand companies and a questionnaire
based on 41 information items were used for the study. A total of 187 financial
editors and stock exchange members responded to the questionnaire. According
to the results, the voluntary disclosure of a wide variety of items of information
was perceived to be important by stock brokers and financial editors. There was
a divergence between the actual degree of disclosure provided by the firm and
the degree of disclosure perceived by external users as desirable. Further, the
firm size was found to be related to voluntary disclosure.

Voluntary disclosure in the annual reports of New Zealand companies
was again investigated by Hossain et al (1995) with the use of additional
variables to explain the extent of voluntary disclosure under a more liberal and
changed economic environment. Specifically, the study empirically examined
the relationship between the five firm-specific characteristics and the voluntary
disclosure. The results obtained showed that the firm size, foreign listing status
and leverage were significantly related to the voluntary disclosure, but the assets

in place and the type of auditors were not significant explanatory variables.

Singapore
Eng and Teo (2000) examined the impact of annual report disclosure on the

analysts’ forecast for a sample of companies listed on the Stock Exchange of
Singapore. The level of disclosure of 88 annual reports in 1994 and 37 annual
reports in 1995 was measured by a disclosure checklist. The results revealed that

the level of annual report disclosures was positively related to the accuracy of
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earnings forecasts by analysts, provided that there was no bi g earnings surprise.

Accordingly, the findings indicated benefits of having more disclosures.

Spain
The objectives of the study by Wallace et al (1994) were to examine whether the

differences in the details offered on selected information items in the annul
reports of Spanish firms were systematic and whether the firm-specific
characteristics found to be relevant in previous country disclosure studies were
implicated in Spain. The study focused on investigating annual reports of 50 non
financial Spanish firms. The calculated disclosure score of these firms varied
form 29 per cent to 80 per cent with an average score of 59 per cent. The results
of the study indicated that the amount of details in annual reports of Spanish
companies increased with firm size and stock exchange listings and decreased
with liquidity.

Inchausti (1993) looked at the impact of market and regulatory
pressures on the information disclosure of Spanish companies. For this purpose,
annual reports of 49 firms listed on the Valencia Stock Exchange over the period
1989-91 were analysed. In this study, regression and panel data analyses were
executed on 50 unweighted items. The results suggested that time as a surrogate
for regulation explained the level of disclosure, although it did not influence the
amount of voluntary information disclosed. Also, the firm size, the auditing

firm, and the stock exchange listing were all found to be related to disclosure.

Sweden
Measuring the overall extent of corporate annual report disclosure in Sweden,

assessing whether there was a significant relationship between the quotation
status and the extent of disclosure and assessing the extent to which disclosure

was determined by firm- specific characteristics were the major objectives of a
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study conducted by Cook (19892). The annual reports of 90 Swedish firms were
analysed using an disclosure index consisting 224 unweighted items. The results
showed that there was a significant association between the extent of disclosure
and the listing status. Also a significant association was observed between the
size of the firm and the extent of disclosure.

With a view to resolving some of the inadequacies found in previous
disclosure studies on Sweden, Cook (1989b) attempted to measure the extent of
voluntary disclosure in the corporate annual reports of unlisted and listed
Swedish companies by analysing the annual reports of 90 Swedish companies.
The study showed that the single most important independent vanable in
explaining the variability in voluntary disclosure in Swedish corporate annual
reports was the quotation status. It was also found that a significant contribution

to the explanatory power resulted from the incorporation of the size vanable.

Switzerland
Raffournier (1995) looked for possible determinants of the disclosure policy of

Swiss listed companies by relating the content of their annual reports to several
of their characteristics. The sample included the 1991 annual report of 161
industrial and commercial firms. The extent of disclosure was measured by an
unweighted disclosure index. The results indicated that the extent of disclosure
was significantly related to size, internationality level, percentage of fixed
assets, size of auditing firms and, to a smaller extent to industry type and
profitability. However, no significant relationship was found with leverage and
ownership diffusion.

UK
Lee and Tweedie (1975a and 1975b) investigated the user perception of the

usefulness of annul reports. The investigation was carried out through a
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questionnaire survey conducted on 1,594 private shareholders in the UK
(response rate 23.5). The study found that while the chairman’s report was
considered to be the most widely read section, the profit and loss account and
the balance sheet were rated by users with financial experience as the most
useful sections in an annual report. Financial press reports were considered to be
the most important source of information other than annual reports. The
economic prospects of a company were considered to be the most important
items of information contained in an annul report.

Firth (1978) provided empirical evidence relating to the importance of
disclosure in corporate annual reports in the U.K. The questionnaire he utilised
for this purpose was sent to a total of 750 persons consisting of 250 finance
directors, 250 auditors, 120 financial analysts, and 130 bank loan officers. The
usable responses amounted to 40.3 per cent. The results found that financial
directors and auditors had somewhat similar views. However, there were
significant differences between finance directors and loan officers as well as
financial analysts and loan officers. In the vast majority of cases, the latter group
attached greater importance to items that were disclosed in annual reports.

Firth (1979a) reported the extent of disclosure achieved by 100 UK
companies. A weighted disclosure index consisting of 48 information items was
used for the study. The general conclusion reached was that disclosure levels
were very low (Only 8 items out of 48 being reported by more than half the
populations) and there was a high demand for grater degree of information to be
released through annual reports. The impact of size, stock market listing, and
auditors on voluntary disclosure in corporate annual reports in UK was also

investigated by Firth (1979b). A questionnaire comprising 48 information items
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was sent to 120 financial analysts (response rate: 38.3%) asking them to indicate
the importance of each item. it was found that both the size and the stock market
listing variables were related to disclosure but the auditor factor had no impact
on the level of disclosure.

Firth (1980) attempted to investigate whether UK companies would
significantly increase the extent and quality of voluntary financial disclosure in
their annual reports when they raised new finance on the stock market. For this
purpose, the disclosure levels in some companies were measured over a 2-year
period prior to raising funds and then they were measured again after raising the
funds. According to the results, smaller sized companies increased their
voluntary disclosure levels significantly when rasing new stock market finance
via new issues and right issues. The result was consistent with the predictions of
agency theory as applied to financial disclosure.

Firth’s 1984 study examined the extent of voluntary disclosure in annul
reports and its association with security risk measures. Specifically, the level of
disclosure was investigated to determine whether it was associated with
systematic risk, unsystematic risk, and variance of return on 100 manufacturing
firms randomly selected from The Times 1000 largest companies. The results
did not find any significant association between the disclosure and the security
risk, suggesting that increasing disclosure levels was not because of assessing
any security risk.

USA
The study conducted by Cerf (1961) is the first of its kind that attempted to

identify the major disclosure deficiencies in corporate annul reports. His study
was based on an analysis of 527 annual reports of US companies which

consisted of 258 NYSE listed firms, 113 firms listed on other exchanges, and
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156 OTC firms over the period from July 1956 to June 1957. For analysing
these reports, he selected 31 information items through a literature review.
interviews with security analysts and a review of analysts’ reports. The study
found a positive relation between disclosure and: (1) asset size, (2) number of

stockholders, and (3) profitability.

Through an analysis of annual reports using an index consisting of 32
information items, Singhvi (1968b) examined the corporate reporting practices
of 100 of the Fortune 500 firms and 50 OTC firms duning the period from Apni
1965 to March 1966 and found that there was a strong tendency for firms to
publicize narrower range of information in their annual reports than they

proclaimed to the SEC.

Following the research design developed by Cerf (1961). Singhvi and
Desai (1971) examined the annual reports of 100 NYSE and 55 OTC firms
(1965/66) to identify some of the US company characteristics of the
corporations associated with the quality of corporate disclosure. The index used
by Singhvi and Desai comprised 34 weighted items. The chi-square analysis
undertaken to test the association between the level of disclosure and the four
company characteristics—assets size. number of shareholders, rate of return and
earnings margin— revealed that all four variables were significantly associated

with the disclosure score.

Baker and Haslem (1973) reported the information needs of individual
investors and identified the important sources of information used by investors
in their analyses of common stocks. The questionnaire used to gather
information consisted of 33 information items and was sent to 1,623 individual

investors. Based on the 52.4 per cent of responses received from investors, the
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study concluded that individual investors tended to use many different factors
simultaneously in their development of expectations. Also the results indicated
that actual disclosure was not always in line with the requirements stated by
users. The information needs of individual investors were also found to be

different from those of professional analysts.

Buzby (1974) in his paper “selected items of information and their
disclosure in annual reports” presented the results of a mail questionnaire survey
of financial analysts which sought to determine the relative importance of 38
selected items of information. The extent of disclosure was then measured on
the basis of annual reports of 88 US companies. According to the results, many
of the items were inadequately disclosed in the sample and the correlation
between the relative importance of the items and the extent of their disclosure

was found to be small.

Chandra (1974) provided empirical evidence on the adequacy of
disclosure in published corporate annual reports. His study was the first study
that attempted to examine whether the preparers and users in the US had any
consensus about the value of information included in published annual reports.
Based on a questionnaire survey, which included 58 information items and was
conducted on 1000 public accountants and security analysts (response rate:
49.8%), the study revealed significant differences between financial analysts and

accountants as to the perceived value of information disclosed in financial

statements.

Buzby’s 1975 paper attempted to analyse the relationship between the
subcomponent of adequate disclosure and two company characteristics, namely,

size of the company and listing status. Buzby found that there was a positive
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relation between the disclosure in annual reports and the size of company assets.
However, disclosure and listing status were not found to be related to each other.
Although, the result of this study was consistent with the findings of

Cerf'(1961), it did not support those of Singvi and Desai (1971).

The study by Chandra in 1975 inquired into the information needs of
security analysts for equity decisions. Although the scope of this study was
limited to an examination of the information needs of only one user group, it
produced four important conclusions. They were: (1) Security analysts were
more interested in information items relating to the income statement. (2)
security analysts were only moderately interested in the disclosure of budgetary
projections, (3) price level adjusted annual reports, even as supplementary
statements, did not have much appeal for secunty analysts. and (4) user
information requirements would differ depending on the sophistication of the

user groups.

Using a questionnaire consisting of 79 disclosure items and a
developed weighted scoring, Stanga (1976) investigated the impact of company
size on the quality of disclosure. His analysis was based on the responses of 275
financial analysts and the model was then applied to a sample of 80 large US
corporations. The study found that there was a significant association between
the firm size and the disclosure index, supporting the findings of Cerf (1961)
and Buzby (1975). On the level of disclosure, the study pointed out that firms

tended to imitate one another with respect to what disclosures should be made to

satisfy users.

The major objective of the study by Benjamin and Stanga (1977) was

to compare the perceived information needs of two user groups (bank loan
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officers and professional financial analysts). The results found that for 51 of the
79 items, the two groups valued information differently. However. the
differences noted in the study could be due to the fundamental differences in the

two types of decisions considered (credit vs. equity investments).

Chandra and Greenball’s 1977 study empirically tested the hypothesis
that American management is reluctant to disclose additional information items
in corporate annual reports because it does not share the objectives and
perceptions of investors. The study found that in respect of 46 of the 58 items.
financial executives as preparers differed significantly from security analysts in
terms of the perceived value of the information items. Financial executives as
users differed significantly from security analysts for 41 items. Also, two groups
of financial executives, one as prepares and the other as users, differed from
each other for only 22 items indicating that financial executives, apparently did
not see the value of information items so highly when they were acting as

preparers.

The relationship between corporate disclosure and firm risk in the
context of US companies was examined by Garsombke (1979). The level of
disclosure for this purpose was measured by the discloser index used by Singvhi
and Desai (1971). Price volatility was analysed with respect to disclosure, size,
leverage, growth, and dividends. Disclosure was found to be the least effective
of the variables in explaining price volatility, indicating that there was no

evidence to support a significant correlation between disclosure and firm risk.

The study by Stanga and Tiller (1983) examined the information needs
of a user group (bank loan officers) of corporate annual reports. The data for the

study was obtained from 230 loan officers located throughout the United States.
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The conclusion of the study was that the information needs of bank loan officers
did not differ substantially between large public companies and small private

companies.

Robbins (1984) looked at the issue of consensus between the prepares
and the users of annul reports in the context of reports prepared by government
agencies. Specifically, the study examined the differences in information needs
between 200 municipal finance officers (prepares) and 200 municipal bond
analysts (users). According to the results, a significant difference was found for
20 of the 36 pair-wise comparisons, suggesting the existence of a moderate

degree of agreement between the two groups.

Examination of the extent of financial disclosure in one US industry
(Oil and Gas) was the subject matter of the study by Malone et al (1993).
Specifically they examined whether there were identifiable and measurable
factors that were associated with the extent of information disclosure by firms in
the oil and gas industry. The study concluded that three variables (exchange
listing status, debt to total equity ratio, and number of shareholders) were
statistically significant in explaining the extent of financial disclosure. The
broader conclusion was that there were systematic differences between firms

that provided different amounts of information.

3.3.2 EMERGING MARKETS

Bangladesh
Ahmed (1993) and Nicholls and Ahmed (1995) assessed the information needs

of users in Bangladesh and examined the extent to which companies satisfied
their needs. They also measured the disclosure quality longitudinally to

determine whether it has improved over time. In addition to calculating a
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disclosure index based on an analysis of the 1988 annual reports of 63
companies and the 1983/84 to 1987/88 annual reports of 30 companies. thev
conducted a questionnaire survey covering 1000 various users of annual reports
in Bangladesh, and received response rate of 44.6 per cent. The results revealed
that during the five-year period examined, the quality of disclosure had
improved significantly mainly due to the improvements in the regulatory
environment. However, despite this improvement, the overall disclosure quality
remained low in 1988. Companies disclosed very little information of voluntary
nature, suggesting that companies in Bangladesh appeared to be less receptive to
the information needs of those who would use the annual reports for investment
and credit decision purposes.

The paper by Ahmed and Nicholls (1994) looked at the level of
disclosure of statutory information and the relationship between mandatory
disclosure and number of company characteristics. They also developed a model
to estimate the degree of compliance based on significant company
characteristics. The results showed that the degree of compliance in Bangladesh
was low, since none of the sample companies complied with the statutory
requirement of disclosing all mandatory information. Based on a linear
regression model, the results showed that subsidiaries of multinational
companies and Jarge audit firms had significant positive impact on the level of
disclosure compliance. The qualification of the principal accounting officer of a
reporting company had less influence.

Ahmed (1994) assessed the level of financial disclosure in annual
reports of listed companies in Bangladesh and determined the degree of

association between the disclosure levels and the company size. total debt,
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relationship with multinational companies, qualifications of the company's chief
accounting officer, and size of the company’s audit firm. A disclosure index
based on 150 items was developed to investigate the level of disclosure in the
1978-88 annual reports of 63 companies listed on the Dhaka Stock Exchange.
The results showed that the average level of disclosure in the sample companies
was 51.3 per cent with a high 73.4 per cent and a low 29.8 per cent. The
multivariate regression analysis revealed that multinational companies and large
audit firms had a significant impact (p<0.05) on the overall level of disclosure
compliance.

Karim (1995) empirically examined the association between a number
of corporate attributes and the levels of disclosure in annual reports. Using a
structured questionnaire, he also examined the perceived importance of selected
information items in respect of six categories of Bangladeshi users. For his
analysis, Karim utilised weighted and unweighted disclosure indexes applied to
161 corporate annual reports in 1991. The results showed that size, profitability,
active trading in the stock exchange, employment of qualified accounts(s), size
and international link of company’s auditor, and multinational subsidiary were
significantly associated with the extent of disclosure. From the analysis of the
questionnaire data, it was found that the users had substantial differences in their
perceptions about the importance of information items in respect of 94 out of
113 questionnaire items. An overwhelming majority of respondents perceived
that the information presented in annual reports published in Bangladesh was
not adequate and reliable.

In 1996, Ahmed replicated his 1994 study to examine the extent of

disclosure in the 1987-88 and 1992-93 annual reports of 118 non-financial
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publicly quoted companies in Bangladesh and the association of disclosure
levels with company size, total amount of debt, relationship with parent
companies, qualification of the principal accounting officer, and size of the
company’s audit firm. The results showed an average disclosure level of 53.3
per cent. While the voluntary disclosure remained to be very low, there has been
some improvement in the disclosure levels of local companies and companies
audited by smaller audit firms in 1992/93 as against the 1987/88 period. The
study also showed that subsidiaries of multinational enterprises and companies
audited by large audit firms disclosed significantly more information in their
annual reports.

China
Using a small sample of annual reports prepared by listed companies, Xiao

(2000) provided a description on the quality of corporate disclosure practices in
Chin;L Owing to the small sample size, this study did not utilise the usual index
method used by other disclosure studies to measure the disclosure quality.
Alternatively, a relatively comprehensive disclosure check list was utilised to
analyse the annual reports of 13 Chinese listed companies with a view to gaining
an understanding of the disclosure quality in China. The results indicated an
improvement of the disclosure level in China mainly due to the recently
promulgated requirements. Compliance with the new requirements has also been
high because of the mandatory nature of those requirements. Many voluntary
disclosures such as earnings forecast and the Supervisory Board’s report were
also found. Although some voluntary disclosures were motivated by a desire to
impress investors, the market or regulators, it was revealed that voluntary

disclosures might simply be a matter of following the foreign practice.
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Based on an analysis of the 1995-98 financial statements of three listed
companies in China, Lin and Wang (2001) commented on the financial
disclosure and the accounting harmonisation in China. This study demonstrated
significant discrepancies in the disclosure of information through financial
statements. It also confirmed the existence of a substantial gap between the
Chinese practices of corporate accounting and financial reporting and the
internationally accepted norms. In order to enhance the relevance and usefulness
of financial statements, the study emphasised the need for improving the
understandability and comparability of financial statements prepared by Chinese
listed companies.

Czech Republic
The research conducted by Patton and Zelenka (1997) provided an initial

description of some financial reporting practices of a set of Czech companies for
a period immediately after the introduction of major changes in the accounting,
law and regulations of the country. The empirical results revealed quite a bit of
variety in the annual reports of 50 companies listed on the Prague Stock
Exchange Index. The variety reflected the ill-defined nature of Czech annual
reports in 1993 and suggested that different companies pursued different
strategies in their accounting-based annual reports. A significant portion of the
variety in annual reports was explained by a combination of the firm’s size,
performance, risk, and other monitoring characteristics. The firm’s choice of an
auditor and the number of employees were particularly related to the extent of
disclosure in annual reports. Also, more profitable Czech firms could be

expected to disclose somewhat more information in their annual reports than

less profitable firms.
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India
The 1968 study conducted by Singhvi attempted to examine the relationship

between four corporate characteristics— assets size, number of shareholders,
rate of return and earnings margin— and the corporate disclosure through a
disclosure index analysed using a step-wise multiple regression. The studyv
revealed that smaller and less profitable Indian companies managed by Indians
rather than other nationalities were having lower disclosure levels. According to
the chi-square teét results, the relationship between the disclosure score and the
assets size, rate of return and type of management was significant at 0.01 level
while the relationship between the disclosure score and the earnings margin was
significant at 0.05 level. The size of the company's audit firm, however, did not
have a significant relationship with the disclosure score.

Joshi and Abdulla (1994) examined the importance of information
items as perceived by individual investors in India and analysead the differences
in information requirements of sophisticated and non-sophisticated investors in
India and compared the results with those of other selected countries. Their
analysis was based on a set of data obtained through a questionnaire, which
contained 59 information items and was sent to 226 investors (response rate:
25.5 per cent). The results were analysed using several statical measurements
such as Mann-Whitney U test, Kruskal — and Wallis one way ANOVA by ranks.
A significant difference in the information requirements of two investor groups
was found for 37 information items. Furthermore, information of an
expectational orientation was not perceived to be more important than historical
and current information. Additionally, no statical significance was found in the

mean values of common information items when the results were compared with
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Australia and USA and except that significant difference was observed for
Bahrain.

A comprehensive study examining the changes in disclosure in India
over the period from 1982 to 1990 was done by Marston and Robson (1997).
Their analysis was based on a disclosure index, which consisted of both
voluntary and mandatory information items, and was calculated on annual
reports of 29 large Indian companies. The results showed that the levels of
disclosure had increased over time and in both periods it was positively
associated with company size. Some reasons observed for the improved
disclosure were the increased compliance with accounting standards and an
increase in the disclosure required by accounting standards.

Indonesia
Replicating the research methods used by Singhvi and Desai (1971), Arya

(1991) did a study to examine the corporate charactenstics, users' preference and
information disclosure practices in Indonesia. The results of the study showed a
very low level of disclosure quality in the annual reports of Indonesian listed
companies. The univariate and multivanate test showed no significant
relationship between disclosure quality and company characteristics, namely
assets size, number of shareholders, rate of return and earnings margin. The R2
of 0.013 confirmed that the model was very weak, suggesting that a disclosure
index intended to be used in a developed country is not appropriate for a
developing country. Unlike Wallace (1988a), Arya found a significant degree of
consensus (p<0.01) between financial executives and stockbrokers.

The 1992 study of Susanto examined whether systematic differences in
the level of corporate disclosure existed among different groups of companies

listed on the Jakarta Stock Exchange. For measuring the extent of disclosure in
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annual reports, a disclosure index was utilised using annual reports of 98 firms
listed on the JSE in 1980. He performed a multiple regression analysis on 30
weighted items. The study found that nationality (domestic/foreign) of a firm.
new regulations and size were related to the level of disclosure.

Iran
Measuring the level of disclosure of accounting information in Iran and

determining whether some important corporate characteristics would have anv
impact on the quality of disclosure in Iran were the major objectives of a study
conducted by Mirshekary (1999). Her study employed a questionnaire survey to
determine the perceived information needs of various users. In addition, an
annual report analysis based on an unweighted disclosure index applied to the
1995/96 annual reports of 62 companies was used to measure the level of
disclosure in Iran. The results showed a weak level of consensus on §]
information items between the groups combined with bank loan officers, tax
officers, and auditors. The overall disclosure level ranged from 36 per cent to
72.5 per cent with an average disclosure level of 62 per cent. The results also
indicated that there was a high association between the actual disclosure of
information items and the rankings of two groups of users (auditors and tax
officers).

Jordan
Abu-Nassar and Rutherford (1995) examined the characteristics, attitudes, and

believes of prepares of external financial reports in Jordan. The research was
conducted by means of a survey questionnaire distributed to 112 companies
listed on the Amman Financial Market (Usable response rate: 74 per cent).
According to the results, preparers in Jordan attached less importance to

improved access to capital than those in developed countries. For reasons
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connected with institutional structure, perceptions on the cost of disclosure also
differed from those in developed countries. The examination of the relationship
between the perceptions on the benefits and costs of disclosure and the company
size revealed that the similar positive relationship observed in earlier studies in
both developed and developing countries was found to be applicable to Jordan
as well.

The 1996 study of Abu-Nassar and Rutherford examined the way 1n
which users of external financial reports would view those reports in a less-
developed country such as Jordan. The data reported in the study were collected
in 1991 through a questionnaire sent to 463 various users of annual reports
(response rate: 48.4 %). The results indicated that annual reports were viewed by
users in broadly in the same way as those in developed countries. However, it
appeared that they placed more importance to the contents of the auditors’ report
possibly due to their concern on the reliability of information in a poorly
regulated environment. Overall, users did not perceive the information disclosed
were to be difficult to understand preferred more information being disclosed in
annual reports.

Nassar (1998) empirically examined the effect of specific financial
characteristics on the comprehensiveness of disclosure in annual reports of 54
companies listed on the Amman Financial Market. The disclosure index used in
the study consisted of 74 disclosure items. The results showed an improvement
in the level of disclosure since the country chose to implement the international
accounting standards. Moreover, company size, leverage and return on equity

were statistically related to the comprehensiveness of disclosure in the sample.
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Malaysia
With objectives of examining (1) the external users’ desire for selected items of

voluntary information, (2) the expectation gap between the users’ desire for
selected items of voluntary information and the actual information disclosure of
Malaysian listed corporations, and (3) the possible association of voluntary
disclosure levels with two corporate characteristics (firm size and auditor), Tong
et el. (1990) did a study using a questionnaire survey and an annual report
analysis. Thirty five responses to the questionnaire, which included 25 voluntary
information items, were received from the sample group of financial analysts.
The sample size of the survey was 43 corporations. According to the results of
the study, the extent of voluntary disclosure of Malaysian firms was
considerably low and was positively associated with the size of company but not
with the influence of auditors. To a greater extent, the empirical results of this
study were similar to those of earlier studies that examined the voluntary
disclosure.

A study by Hossain et el. (1994) sought to investigate the relationship
between the firm-specific characteristics and the general level of voluntary
disclosure in annual reports of a randomly selected 67 non-financial sector
companies in Malaysia. In this study the level of voluntary disclosure was
measured by a disclosure index of 78 information items. On the basis of
univariate and multivariate analysis, the study concluded that the voluntary
disclosure systematically varied depending upon the firm size.

The perception of two user groups (accountants and financial analysts)
in Malaysia regarding the importance of a set of 56 items of information was the
subject matter of a study by Rahman (1999). Data collected through a

questionnaire survey from 135 respondents were analysed by using parametric
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and nonparametric statistics. The results indicated that the two groups
demonstrated a significant difference in the perceptions on 31 (55 per cent)
information items. Moreover, it was found that while financial analvst group
placed more emphasis on ‘forward-looking’ nature of information which was
beyond the statutory requirements, the accountant group placed more
importance on statutory items.

Mexico
The study by Chow and Wong-Boren (1987) reported on voluntary financial

disclosure practices of 52 companies listed on the Mexican Stock Exchange and
related the extent of disclosure to the firm size, financial leverage. and
proportion of assets in place. Voluntary disclosure was measured by using a
weighted and unweighted disclosure index calculated on the basis of 24
voluntary information items disclosed in the annul reports. In order to examine
the relationship between the disclosure and the company charactenstics, both
weighted a.ﬂd unweighted disclosure scores were regressed on the 3 company
characteristics. The results on both models showed that voluntary disclosure
varied widely within the sample companies, and the extent of disclosure was
significantly and positively related to firm size (p<0.01). However, no such

relationship was found to exist between the disclosure and the other two

characteristics examined.

Nigeria
Wallace (1988a) reported on the extent of financial reporting by a sample of

publicly quoted companies in Nigeria. The disclosure index used in this study
consisted of 109 items which were disaggregated into 185 items in the index
calculation process. Index was unweighted and used dichotomous disclosure

score. Disclosure indexes were also computed for various sections of the annual
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report. Using these indexes, Wallace described the trend of reporting practices
between 1982 and 1986. The calculated overall disclosure decreased from 37.73
% in 1982 to 37.55 % in 1986 peaking at 43.11% in 1984, indicating a low level
of disclosure by Nigerian companies. The results showed a dualistic pattern in
the sampled annual reports: the more desired types of information were
relatively abandoned and/or overshadowed by the types which were not so
relevant to the needs of users although they were preferred by the accounting
profession and the reporting entities. The poor compliance with disclosure
requirements, and the relatively low importance attached to the needs of users
were also observed from the results of this study.

The detailed evidence of user information needs in Nigeria was the
focus of a study by Wallace (1998b). The questionnaire survey used in this
study was sent to 1,200 persons (300 chartered accountants, 200 investors, 100
senior civil servants, 200 managers, 200 financial analysts, and 200 other
professionals). Wallace developed 15 hypothesise to assess whether there was
any consensus regarding the importance of disclosure items across the six user
categories. The hypotheses were tested using Mann-Whitney U test. The results
showed that consensus varied from a low 49 % between accountants and
professionals, to a high 97% between managers and other professionals. The
overall consensus was 59%. There was a high level of agreement between other
professionals and, managers, financial analysts and accountants and
shareholders. However, there was relatively little agreement between this group
and the accountants and civil servants. From this result, Wallace concluded that
the degree of agreement among users about the importance of information to be

disclosed in Nigerian corporate annual reports was low. The major conclusion of
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this study was the lack of consensus between accountants, as a user group. and
all other user groups. The study suggested that Nigerian users did not perceive
the same set of information items to be very important as reported from some
other developing countries.

South Africa
The study by Firer and Meth (1986) examined the South African investors'

information requirements in annual reports and compared them with those of
their UK counterparts. For this purpose, they measured the extent of voluntary
disclosure of 36 South African companies by a weighted disclosure index
developed for the study and compared it with a similar index used in the UK by
Firth (1978). A spearman correlation coefficient of 0.13 between the disclosure
index and the rankings of financial analysts (users) showed that companies did
not disclose many information items perceived to be important by financial
analysts. However, a Spearman rank correlation of 0.56 between the actual
disclosure levels and the rankings of finance directors (preparers) showed that
the needs of finance directors were more reflective in the corporate annual
reports in South Africa than those of financial analysts. Investment analysts
placed (1) high importance on items that embodied predictive information, (2)
low importance on inflation related items, and (3) high importance on a
statement of transactions in foreign currency. In the comparative analysis, a low
level of correlation between South African investment analysts and their U.K.
counterparts was found, indicating differing information needs of analysts in the
two countries.

Thailand
Priebjrivat (1992) examined whether the linkage between the levels of

disclosure and capital costs observed in mature markets would exist in Thailand
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as well. His study also attempted to examine whether specific company
characteristics relating to disclosure in Thailand were similar to those in mature
markets such as the U.S. For this study, Priebjrivat reviewed the annual reports
of 63 firms operating in the Securities Exchange of Thailand in 1989.
Regressions were performed on 27 unweighted and weighted items. The results
showed that companies in Thailand would be motivated by lower capital costs in
providing voluntary information. As such, the level of disclosure was not seen to
be related to capital costs as measured by beta and return variance. Also, it
found that specific company characteristics—size; ownership control status,
capital structure, and choice of the auditor—were related to disclosure in

Thailand in the same way as applicable to mature markets.

3.3 Corporate disclosure studies in Sri Lanka
As noted in the introduction, to date no any in-depth study has examined the

corporate disclosure practices in Sri Lanka, despite the enormous changes that
have taken place in the country’s accounting, business and legal environment in
the recent past. The studies by Wickramarachichi (1978) and Perera (1985) are
the only published research that have examined the disclosure practices in Sri
Lanka. However, because of their limited coverage and investigation, they
cannot be considered as in-depth studies While the former study was confined to
a review of the formats used for reporting information on assets and liabilities in
the balance sheet, the latter was limited to an investigation of the extent to which
30 companies complied with accounting standards. In addition to these two
studies, another study by Wickramanayeke (1997) described the legal

implications of disclosure requirements in Sri Lanka. However, the objective of
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his study was merely to outline the immediate disclosure requirements'® but not
to examine empirically whether the companies were complying with the
stipulated legal requirements of disclosure. Given the severe dearth of
accounting literature in Sri Lanka, it is not surprising that any in-depth studies
on country’s disclosure practices are not in existence. For example, apart from a
few anecdotal studies describing the general status of accounting (VIZ: Perera,
1975, Wijewardena and De Zoysa, 1998) and a few empirical studies on
accounting education (Wijewardena and Yapa, 1988, Yapa, 1999, Yapa, 2001)
no other published research is available on accounting practices in Sri Lanka. As
for the purpose of this study a review of the two disclosure studies mentioned
above is provided in the following sections.

Wickramarachichi (1978) was the first major research that attempted to
examine the disclosure practices in Sri Lanka. It dealt with the practices adopted
for reporting information on assets and liabilities in the balance sheet of
corporate annual reports in Sri Lanka and provided an analysis of various
matters concerning the reporting of assets and liabilities, including terminology
used to describe various types, the titles and sub-titles used and the totals and
sub-totals reported for various classifications and groupings. However, it was
not the objective of this study to examine whether the matters investigated in the
study were important for the users of the balance sheet published in corporate
annual report but simply to reports the reporting practices in Sn Lanka with

regard to the items examined.

1 Immediate disclosures are related to the events that take place on an ad hoc basis and which
have to be disclosed immediately, so that investors can make investment decisions about the
securities of the company (Wickramanayeke, 1997). The examination of immediate disclosure
is not within the purview of this study.
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In this study, applying a descriptive method of research.
Wickramarachichi analysed the annual reports of 41 commercial and
miscellaneous public listed companies. For this purpose. he used a list of
reporting procedures that he developed on the basis of a review of various
research publications on company reporting practices in the USA. UK. and
Australia. The results were recorded in the positive and negative form with a
view to indicating the existence or non-existence of each practice. Although
reporting practices of the above three countries were observed when preparing
the checklist of reporting practices, the study did not attempt to make
comparisons between the reporting practices of Sri Lanka and those of the other

countries.

The study found a lack of uniformity, presence of anomalies, and
different reporting practices used in the preparation of balance sheets. Since
these features characterised most aspects of financial reporting such as
terminology, valuation methods, classification and presentation, they were
shown in the study as impediments to the users’ understanding of company

annual reports.

The major objective of the study by Perera (1985) was to examine the
validity of the claim that by adopting JASC standards the developing countries
would be able to improve the quality of their accounting systems so that their
specific financial information requirements could be better satisfied. It pad
special attention to (1) the observable dominance of the western style of
accounting in the international accounting standard setting process, (2) the
difference between the environmental variables that influence accounting

systems of western capitalist countries and (3) the specific accounting needs of
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developing countries. As a part of this study, he also presented an analvsis of
annual reports of 30 public companies in Sri Lanka as a case study of a
developing country. In contrast to Wickramarachichi's study where the focus
was on the presentation of information in balance sheets, this study focused on
the extent to which companies in Sri Lanka complied with the applicable
accounting standards. The general environmental conditions influencing the
accounting practices in Sri Lanka was also presented in the study before the
results on the analysis of annual reports was presented. By methodology this

study can be identified as both descriptive and empirical.

The examination of the 30 annual reports revealed varying degree of
compliance with standards®®. Specially, non or lack of compliance was observed
in the disclosure of inventories, fixed assets, funds flow statements. redeemable
preference shares, social and non-financial reporting. The survey results clearly
demonstrated that there was a wide variety of alternative accounting procedures
and practices available for use by companies in Sr Lanka. This finding
supported the findings of Wickramarachichi's study that there was a lack of
uniformity in the practices adopted in reporting assets and liabilities in the

balance sheets of public listed companies in Sri Lanka.

3.4 Other important corporate disclosure studies

Besides corporate disclosure studies based on annual reports and user input
analyses, there has been a large number of studies conducted on other aspects of
corporate disclosure, particularly on policy issues. Although, an examination of

such aspects is not within the scope of this study, it is important to gain an

2 By the time this study was conducted, the Institute of Chartered Accountants of Sri Lanka had
issued 15 standards (SLASSs).
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understanding of some of the major studies on these aspects in order to view the
results of this study in an overall context. Hence, some of the representative

studies on other aspects of corporate disclosure issues are presented below.

Through an examination of 233 accounting principles and reporting
practices of 38 countries in 1973 and 264 pnnciples and practices in 46
countries in 1975, Nair and Frank (1980) found that groupings analysed by
disclosure practices were different from those based on measurement practices.
Factor and discriminant analyses were performed on 6 classification categones
for principles and practices in 1973 and 7 classification categories for principles
and practices in 1975. Economic variables were found to be related to the
grouping, but the specific variables most closely related to each subset were
different. Also, the underlying environmental variables most closely associated
with the practices were different. These findings indicated that it would be more
difficult for policy makers to achieve harmonisation of accounting practices that
was previously realised. The affiliation of a given country with others is
dependent upon the set of accounting practices selected. Therefore, the validity
of cross-country comparisons depends on the nature of the practice on which the

comparison is made.

Hoskin et al. (1986) conducted a study to assess the incremental
information content of additional firm disclosures released concurrently with the
announcement of annual earnings. The results provided evidence that additional
disclosures released concurrently with earmings appeared to be important
disclosures. The effects of such disclosures on excess returns were statistically

significant. Among the specific disclosures that appeared to drive these findings
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were: earnings components, dividend increases, prospective officer comments.

and prospective operating data.

Based on grounded theory, Ginnins et al. (1990) presented an
empirically derived structure to explain and predict corporate financial
disclosures. Twenty interviews were conducted to develop a vocabulary of
constructs and variables to describe disclosure processes and to identifv relations
among these constructs and variables. A two-dimensional internal preference for
managing disclosures was developed. The first dimension measured the degree
of uncritical acceptance of rules and norms while the second dimension
measured the propensity to seek firm-specific advantage in how the disclosures

were made and interpreted.

In order to understand how the differences in accounting quality would
be related to observable accounting characteristics, Imhoff (1992) cxamined the
security analysts’ perceptions on the accounting quality of 185 firms in 7
industries. For this purpose, he performed a regression analysis on the analysts'
ratings, which were listed in the host document. The results suggested that
accounting quality were systematically related to earnings and several other
accounting characteristics of the sample firms. The results also provided
evidence that earnings announcement from firms with relatively high accounting
quality produced a larger response coefficient per unit of unexpected earnings

than that of the firms with low accounting quality.

Examining corporate disclosure strategies, Lev (1992) reported a
change of business focus towards the integral type of disclosure strategy. In his
study, he classified the disclosure action available to management mnto 3

categories, namely, (1) disclosure choices whin the legally mandated set of
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generally accepted accounting prnnciples, (2) voluntary statements and
communications by corporate executives, and (3) actions or commitments aimed
at enhancing the impact of disclosures. The study emphasised the importance of
a strategy of voluntary information disclosure on the grounds that it has
considerable potential for changing stakeholders’ perceptions of the company
and thereby its market value. It also helps decreasing the cost of capital and
consequently enhancing growth, and improving the terms of trade with suppliers
and customers. Moreover, through a strategy of voluntary information
disclosure, the likelihood of regulatory intervention in the firm's affairs could be

reduced.

Lang and Lundholm (1993) examined the cross-section variation in the
analysts’ published evaluations of firms’ disclosure practices and provided
evidence that the analysts’ ratings increased with firm size and performance as
measured by earnings and return variables, decreased in the correlation between
earnings and returns, and they were higher for firms issuing securities in the

current or future period.

Price (1993) investigated the relationship between: (a) investor
sophistication and institutional ownership, (b) sophistication and earnings
responsiveness, and (c) sophistication and quality of accounting disclosures. He
used COMPUSTAT and CRSP data to examine 2,533 firms over the years from
1984 to 1991. Regression analyses were performed on variables derived from a
set of simultaneous equations in which disclosure quality was first considered
exogenous; then endogenous. The results of the study indicated that institutions
would not select investments on the basis of disclosure quality, but institutional

presence would increases the quality of disclosure.
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The relation between the corporate disclosure policy and the cost of
equity capital was investigated by Welker (1993) using COMPUSTAT and
CRSP data on 2,596 firms over the years from 1981 to 1990. He performed a
regression on variables derived from a set of simultaneous equations in which
disclosure quality was first considered exogenous and then endogenous. The
findings of the study indicated that the disclosure policy reduced the information
asymmetry and thereby the cost of equity capital. Moreover, it was found that
the reduction in the cost of capital resulting from improvements in disclosure

practices was not a cross-sectional constant.

In order to explore issues relating to differential informativeness in
annual reports, Sutley (1994) examined a sample of winners and non-winners :n
an annual report award program organised by the Financial Post, a leading
Canadian financial newspaper. The sample consisted of 116 winning and 123 .
non-winning annual reports for the period from 1982 to 1987. He performed
regression and content analyses on the disclosure quality evaluations and found
that changes in stock prices were less correlated with contemporaneous changes
in earnings in the award year for winners than for nonwinners. In addition, he
asserted that during the annual report's announcement week winners had larger
increases in return variability than nonwinners. One explanation of the results
was that winners had a finer prior information environment, inducing relatively
more measurement error in the proxy for the market’s expectation of earnings.
Another explanation was that the disclosure of additional non-earnings
information made the earnings of winners relatively less value-relevant than

those of nonwinners.
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The audited estimates of future events in financial reports contained
uncertainty which was partly subject to managerial discretion. However,
because firms did not routinely report on the precision of their estimates. outside
parties would be unsure about how the estimates should be interpreted. Penno
(1996) modelled a scenario theorizing that disclosure precision could be forecast
by the knowledge of the reporting firm's relative degree of success. It was
shown that the incentive to develop more precise information was a function of
future prospects. Firms with a high degree of disclosure tended to be
experiencing difficulties, while firms publishing less precise disclosures tended

to generate more stable earmnings.

3.5 Shortcomings of previous disclosure studies

The review of literature in this chapter i1s focused mainly on the county studies
that have examined the information content in annual reports either from
prepares’ or/and users’ point of view. However, the results of these studies
should be interpreted with caution because some of them were impaired by the
limitations that they have been subjected to. Most of these limitations were
mainly related to the construction and use of disclosure indexes and to the
statistical analysis utilised in those studies for data analysis. The following

sections outline some of these major limitations.

One of the major problems associated with the use of disclosure
indexes is the reliability of index scores awarded to companies. As Marston and
Shrvies (1991) pointed out, if the results can be replicated by another researcher
the index score awarded to companies can be considered reliable. However. in
order for a subsequent researcher to be able to replicate the scoring, clear

instructions are needed on problem areas such as partial scores and decisions as
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to whether a non-disclosed item is applicable to a particular company. Some

studies (for example Tonkin, 1989) failed to provide such instructions.

Another major problem of disclosure indexes is related to the validity
of index scores. “The index scores can be considered to be valid if they mean
what the researchers intended” (Marston and Shrvies, 1991, p.198). If the scores
may provide different meaning to different people as in the case of many
disclosure indexes, then there is a question of validity. As Marston and Shrvies
(1991) pointed out, most researchers adapt and tailer existing indexes to meet
their own perceived needs, creating indexes valid only in the particular research
environment being investigated. Because of the fact that researchers have used
different indexes in different research, the direct companson of the results of

one study with another becomes difficult.

In constructing a disclosure index, researchers have to decide as to
what and how many items to be included in it. This is always a difficult decision
to make because there are no established standards for selecting items for an
index and there are virtually unlimited number of information items that may be
disclosed in an annual report. However, general view is that an index which
includes a large number of information items is more likely to capture the extent
of disclosure of an annual report than an index comparising a small number of
information items. Some of the previous disclosure studies have been criticised
for their use of a small number of information items (for example, Cerf, 1961-31
items; Buzby, 1974 &1975- 38 items; Barrett, 1976 &1977; 17 items). A
heuristic framework of “more disclosure is better” is most apparent in studies
using disclosure indexes (Ball and Foster 1982). As a matter of fact, the number

of information items included in the disclosure indexes of the studies that were
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reviewed in this chapter varied from 10 (Benjamin et al. 1976) to 244 (Nicholls

and Ahmed 1995).

In order to measure the level of disclosure, some studies have used a
weighted disclosure index (For example: Cerf 1961; Singhvi and Desai 1971;
Buzby 1975, Barrett 1976; Firth 1979) while others (For example: Wallace
1988; Tai et al. 1990; Cooke 1992; Ahmed 1994) have used a non-weighted
disclosure index. Which method is most suitable is debatable as there seem be
considerable merits and demerits of both methods. Non-weighted indexes are
preferred by many researchers as the element of subjectivity in assigning
weights”’ can be avoided. On the other hand, they are cniticised for
distinguishing a mere disclosure of an item with a detailed disclosure of the
same item. The fact that an index 1s weighted or non-weighted also has a bearing
on judging the level of measurement achieved by a disclosure index which is
important as “the permissible operations which may be carried out on the index
scores may be dependent on the level of measurement achieved™ (Marston and

Shrvies, 1991, p.199).

Some researchers confined their investigation only to the disclosure of
mandatory items (For example Perera, 1985; Ahmed and Nicholls, 1994;
Wallace and Naser, 1995; Owusu-Ansah, 1998) while some others confined
their studies only to examine the disclosure of voluntary items (for example,
Chow and Wong-Boren, 1987; Cooke, 1989; Tong et al., 1991; Cooke, 1991).
Also there were studies that considered both mandatory and voluntary items 1n

constructing the disclosure indexes. Although it is understandable that

2! Some researchers have weighted items based on the perceived importance of one or more user
groups (For example: Cerf 1961, Firth 1980). Other researchers such as Buzby (1975) and
Barrett (1976) have assigned weights based on personal judgement.
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researchers have to limit their scope of research only to examine either the
mandatory or voluntary items due to practical reasons, it is very clear that one
can get a better understanding of the disclosure level of annual reports of a
particular country by using an analysis done through indexes that comparise

both types of information.

Another problem associated with disclosure studies that used indexes is
how to deal with the items which are included in the disclosure index but may
not be relevant to a particular company. Obviously. a company cannot be
penalised for non-disclosure of an item which is not relevant to that company.
Referring to this problem, Cooke (1989) stated that in the case of non-
disclosure it is not always clear whether the item is relevant or not. For example,
if no contingent liabilities are disclosed, does this mean that there are none or
that the company is declining to disclose them? Previous researchers have dealt
with this issue in one of the following three ways. First, considering all
disclosure items as relevant to all companies in the sample (Buzby 1974).
Second dividing the actual score by the maximum score possible for that
company (Buzby 1975). Third making the judgement based on the knowledge of

the company gained by reading the whole annual report (Cooke 1989).

Most of the earlier disclosure studies were conducted in developed
markets. The disclosure indexes used in those studies consisted of information
items applicable to developed countries with well developed capital markets.
Some of the disclosure studies conducted in emerging markets (Singhvi 1968,
Maston 1986) replicated studies conducted in developed markets without
suitable adjustments to the massive socio-cultural, business environmental

differences between the developed markets and emerging markets.
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After having measured the level of disclosure of a countrv. some
disclosure studies have attempted to identity the relationship between the
disclosure and some firm-specific characteristics, such as company size. listing
status, turnover, and leverage. The results of these tests were very often
consistent across countries, either developed or emerging markets. Company
size was probably the most tested company charactenstic. Very often it was
found to be closely related to the level of disclosure. (See: Cerf 1961, Singhvi
and Desai 1971, Stanga 1974, Buzby 1975, Belkaoui and Kahl 1978, Firth 1979,
MaNally et al. 1982, Chow and Wong-Boren 1987. Cooke 1989 and 1992). The
problem, however, is that no predictive model based on significant company
variables to measure relationship between the company characteristics and the
level of disclosure has been developed so far despite the fact that this type of
research has been in existence for more than four decades. Such a model would
have provided an estimate of the probability of disclosure of all information
applicable to a company in a given country (Kamran 1993). Furthermore, the
studies that have examined this relationship have merely accumulated evidence
that some firm-specific characteristics are reflected in disclosures but not
attempted to add to the knowledge of how a firm should communicate in order
to best reduce the information asymmetry between managers and investors

(Schadewitz and Blevins 1999).

Another limitation is related to the method used for data analysis. The
majority of previous disclosure studies utilized various statistical techniques for
analysing data. The studies (i.e.: Perera 1985, Abu-Nassar and Rutherford 1995,
Anderson 1998) that did not use any statistical techniques have analysed data

mainly as percentages. These studies have been subjected to criticism because of
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not utilising statistical techniques. The studies that have made use of statistics
(for example, Henderson, 1969; Buzby, 1975, Firth, 1978; Courtis, 1979) have
also been criticised for the inappropriateness of the techniques used. One
common criticism pointed to the use of univariate statistical methods for
assessing the relationship between variables when there is more than one
independent variable. Another criticism was the use of parametric statistical
tests, which are appropriate when measurement on an interval or ratio scale has
been achieved and the population is normally distributed, when nominal or
ordinal scale of measurement has been achieved. While this was accepted in the
behavioural and social sciences it met with resistance from statisticians and

mathematicians (Marston and Shrives 1991).

The limitations of disclosure studies with user input are mainly related
to the selection of the sample. When 37 of these studies were analysed it was
found that there were 12 broad user groups from which opinions have been
sought. The most common user groups were: financial/security analysts (49%);
investors-both private and institutional (46%); bank loan officers (24%);
accountants (22%); financial directors/executives (16%); and stock brokers
(11%). However, most of the studies with user input were confined to examining
the information needs of a fewer user groups—in most cases one or two. In the
37 studies, the number of user groups varied from 1 to 7 but 84% (31 studies) of
studies had examined just 2 user groups (54%-one user groups, 30%-two user
groups). Most of the studies that examined user perceptions on the information
content of annual reports (for example: Baker and Haslem, 1973; Belkaoui et al.,
1977; Chenhall and Juchau, 1977; Anderson, 1981) revealed that different

groups of users perceive the importance of information items differently from
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each other. Therefore, the studies with Jarger user groups could provide more
insights for accomplishing the research objectives than those studies with fewer

user groups.

3.6 Summary

The major objective of this chapter was to review the scope, methodologies,
findings, and limitations of corporate disclosure studies done in DMs and EMs.
However, this review has been confined to the studies that have directly dealt
with corporate disclosure in annual reports of a particular country. Previous
corporate studies comprise studies that have examined the disclosure practices
from the point of view of: (1) preparers through quantification of information
disclosed in the annual reports, (2) users through questionnaire surveys, and (3)
both preparers and users through annual report and questionnaire surveys. The
majority of disclosure studies used ‘disclosure indexes’ for measuring the
information content of annual reports. The literature review revealed that, in
general, annual reports have failed to provide adequate information for the users
in EMs. While some studies reported a high degree of agreement among user-
groups with regard to their information needs, relatively low degree of
consensus between user-groups was observed in some other studies. Literature
also showed that a greater emphasis has been placed in EMs for improving
corporate disclosures for further development of their stock markets. Overall.
the level of disclosure in many EMs has improved over time. However, the large
firms, whether in DMs or EMs, disclosed more information than smaller firms.
Despite increased attention for the improvement of corporate disclosure
practices in EMs, only a few studies have so far dealt with such issues. The user

information needs of EMs are also largely unknown as previous studies have
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examined the information needs of only a few users. Moreover, the significantly
different disclosure indexes used in previous disclosure studies also hinder a fair

comparison between these studies.
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Chapter 4

Corporate Financial Disclosure in
Sri Lanka: Regulatory Environment
and Recent Developments

4.1 Introduction
The regulations aimed at mmproving the quality and uniformity of corporate

financial reporting, including financial disclosures, in Sri Lanka consist of
Company Law, CSE & SEC requirements, Sn Lanka Accounting Standards
(SLASs) and other by-Laws. The objective of this chapter is to outline the related
institutional and legal framework and discuss the provisions of the major
regulations on corporate disclosure in Sni Lanka. The chapter is organised in five
sections. While the second section provides a historical development of
disclosure practices in Sri Lanka, the third section describes the legal and
institutional framework. The fourth section outlines all major disclosure
requirements imposed by various regulatory bodies and the final section provides

a summary of the chapter.

4.2 Historical Developments and Disclosure Requirements

Although there has been a long history for the corporate culture in Sri Lanka,
improving the quality of disclosure practices is a recent phenomenon.
Interestingly, despite the existence of public companies for a long period of time,
“there has been no tradition of financial reporting to the public in the history of
accounting practices in Sri Lanka” (Perera, 1975, p.87). However. such a

situation is not surprising when one considers the nature and ownership of
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companies, especially in the pre-independence period. Perera (1975) descnbes

this situation as follows:
The country is characterised by an elite class that dominates
the economic and political fabric of the society. They are
generally a small percentage of the total population, but they
own a large proportion of the country’s capital assets and
receive a highly disproportionate share of the national
income. This elite class often controls major domestic firms,
and in most cases their family members and friends hold
responsible managerial positions. ... In view of the close-knit
nature of the elite group there has been little incentive for the
development of a system of extensive financial reporting;
under such conditions the owners and managers tend to

believe that they need only a minimum of accounting
information (pp. 87-88).

However, this situation changed dramatically in early 1970s with the
emergence of a new class of people with an investible surplus of income and new
lending institutions including state banks (Manoharan, 1972). With these
changes, companies slowly started to respond to the demand for information

needs of this new class of people.

In Early days, the company law in Sri Lanka did little to improve the
quality of reporting practices. For Example, the first company legislation in Sri
Lanka, Joint Stock Companies Ordinance No. 4 of 1861, did not include any
provisions to make the publication and audit of company financial statements
obligatory. Although the Companies Ordinance No. 51 of 1938 introduced some
statutory requirements on disclosure and presentation of financial information,
they were based mainly on the commercial and social needs of England in 1929,
which were not relevant to the changing business environment in Sri Lanka
(Wickramarachchi, 1978, p.3). Compared to the limited disclosure requirements
laid down in the Companies Ordinance, the Colombo Brokers’ Association

(CBA) had imposed a greater amount of more specific disclosure requirements.
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Since the CBA was the authority for granting public quotations. its rules and
regulations were applicable to all public companies wishing to have their shares
quoted in the official list. In order to protect the public interest, the CBA took the
greatest care when granting a quotation to a company. Therefore, the by-laws of
the association were closely modelled on those of the London Stock Exchange
and were far in advance of those of the local Companies Ordinance of 1938.
Accordingly, a vast amount of details had to be given in the company’s
prospectus or advertised statement (Perera, 1975, pp. 88-89). These rules and
guidance provided to listed companies for prepaning their financial statements
were published in a CBA publication under the title of “By-Laws for the Official

List, quotations and dealings”.

With the establishment of the ICASL in 1959, the reporting practices
in Sri Lanka took a significant turn. While advising its members to comply with
the provisions of the Companies Ordinance, the ICASL, following the
recommendations of the Institute of Chartered Accountants in England and
Wales, introduced more progressive reporting requirements and auditing
standards (Perera, 75, pp. 90-91). Accordingly, since 1970* the ICASL has been
regularly adopting, with necessary modifications, several Accounting Standards
and Auditing Guidelines set out by some international bodies for the
improvement of reporting practices in Sri Lanka. Until recently, these standards

mainly served as guidelines for accountants and auditors to prepare and audit

2 The first S Lanka Accounting Standard (SLAS-1)—The treatment of dividends duly grossed
in the balance sheets and Appropriation Statements of Companies—was 1ssued on 1 April
1970, and supplemented by circulars of 14 and 19 December 1973 (Wickramaarchi, 1978).
This standard was later withdrawn.

111



Chapter 4: Regulatory Environment and Recent Developments

accounts whilst the Companies Act and the CSE’s listing regulations stipulated

mandatory disclosure requirements.

Because of the small number of companies whose accounting came
under the rules of the CSE in 1970s, stock market was the least important source
for accounting regulation (Perera, 1975, p.90). Amid the absence of legal backing
for SLASs and less significance of stock market rules, the Companies Ordinance
continued to maintain the legal control over accounting and accountants in the
country. The Company Ordinance required every company to maintain certain
records and have them audited by a qualified auditor every year. However. the
requirements specified by the Companies Ordinance had many limitations. For
example, although the rules applicable to the preparation of the balance sheet
were specified in the Ordinance no such rules were given in respect of the profit

and loss account.

By 1977, the ICASL had issued seven S Lankan Accounting
Standards (SLAS) of which SLAS 7—Information to be disclosed in financial
statements—provided specific information with regard to the preparation of
financial statements. Five years after the introduction of SLAS 7, the existing
Companies Ordinance No. 51 of 1938 was replaced by a new Companies Act,
No. 17 of 1982, which specified the reporting requirements in grater detail.
Effectively, most of the requirements recommended by the ICASL through the

SLAS 7 were included in the new Act.

However, despite the introduction of the new Companies Act and
continued issuance of SLASs as guidelines for reporting practices, there were
serious concerns over the reliability of company financial statements. A

committee report on financial sector reforms in July 1993 had specific reference
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to some of these concems. The report sates, “There has been a considerable
concern expressed both in official circles as well as among the interesting public,
that the true financial position of banks and other financial institutes and of
public companies is not always fully revealed in their published accounts. For
instance, the true financial position of the Bank of Ceylon and the People’s Bank
and some leading finance companies which were in serious difficulties, was not

revealed in the accountants and audits of these institutions (Rodrigo, 1996).

In the absence of research examining the state of accounting practices
in Sr1 Lanka, the real state of these practices were largely unknown to the general
public and even to the regulators. The fact that the Companies Act had stipulated
reporting requirements and an independent auditor was required to certify
whether financial statements were prepared following these legal requirements
made people to believe that financial statemerts of companies showed the true
state of the companies. However, the sudden collapse of some finance companies
in late 1980s without any prior waming raised serious doubt about the credibility
of financial statement of the entities in Sm Lanka. In 1991, A World Bank
official, Dr. M G Parry, (cited by Rodrigo, 1996) had the following comments to

make on the state of accounting and auditing in Sri Lanka.

(1) There is a generally low perception of the quality of financial
statements, and the reliability of the audit opinion of both privately
owned companies and public enterprises.

(2) Private companies are frequently audited by licensed, but unqualified
auditors, their financial statements are seriously in arrears, and they
very substantially understate profit.

(3) The financial statements of quoted companies are typically
superficially well produced and attractively presented documents. In
reality, they often fail to comply with accounting standards, they
sometimes significantly misstate results, and therefore by implication
their audit cannot be relied upon.
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(4) In their corporate lending decisions, banks make very limited use of
financial statements.

This problematic situation in reporting practices in Sri Lanka was also
seen as a major impediment to the development of CSE. Cabraal (1994)
referring to the importance of financial reporting as a key factor that actively
contributes to the sustenance of investor confidence, which is the most vital
ingredient in a stock market, pointed out some negative aspects of financial
reporting practices in Sri Lanka that obstruct the attempts for increasing investor

confidence. They are:

e Non-availability of proper Accounting standards,

e Lack of properly educated and trained personal in the preparation
of financial statements,

e Poor and questionable auditing practices,

e Jack of authoritative pronouncements pertaining to the
interpretation of Accounting Standards,

e Lack of enforcement of Accounting Standards to ensure that the
financial statements give a true and fair view;

o Delays in dissemination and publication of financial statements,

e Lack of professional ethics govemning those involved in the
preparation and the audit of financial statements, and

e Possible coercion by interested parties in manipulating financial
statements.

Supporting these views, Rodrigo (1994) pointed out the quality of
financial statements as a major area that affects the development of capital
market in Sri Lanka. In his opinion, there are many instances of falsification of
accounts that have passed undetected although those accounts have been audited.
The main areas of falsification of accounts are:

e Manipulation of accounting policies or application of inappropriate

accounting polices,

¢ Inadequate disclosure in financial statements, and
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e Misleading presentation

In view of these comments, it was evident that despite the SEC serving
as the regulatory authority and the disclosure requirements stipulated by the
Companies Act, they were unable to deliver the intended results. Further, the
mechanisms to monitor compliance with laws and regulations ware also not
operating properly, resulting a creation of false values for enhancing share prices
of some listed companies. Because of this unhealthy situation created by the
existing accounting practices, in early 1990s, the importance of strengthening the
legal backing for disclosures requirements was seen as a possible solution for

improving the reporting practices.

The outcome of all these comments resulted in the enactment of the Sn
Lanka Accounting and Auditing Standards Act of 1995 (SLAASAct) which
made the compliance of the SLASs mandatory for Specified Business
Enterprises (SBE) in the preparation of their financial statements. Unlike in the
past where Accounting Standard Committee consisted of only members of the
ICASL, the new Accounting Standards Committee (ASC) established under
Section 8 of the Act for the continuous achievement of the objectives of the
Accounting Standards Act has a broader representation. The SLAASAct has not
only placed equal responsibility for ensuring compliance with the standards on
the management of the entity but also on its auditors, who are required to
specifically report on whether the entity has complied with the relevant SLASs

(Accounting and Auditing Standards Act, 1995).
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4.3 Legal and Institutional Framework

4.3.1 The accounting profession
The first national professional accounting body, the Institute of Chartered

Accountants of St Lanka (ICASL), was established in December 1959 under
the Parliamentary Act No. 23 of 1959. This was in response to a
recommendation made to the Government by the L M D de Silva Commission
on Company Law. The ICASL replaced the Accountancy Board which
functioned as the only authoritative accounting body in Sri Lanka during the
1941-1959 period (Wijewardena and Yapa, 1998).

The ICASL is administered by a council consisting of the president,
vice-president and four members elected by the members and six members
appointed by the Minister of Internal and External Trade. The main duties of the
Council are: to supervise and regulate accounting education and training; to
maintain professional standards, and acquaint members with the methods and
practices necessary to maintain standards; to encourage research in accountancy
and related subjects and to secure the well being and advancement of the
profession. Currently, the Institute has over 2,000 members along with over
16,000 registered students (ICASL, 2001).

The ICASL has a significant influence over the national policy
formulation in areas related to the accountancy profession. It is the sole
accounting standards setting authority in Sri Lanka and the application of
accounting standards issued by the ICASL is mandatory for Specified Business

Enterprises (SBE) including all companies listed on the Colombo Stock
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Exchange®. In the fields of taxation and company law, it renders assistance to
the government in the form of suggestions and recommendations on various
fiscal and accounting related matters before the respective legislation is
formulated. Since 1964, with the intention of improving the quality of corporate
reporting practices in Sri Lanka, the ICASL has been conducting an annual
competition among companies, public corporations and banks for selecting the
"Best Corporate Report and Accounts”.

In addition to ICASL, two other professional bodies, the Chartered
Institute of Management Accountants (CIMA), which has a well-established
branch in Sri Lanka, and the Association of Chartered Certified Accountants
(ACCA), provide professional accounting qualifications to Sn Lankans.
However, since the CIMA basically caters to accountants engaged in cost and
management accounting in commerce and industry, its members cannot function

- as auditors. Therefore, they are mainly involved in management accounting
functions in organisations rather than in financial reporting. The number of
ACCA members in Sri Lanka is very small and they too do not act as auditors.
In 1999 the Sri Lankan accountants with CIMA and ACCA qualifications

amounted to 1,321 and 62 respectively (Wijewardena, 1999).

B Other SBEs are: Companies licensed under the Banking Act, No. 30 of 1988; Companies
authorized under the Control of Insurance Act No. 28 of 1962 to carry on insurance business;
Companies carrying on Leasing business; Factoring companies; Companies registered under
the Finance Companies; Companies licensed under the Securities Act to operate unit trusts;
Fund Management Companies; Companies licensed under the Securities Act to carry on
business as stockbrokers or stock dealers; Companies licensed under the Securities Act to
operate a stock exchange, Companies not listed on a stock exchange licensed under the
Securities Act (a) which have tumover in excess of the prescribed limit, (b) which at the end
of the previous financial year, had a shareholders equity in excess of the prescribed Limit, (c)
which at the end of the previous year, had liabilities to banks and other financial institutions in
excess of the prescribed limit, (e) which have a staff in excess of the prescribed Limit; Public
corporations engaged in the sale of goods or the provision of services: and A group of
companies, any one of which fall within any of the above categones.
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4.3.2 Accounting Standards Committee (ASC)
The ASC established by the SLAASAct for the purpose of making

recommendations and assisting the ICASL in adopting of accounting standards
consisted of twelve members. Six of them are members of the ICASL including
the President. The other six members are: one member nominated by the Sri
Lanka Division of the CIMA, the Registrar of Companies, the Director General
of the Securities and Exchange Commission, a nominee of the Governor of the
Central Bank, an nominee of the Ceylon Chamber of Commerce and a nominee
of the Federation of Chambers of Commerce and Industry of Sri Lanka. The
committee is required to consult the Central Bank when making any
recommendation regarding accounting standards for licensed Commercial
Banks and financial institutions within the supervisory control of the Central
Bank.
4.3.3 The Auditing Standards Committez (AuSC)

This committee was also established by the SLAASAct to make
recommendations and to assist the ICASL in the adoption of SLAuSs. It
consists of eight members of the [CASL nominated by its Council. At least four

of these members are members of the ASC.

4.3.4 Sri Lanka Accounting and Auditing Standards Monitoring Board
(SLAASMB)
This Board was established in 1995 by an Act of Parliament for the purpose of

facilitating the monitoring of compliance by specified business enterprises with
the Accounting and Auditing Standards. It comprises the following 13
members: (a) Three ex-officio members—the Registrar of Companies, the
Commissioner General of Island Revenue, and the Director General of the SEC;

(b) Ten members appointed by the Minister including: an officer of the Central
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Bank as nominee of its Govemnor, three members of the ICASL. a member of
the Sri Lanka division of the CIMA, two company Directors with executive
managerial experience, one Senior Lawyer, one Senior Banker, and a nominee
of the University Grants Commission. The Chairman of the committee is
appointed by the Minister. The SLAASAct requires every EBE to forward a
copy of its annual accounts to the Monitoring Board to enable it to determine
whether the accounts have been prepared in accordance with the SLASs.
4.3.5 Colombo Stock Exchange (CSE)

The Colombo Stock Exchange was originally known as the Colombo Brokers’
Association (CBA) which commenced trading of shares in limited liability
companies involved in the opening up of plantations when they country was
under the British rule. Public funds were channelled into equity capital in these
plantation companies under the sponsorship of the CBA. It also created an
active secondary market for such securities. Since then, share trading grew
gradually and Colombo had an active share market for most of the century.
However, the nationalisation of private enterprises including plantation
companies and banks in the 1960s and 1970s had a serious adverse impact on
the share market reducing its trading to insignificant proportions. With the
introduction of a new political and economic philosophy that espoused free and
open market ideals in the latter part of the 1970s, the share market quickly
recovered its lost stature. In 1984, the Colombo Stock Exchange (CSE) took
over the operations of the stock market from the CBA and for the first time in
the history of share trading in Sri Lanka the stock market was opened up to the
public with the establishment of a public trading floor based on an ‘open outcry”

system of trading (CSE, 2000).
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The free market economic polices of 1978 and the emergence of the
private sector as the dominance force of the economy caused a restructuring of
the stock market. After many decades of inactivity, the stock market activities
in the country picked up very significantly in the early 1990s due to a number of
positive steps such as the liberalisation of stock market investments. fiscal
incentives, opening of the market to foreign investors, modemisation and
improvement of trading activities. In 1997, the CSE became the seventh stock
exchange in the world to set up a fully integrated screen based trading system,
replacing the century old ‘open outcry’ system. In 1997, the CSE had 237 listed
companies with market capitalisation of over 112 billion rupees (Central Bank
of Sri Lanka, 1998).

The CSE has been organised as a company limited by guarantee. Its
polices are formed by a board of directors consisting of five brokers elected by
the members and four non-brokers who are appointed by the Finance Minster on
the recommendation of the SEC of Sni Lanka. Among the committees set up by
the board are the Rules and By-Laws Committee, the Disciplinary and
Arbitration Committee, the Finance Committee, the Listings Committee, and
the Research and Development Committee. Membership is restricted to
stockbrokers who are permitted to act as intermediaries or agents for buyers and
sellers of securities. Currently, there are 15 member firms operating on the
exchange floor (Sheimo, 1996).

The key statutes, which have an impact on the operations of the CSE,
are given below.

e The Securities Council Act No. 36 of 1987 (as amended)
e The Companies Act No. of 1982 (as amended )

e The Companies Act as amended by Act No.33 of 1991

e The Exchange Control Act No. 35 of 1956 (as amended)
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e The Banking Act No. 30 of 1998 (as amended)
e The Fair Trading Commission Act No.1 of 1987 (as amended)

The Colombo Stock Exchange (CSE) is licensed by the Securities and
Exchange Commission of Sri Lanka (SEC). The stock market comes within the
purview of the Securities Council Act of 1987 (SEC Act). The CSE has several
rules and regulations that govern Listed Companies and Member Firms. Rules
of the CSE also form part of the regulations of the SEC under the SEC Act. The
following are the rules and regulations of the CSE;

e Listing rules

e Member Regulations

e Rules for Clearing, Settlement, and Depository activities (CDS

Rules)
e Conditions of Sale Trading Rules

4.3.6 Securities and Exchange Commission (SEC)
This is a statutory body set up under the Securities Council Act** No. 36 of
1987 with the purpose of regulating the securities market in So Lanka: granting
licences to stock exchanges, stock brokers and stock dealers who are engaged in
the business of trading in securities; and setting up a compensation fund. The
specific objectives of the Commission stipulated by the Act are the creation and
maintenance of a fair and orderly security market in Sri Lanka; the protection of
the interest of investors and the operation of a compensation fund to protect
investors from financial loss arising from the failure of a broker to meet his
contractual obligations; and the regulation of the securities market (SEC, 2002).
By regulating and overseeing the securities market, the SEC ensures that

professional standards are maintained in the market.

 This act was amended by the Securities Council (Amendment) Act No. 26 of 1991 and 1s
hereinafter referred to as the “Securities Act”. With this amendment, the name of the
Securities Council was changed to Securities and Exchange Commission in Sri Lanka.
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The SEC consists of 10 non-executive members and is headed by a
Director General who functions under the general direction and guidance of the
commission. Of the 10 members, the Minister of Finance appoints 6 of them
who are qualified and experienced in legal, finance, business and administrative
affairs. Also, the Governor of the Central Bank of S Lanka nominates one of
his Deputy Governors to the commission. The remaining 3 members of the
commission are ex-officio members. They are: Deputy Secretary to the
Treasury, the Registrar of Companies, and the President of the Institute of
Chartered Accountants of Sri Lanka. The Director General 1s appointed by the
Minister of Finance on the recommendation of the SEC is responsible for
managing and carrying out various activities of the commission.

Although the SEC has been very active in recent years in developing
the CSE by taking a number of positive measures, it have been subject to heavy
criticism for several years on a number of issues. Cabraal (1994) identified the
following weaknesses: (1) Lack of proper rules, regulations and orders to ensure
the orderly trading of securities, (2) Slow response to public complaints and
concems, (3) Unfair and arbitrary rulings, (4) Conflicts of interests, particularly
in relation to key persons, (5) Not being up-to-date with international and /or
regional developments, enactment of regulations that prevent or retard market
growth, insufficient commitment to future market development, not being
sufficiently independent and objective.

However, the SEC has recently taken a number of steps towards
achieving its intended objectives. One of them was signing of a memorandum of
understanding (MOU) between the SEC and the Sni Lanka Accounting and

Auditing Standards Monitoring Board (SLAASMB) in 2001. According to this
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MOU, both SEC and SLAASMB agreed to co-ordinate their regulatory

functions to the extent feasible with a view to preventing any overlap or

duplication of activities. Listed below are the specific items they have agreed to:

1.

10.

SEC scrutinise annual reports and financial statements of listed
companies in respect of compliance with the Companies Act and
CSE rules, and statements of corporate governance;

SLAASMB will scrutinise annual reports and financial statements
of companies in relation to compliance with Sn Lanka Accounting
Standards (SLASs) and Sn1 Lanka Auditing Standards (SLAuSs):

SEC will keep the SLAASMB informed of any non-compliance by
companies with SLASs and SLAuSs that SEC will become aware
of;

The SEC will share with SLAASMB its final decisions or rulings
following its examination of annual reports and financial
statements which are considered necessary for the SLAASMB to
be aware of;

SEC will share copies of its communications with listed companies
concemning matters pertaining to SLASs;

SLAASMB will keep the SEC promptly informed of any
investigations it initiates on entities regulated by the SEC which
SLAASMB considers relevant for the SEC to be aware of;

The final findings by SLAASMB on matters mentioned in 5 above
which the Board considers relevant for the SEC to know will be
conveyed to SEC promptly;

SLAASMB will keep the SEC informed of any directions issued to
entities regulated by the SEC agreements reaches with such entities
to amend, update or disclose any item in their annual financial
statements, interim reports or any other publications;

SEC will share with the SLAASMB complaints relating to the non-
compliance with SLASs and SLAuSSs;

SEC and SLAASMB will engage in joint public awareness
activities pertaining to transparent and good corporate governance
practices

Since the examination of annual reports of listed companies to check

the compliance with regulations has now become an activity of the SLAASMB,

the SEC confined it activities in relation to the annual reports to check the

compliance with listing rules, corporate government practices, etc. However,

prior to this change the Corporate Affairs, Governance and Research Division of
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the SEC reviewed annual reports of listed companies to ensure full and fair
disclosure, as required by SEC Act, CSE Rules, the Companies Act, and the

compliance with SLASs.

4.3.7 The Registrar of Companies

The Department of the Registrar of Companies is the primary administrative
authority of all companies registered in Sri Lanka and is responsible for the
implementation of the Companies Act. Its mission is to establish business and
other institutions under the relevant Acts in accordance with the economic and
trade policy of the Government and to act in vigilance in regard to their effective
functioning and to assist in other commercial activities. The Registrar also
functions as an ex-officio in the Board of the SEC. This role enables him to
reduce the overlaps in the regulatory oversight exercised by the Registrar and in

the areas of investor protection and disclosure.

4.4 Legislative Requirements

4.4.1 Company Act requirements
Unlike the Companies Ordinance No. 51 of 1938, the new Companies Act

included specific requirements for both the balance sheet and the profit and loss
account. Accordingly, under the new Act, the directors were required to prepare
and present profit and loss accounts, balance sheets, group accounts (if any) and
other necessary reports in accordance with the provisions under Sections 144,
146, and 152 of the Act. Further, Part I of the fifth Schedule of the Act
explicitly detailed out the information that should be disclosed in these
statements. More specifically, paragraphs 2 to 11 of the Schedule pointed out
the balance sheet items while paragraphs 12 to 14 specified the profit and loss

items. Part II of the Schedule outlined the special provisions applicable to
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holding or subsidiary companies while Part I pointed out the exceptions to the
disclosure requirements in respect of special types of companies. Finally, Part
IV provided the details as to how the terms used in the Schedule should be

interpreted (Companies Act, 1982).

The Companies Act requires the directors of every company to keep
proper books of accounts and publish a balance sheet and a profit and loss
account at least once in every calendar year. With regard to the general
provisions in respect of contents and form of accounts, the section 145 (1) of the
Act stipulates that the balance sheet and the profit and loss account of the
company should give a true and fair view of the state of affairs and the
operating performance of the company. In addition, section 145 (2) requires that
these two statements must comply with the requirements of the Fifth Schedule
of the Act. The balance sheet and the profit and loss account must be audited.
Auditors are also required to state whether these statements provide the
information required by the Act to give a true and fair view of the company.
Also, both the Act and the SLASs require that financial statements should

include corresponding figures for the preceding period as well.

If a company has one or more subsidiary companies and is not itself a
wholly owned subsidiary of another company incorporated in Sri Lanka, it
needs to prepare group accounts. In such a case, the holding company is
required to prepare consolidated financial statements showing the state of affairs

of the company and its subsidiaries.

In accordance with section 152 of the Act, a report by the directors
with respect to the state of company affairs should be attached to the balance

sheet. This report should state the amount of dividends recommended and the
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profits transferred to reserves. Also, it should state whether any director of the
company is directly or indirectly interested in any contract with the company
and, if so, the nature of such contracts. In addition to the requirements of the
Companies Act, there are several items of information that may be included in
the directors’ report. Some of them are required by the existing accounting
standards. These items include fair review of businesses, future development
plans, significant changes in fixed assets, principal activities of the company,

names of directors, and a reference to the reappointment of auditors.

4.4.2 Accounting Standard Requirements
Since 1995 the compliance of the SLASs formulated and issued by the [CASL

has been mandatory for Specified Business Enterprises (SBE) including all
listed companies in Sri Lanka. Up to 1999, 34 SLASs had been issued (See
Table 4-1). Six of the standards issued have been withdrawn due to their

inapplicability or replacement by other standards (ICASL, 1999).

Table 4-1

Sri Lanka Accounting Standards
| NO. || Name of the Standard
| SLAS 3 j Presentation of Fmancnal Statements (Rewsed 1998)

|

]

[ SLAS5 [ Inventories |
|

|

t‘

]

i

t SLAS8  |[ Depreciation Accounting
| SLAS9 ]! Cash Flow Statements
| SAAS10 ][ Net Profit or Loss for the Period, Fundamental Errors and Changes in Accounting Policies

| SLAS 11 | Research and Development Costs

| SLAS 12 || Contingencies and Events Occumng After the Balance Sheet Date

| SLAS13 || Construction Contacts -

| SLAS 14 ][ Accounting for Taxes on Income ) |

| SLAS 15 |[ Presentation of Current Assets and Current Liabilities

| SLAS 16 ][ Retirement Benefits Costs

[ SLAS 18| Property: Plant and Equipment _ |

[ SLAS 19 |[ Accounting for Leases _ ]
|
[

| SLAS 20 ]| Borrowing Costs
| SLAS21 || The Effects of Changes in Foreign Exchange Rates
| SLAS 22 || Accounting for Investments
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| SLAS 23 || Revenue Recognition and Disclosures in the Financial Statements of Banks
"SLAS 24 | Accounting for Government Grants and Disclosure of Government Assistance
| SLAS 25 W]‘ Business Combinations
FLAS 26 || Consolidated Financial Statements and / Awounhng for Investments in Subs;dlanesA o
[ SLAS 27 |[ Accounting for Investments in Associates
[slAs28 |l Reporbng Fmancnal Informatjon by Segment - [
[ SLAS29 |[ Revenue B
SLAS30 || Related Party Disclosures ]
['SLAS 31 |[ Financial Reporting of Interests in Joint Ventures ) B ]
[ SLAS32 || Plantations ]
'SLAS 33 |[ Revenue Recognmon and Dlsclosures in the Fmancual Statemen(s of Fmanoe CompamL]
[SLAS 34 | Eamnings per share B - ]

Note:
SLAS 1, SLAS 2, SLAS 4, SLAS 6, SLAS 7, and SLAS 17 were mthdrawn

Source: ICASL, 2000 —

Newly revised SLAS-3: Presentation of Financial Statements outlines
the components that should be included in a complete set of financial
statements. They are:

(a) Balance sheet,

(b) Income statement,

(c) A statement showing either all changes in equity or changes n
equity other than those arising from capital transactions with
owners and distributions to owners,

(d) Cash flow statement, and

(e) Accounting policies and explanatory notes.

The cash flow statement may be presented in a variety of ways, for
example, as a statement of cash flows or statement of funds flow. The financial
statements may also include supplementary schedules and information based on
or derived from such statements. These schedules and supplementary
information may be needed to provide adequate information on the operational
performance and financial status of a company. For example, information on
industrial and geographical segments and disclosures on the effect of changing

prices may be given in this form. However, the items such as reports from

directors, statement by the chairman, and discussion and analysis by
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management that are included in an annual report are not considered as a part of

the financial statements.

The ICASL in recent years has developed a conceptual framework for
the preparation and presentation of financial statements. This framework sets
out the concepts that underline the preparation and presentation of financial
statements for external users. Although the framework is not a SLAS and does
not override any specific SLAS, it greatly assists the Council of the ICASL in
reviewing and developing accounting standards in addition to being help to
various other parties such as the preparers and auditors of financial statements in
applying SLASs. This framework outlines the following: the objective of
financial statements; the qualitative characteristics that determine the usefulness
of information in financial statements; the definition, recognition and
measurement of the elements from which financial statements are constructed;
and concepts of capital and capital maintenance (ICASL-Standards, pp 5-43).

4.4.3 CSE listing rules
Listing rules of the CSE have been a major regulatory source on financial
disclosures in Sri Lanka. A listed entity must agree to abide by the listing rules
to gain admission to the official list and to remain listed. The CSE lays down the
corporate disclosure polices for companies included in its official list. As a
guiding principle, the CSE has held the view that the conduct of a fair and
orderly market requires every listed entity to make available to the public the
information necessary for making informed investing decisions. Accordingly, it
has taken reasonable steps to ensure that all those who invest in its securities
enjoy equal access to such information. In applying this fundamental principle,

the CSE has adopted six specific policies as shown in Table 4-2.
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Table 4-2
Major Disclosure Policies of the CSE

)‘ Immediate pubhc disclosure of matenal mformatlon- B

]
2. ] Thorough publlc dlssemmatlon

3.
4
LS. J\ ‘Unwarranted promot10nal dlsclosure
6 ermder trading -

|
|
]
|
|
|
|

\
| Souroe Colombo Stock Exchange 1998

The CSE has provided greater details of these disclosure polices in its
publication (Blue Book) and the directors of the companies listed on the
Exchange are obligated to follow the listing requirements based on these
policies on a continuing basis. If a company listed on the Exchange violates
these requirements, it becomes subjected to various sanctions imposed by the
CSE. An extreme or continuing violation of these requirements by a company
may result in a de-listing of its name on the Exchange. Although there are many
instdﬁces where stock exchange has suspended trading of companies for failure
to disclose material information, there have been no cases to date where the
more extreme step of a delisting has been carried out for the reason of non-

disclosure (Wickramanayake, 1998).

According to CSE regulations, listed companies in Sri Lanka are
required to submit quarterly profit statements to shareholders and the CSE
within two months of the end of each quarter. and audited accounts to

shareholders and the CSE within six months of the end of each financial year.

In addition to the listing rules and regulations, several other laws

directly or indirectly emphasise the requirements of immediate disclosure.
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These laws are embodied in the Securities Act, the Takeovers and Mergers
Code, and the insider dealing provisions of the SEC Act (Daily News. 1998).
4.4.4 SEC Rules
The rules of the Securities Act provide the SEC powers to compel listed
companies to make immediate disclosure of material events. In case a listed
company fails to provide all material information, using the powers provided by
Section 13 (h) of the Securities Act, the SEC could cancel or suspend the listing
or trading of that company for protecting the investors. Therefore, through the
powers vested on the SEC, it can force listed companies to comply with
immediate disclosure requirements. Although the CSE also has the powers to
enforce companies to follow disclosure requirements through suspension or
delisting, the SEC has a wider set of options in enforcing these requirements in
terms of its general enforcement powers. From 2000. the SEC has
recommended that all public companies should disclose their corporate
governance practices in their annual reports. Such practices include. for
example, the role the board of directors plays in the management of the
company, the frequency of board meetings, and the board policy on ethical
conduct and how it is enforced.
4.4.5 Obligation for Audit of Accounts

Section 6 of the SLAASAct requires the Accounts of SBE to be audited by
qualified auditors who are members of ICASL. Accordingly, the auditors are
required to certify: (1) that the audit has been conducted in accordance with the
SLAuSs and (2) that the accounts have been prepared and presented 1n

accordance with the SLASs. When a qualified auditor fails to comply with the
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SLASs and SLAuSs as required by the SLAASAct, he should specify clearly the

deviations made together with reasons for such deviations.

Since the disclosures mentioned above include the disclosures which
are not within the purview of this study, it is important to reiterate the scope of
this study before proceeding to the analysis and discussion in the next two
chapters on the financial disclosures in Sri Lanka from the users’ and preparers’
point of views. As already outlined previously”, period disclosure and ad-hoc
disclosure are two of the most common financial disclosures of a company.

These two financial disclosures are also known as ‘“structured penod

26 27

and “unstructured disclosures™ . Although the regulatory sources

disclosures
on financial reporting described in this chapter deal with both period disclosures
and ad-hoc disclosures, the scope of this study is limited to examining the issues
relating to period disclosures.

Although ad-hoc disclosures are not within the purview of this study,
an examination of the regulatory disclosure sources described in this chapter
indicates that the requirements for ad-hoc disclosures under statutes such as

Companies Act are very limited, contrary to the public belief that public

companies are required to make immediate disclosure of matenal events.

¥ See: Section 1.4 of Chapter 1: Introduction.

26 The disclosures which are statutorily required to be made periodically in statutory documents
such as financial reports, directors’ report etc. The statues such as Companies Act and SLASs
specify when and how these disclosures be made. These disclosures are primarily meant for
anyone who has a vested interest on the company.

*7 This refers to disclosures relating to events that take place on an ad hoc basis and have to be
disclosed immediately, so that investors can make investment decisions about the shares of the
company. These disclosures are generally meant for investors.
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4.5 Summary

The major objectives of this chapter were to outline the related institutional and
legal framework and discuss the provisions of major regulations on corporate
disclosure in Sri Lanka. The major players in the legal and institutional
framework in Sri Lanka include the accounting profession, mainly the ICASL,
CIMA and ACCA; ASC; AuSc; SLAASMB, CSE, SEC, and the Registrar of
Companies. The activities of these institutions for the improvement of corporate
disclosures practices in Sri Lanka have intensified in recent years with the
increased demand for timely and reliable information by a wider spectrum of
users. The legislative disclosure requirements for the companies in Sn Lanka are
provided by the Companies Act, SLASs, the CSE listing rules and the SEC
rules. However, with the legalisation of the SLASs in 1995 by an Act of
parliament making the compliance of which is mandatory for all SBE, they have
now become the most influential regulations on corporate disclosure in Sn
Lanka. According to SLASs, a complete set of financial statements should
consist of Balance Sheet, Income Statement; a Statement Showing the Changes
in Equity, Cash Flow Statement, and Accounting policies and explanatory notes.
The financial statements of SBE should be audited by an auditor who is a
member of ICASL. Despite increased attention being paid to improve corporate
disclosure in Sri Lanka by regulatory bodies, the lack of disclosure is still a

major reason for the erosion of investor confidence.
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Chapter 5

Information Needs of the Users:
The Survey and Its Results

5.1 Introduction

Empirical examination of user perceptions on the information needs of corporate
annual reports has been the subject matter of a large number of studies
conducted in many countries during the past few decades (See Table 5-1). A
closer look at these studies reveals that while most of them have been based on
countries having developed capital markets, those focused on countries with
emerging capital markets have been limited only to a few studies. Since the
findings of the studies conducted in developed capital markets are not similarly
applicable to emerging capital markets due to the large differences in political,
cultural, economic and social factors between the two markets (see, for example,
Jaggi 1975; Perera 1989), it is apparent that little is known about the way in
which users of corporate annual reports in the emerging markets view those

reports.

Another feature of the previous research on this aspect is that most of
these studies were confined to an examination of the information needs of a very
few user groups—one or two in most cases (see Table 5-1). Because of this
limitation, relatively little is known about the views of the user groups that have
not been the subjects of previous research. Therefore, one of the objectives of
this study is to examine the views of a larger number of user groups on the

usefulness of corporate annual reports of public listed companies in an emerging
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market. This objective is to be achieved through an analysis of data obtained

from a questionnaire survey”® conducted in Sri Lanka in the latter part of 2000.

Table 5-1

Annual Report Studies with User Input

i Developed i !
Ausfralia | Chenhall and Juchau (1976); Individual investors 1025 464 !
| Chenhalland Juchau (1977) || | e
| Winfield (1978) [ Shareholders [ 850 || 37.5 ||
[ Anderson (1981a) [ Insfitutional investors [ 300 [ 631 |
[ Anderson (1981b) [ Shareholders [ 2682 [ 360
| Anderson and Epstein Individual shareholders 2359 189
1| (1995); Anderson (1998) it s L SR R _ o _
Hong Kong j[ Ho and Wong (2001) Finance directors and 1145 16.6
_ B | Financial analysts
New Zealand || Witon and Tabb (1978) [ Private sharenoders | 300 [ 550
Coufis(1979) | Companies | 2801 450
McNally, Eng, and Hasseldine | Financial Editors, 187 444
(1982) Stock Exchange
I S | R e | ... : :
UK. Lee and Tweedie (1975); Lee rShareholders 1594 23.5
_and Tweedie (1975) | WS a7 .
|| Firth (1978) Financial directors, 750 40.3
i | Accountants, Financial
W || analyts loanofficers || ||
[ Firth (1979) [ Financial analysts [ 120 | 383
us, | Bakerand Haslem (1973) | Individualinvestors | 1623 | 524
[Buzby974) [ Financialanalysts [ 500 [ 262
/| Chandra (1974) Accountants and 1000 498
j | _security analysts B
[Buzby(1975)  [FinancialAnalysts [ 150 [ 213
[Chanda(1975) [ Frencalanasts [ 400 [ 450
| Benjamin and Stanga (1977) | Financial analysts and 1200 458
| ) | bank loan officers |
| Chandra and Greenball Financial executives 1200 411
(1977 | and security analysts
| Stanga and Tiller (1983) [ Bank loan officers |~ 400][ 575
[Robbins (1984) Bond analysts and 400 403
{ | finance officers i i !

# Questionnaire survey is one of the most common approaches used in the social sciences to
empirically study the characteristics and interrelations of sociological and psychological
variables. Its impact on research in accounting and related disciplines has been substantial. For
critical assessment of this method, see Roberts (1999).
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’ [ Malone, Fries, and Jones | Financial analy;tg ] T 694 | 16.6
11(1993) J m .
Australia, New | Anderson and Epstein (1986) | Individual shareholders - 5718 16.3
Zealand, and *
u.s g !
Canada, U.S, | Belkaoui, Kahl, and peyrard | Financial analysts ﬁ 700 457 ¢
and Europe (1977) g I ;
U.S and Baker et al. (1977) | nvestors 2648 50.1 !
Australia I 7 o ,‘ o B ‘ ,
U.S and New Chang and Most (1977) | Shareholders 1334 200
Zealand 5 o o
U.S, UK and Chang and Most (1981) /| Individual investors, 5800 260 .
New Zealand 1 institutional investors,
j|_and financial analysts | .
| Emerging _ _ R
Bangladesh Nicholls and Ahmed (1995) W, Practicing accounts, 1000 46
;| non-practicing
!| accountants, bank loan
! I| officers, financial :
! S | analysts !
! Karim (1995) | Bankers, accountants, 651 455 |
| | stock brokers, :
I | academics, tax |
! | officers, financial
b _i|anaysts . _
India | Joshi and Abdulia (1994) Chartered accountants | 850 ' 255 |
. and investors ! I o
Iran Mirshekary (1999) Bank loan officers, | 500 | 49.0
I| academics, stock ! ’
brokers, bank @ :
|| investment officers,
‘| institutional investors,
- || auditors, tax officers | i
Jordan 1| Abu-Nassar and Rutherford | Individual 463 484
(1995) || shareholders,
{| institutional
i| shareholders, bank |
’ loan officers, i
|| stockbrokers, and l
. ] academics 1# o
Abu-Nassar and Rutherford ;| Preparers of financial ! 12 740
, i (1996) '| statements mainly ! ,
§ | | finance directors and . |
i ' chief accountants ;
Malaysia || Rahman (1999) i| Accountants and 300 - 450
1 | financial analysts | - |
Mexico Chow and Wong-Boren || Bank Loan officers 106 632
(1987) B '
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Nigeria | Wallace (1988a) : Wallace and | Chartered 1200 [ 392 |
Cooke (1988b) accountants, investors,
‘| senior civil servants, i
managers, financial ’ |
|| analysts and other
| professionals

South Africa 1| Firer and Meth (1986) | Investment analysts 595 311
| and financial directors '

\ . R fhancialdirectors |l __

This chapter describes the research questions, the methods and
procedures used in questionnaire design and administration, the formulation of
hypotheses on the stated research questions, and the testing of hypotheses using
the data obtained from the survey. Since no any prior research on this aspect of
Sri Lankan companies has been reported in the literature, the findings of this
chapter, while contributing to the literature on corporate disclosure practices in
emerging markets, can provide valuable insights to Sn Lankan policy makers for

improving the quality of corporate disclosures in the country.

5.2 Research Questions

In order to examine the users’ responses and perceptions on a number of issues
pertaining to the usefulness of annual reports for their needs. this study aims to
address the following research questions through an analysis of the data
obtained from the questionnaire survey:

(1) Is there any significant difference between the perceptions of various users
in relation to the purposes of using annual reports?

(2) Is there any significant difference between the perceptions of various users
in relation to the importance of various sources of information?

(3) Is there any significant difference between the perceptions of various users
in relation to the adequacy of information provided in annual reports?

(4) s there any significant difference between the perceptions of various users
in relation to the importance they attach to the different parts of annual

reports?

(5) Is there any significant difference between the perceptions of various users
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in relation to the degree of use of annual reports?

(6) Is there any significant difference between the perceptions of various users
in relation to the problems that restrict the use of annual reports in St
Lanka?

(7) Is there any significant difference between the perceptions of various users
in relation to the reduction or avoidance of the time lag between the end of
the financial year and the issuance of the annual report?

(8) Is there any significant difference between the perceptions of various users

in relation to the importance of information items included in the
questionnaire?

The hypotheses formulated on the basis of the above research
questions and the testing of those hypotheses using the data obtained from the

questionnaire survey are discussed in Section 5.6 of this chapter.

5.3 Questionnaire Survey

5.3.1 Selection of the sample

Since the purpose of conducting the questionnaire survey was to gather
information on the usefulness of annual reports to various users, an attempt was
made to cover all the major user groups in Sri Lanka. As shown in Table 5-1,
many of the previous questionnaire surveys on disclosure studies in other
countries restricted their sample to investors. Even the studies aimed at covering
all different user groups have finally categorised them into a few common
groups based on some of their common characteristics. For example, both
Wallace (1987) and Karim (1995) used six user groups but only two of them
(Accountants and Financial Analysts) were common to both studies. According
to Table 5-1, bank loan officers, financial analysts, and accountants seem to
have been the most commonly used user groups in previous studies. After
having carefully examined the various user groups used in other studies in view

of the Sri Lankan situation, it was decided to use seven user groups for this
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study. They included (1) Accountants (ACC), (2) Executives/ Managers (EXE).
(3) Bankers (BAN), (4) Assessors/Tax officers (TAX). (5) Academics (ACA).
(6) Financial Analysts (FA), and (7) Investors (individual, institutional and stock
broking) (INV).

The sample was drawn from the population located in the Colombo
District®. Considering the difficulties associated with previous researches in
getting a high response to questionnaire surveys in Sri Lanka and other
emerging markets, as a possible strategy to minimise this problem, it was
decided to adopt two methods for the distribution and collection of the
questionnaire. The first method was to deliver and collect the questionnaire by
the researcher himself’® and through a number of persons with whom the
researcher had personal contacts®’. All the persons who delivered the
questionnaire to the people known to them were briefed properly about the
objectives and the nature of the questionnaire. Based on this method, 243 copies
of the questionnaire were distributed during August and September 2000. The
second method employed was a mail survey in which 332 copies were mailed to
the home/office addresses of the prospective respondents along with a letter of

request addressed personally to each of them. The questionnaire and the letter of

* Colombo is the former capital and the major commercial and industrial city of Sri Lanka in
which all the major companies, stock market, banks, and other professional organizations are
located.

3% Researcher adopted two methods for this purpose. One method was to meet the respondents
known to him and get them to fill the questionnaire. The other method was to meet
respondents at the  Postgraduate Institute of Management (PIM), which is the premuer
postgraduate institute in the field of management and has a large number of students who hold
various positions in the government organisations, companies, universities, etc., and to get
them to fill the questionnaire after explaining briefly the objectives of the study.

"' This includes some lectures of the PIM who agreed to distribute the questionnaire to their
students during lecturers and explain to them the objectives and pature of the questionnaire.
Students were given a week to complete the questionnaire and return it to the office of the
PIM. Also. a number of bankers, academics, accountants, and assessors undertook the task of
distributing and collecting the questionnaire to and from their fellow professionals.
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request were provided only in English. A stamped envelope was also sent for
easy retuming of the completed questionnaire.

The sample of accountants was drawn from the Directory of Members
and Firms 1999 issued by the Institute of Chartered Accountants of Sri Lanka.
Since 32 of the 150 accountants included in the sample were personally known
to the researcher, they were handed over the questionnaire personally.
Questionnaire for the other 118 accountants was mailed to their addresses. The
sample of the executives/managers (100) was drawn from the students’ registry
of the Master of Business Administration degree program of the Postgraduate
Institute of Management (PIM). The sample of 50 bankers (senior managers)
was drawn from two leading commercial banks (the Sampath Bank and the
Bank of Ceylon) as well as from bank managers enrolled in the MBA program
of the PIM. The sample of 35 tax officers (assessors) was taken from those
working in the Department of Inland Revenue, Colombo. The sample of
academics consisted of 12 senior lecturers/lecturers from the Department of
Accounting of the University of Sri Jayewardenepura (USJ]) and randomly
selected 38 senior lecturers from the commerce and management faculties of the
Colombo, Kalaniya, and Peradeniya universities. While the questionnaire for
the 12 lecturers of the USJ was handed over personally, it was mailed to the
other 38 lecturers through their respective universities. Because of the non-
availability of a formal list of financial analysts in Sri Lanka, the researcher had
to draw the sample of financial analysts (40) from two indirect sources. First, 14
financial analysts who were personally known to the researcher were included in
this group and the questionnaire was given to each of them personally. Then, the

next 26 members for this group were randomly chosen from the chartered
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accountants who were listed as “financial consultants™ in the ICASL's Directory
of Members and Firms 1999, and the questionnaire was mailed to all of them.
Finally, a list of 150 investors was prepared with the information obtained from
the Colombo Stock Exchange® and the questionnaire was mailed to their home
addresses.

Every attempt was made to obtain a high response rate for the
questionnaire with a view to minimising the effect of non-response bias. As for
the 200 copies of the questionnaire distributed personally, researcher himself
visited the respondents to collect the completed questionnaire. While some
respondents returned the completed questionnaire as expected at the researcher’s
first visit, others sought extra time to complete it. In such cases, visits had to be
repeated. However, even after several visits some respondents did not return the
questionnaire stating that they could not find the time to fill it. Also. a number of
respOhdents could not be contacted after the first visit. As for the mailed
questionnaire, considering the cost factor, it was decided to limit the number of
reminders to one. Accordingly, reminders were sent to those who had not
responded within the first two weeks after mailing the questionnaire. Since the
mailed questionnaire was pre-numbered, it was possible to identify the non-

respondents by their names.

5.3.2 Design of the questionnaire

Questionnaire was the major tool selected to be used to achieve the objectives

32 Initially, an attempt was made to obtain a list of investors from a number of stockbrokers.
However, since all the brokers contacted were reluctant to supply the names and addresses of
their clients, it was decided to construct the list of investors from the list of subscribers to the
publications of CSE. The database of the subscribers to CSE publications consisted of 8
categories depending on daily, weekly, monthly, and quarterly postings and receptions of the
publications. The sample of 150 investors for this study was drawn from the list prepared after

Footnote continued on the next page...
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stated in this chapter. Therefore, the following logical steps®® were followed in
the designing of it:

(1) Determined the nature of information to be collected from respondents,
(2) Formulated the questions to obtain the necessary information.

(3) Decided on the order and wording of the questions, the layout and the
length of the questionnaire.

(4) Pilot tested the questionnaire on a sample of 10 participants to identify
omissions and ambiguity, and

(5) Revised some of the questions after reviewing the responses received on
the pilot test.

The questionnaire® finalised after following the above steps consisted
of two sections and had 93 questions (14 in Part I and 79 in Part I). The first
section dealt with questions on the user profile and the usage patterns of annual
reports in Sri Lanka while the second section dealt with questions on items that
should or could appear in corporate annual reports. In 10 of the 14 questions in
Part I, the respondents were asked to tick the appropnriate answer box for each
question. In 3 of the remaining questions in Part 1 and the 79 questions in Part II,
the respondents were asked to indicate their perceptions of the importance of
each item on a five-point Likert Scale. The scale for each of these items ranged
from 1 = “Least important” to 5 = “Most important”. The remaining question in
Part I of the questionnaire (Q.10) was an open-ended one applicable to the
respondents who would have answered the previous question (Q.9)
affirmatively.

Selecting the appropriate information items to be included in the

questionnaire is the most difficult task in the development of a questionnaire for

analysing and sorting the full database of all the subscribers provided by the CSE.

3 This sequence of steps was proposed by Paul B. Sheatsley, “Questionnaire Design and
Wording” (Chicago: National Opinion Research Corp., 1969).

* The covering letter and a copy of the questionnaire are shown in Appendix 2 and 3

Footnote continued on the next page...
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a disclosure study. Since there is no standard method of selecting such items.
any method chosen by the researcher may be susceptible to a personal judgment
bias. Therefore, the only way to avoid such a bias would be to include all the
information items that could possibly be included in a typical annual report®.
However, this approach is difficult to implement as the information items
included in an annual report become too large and vary with the nature of
business. Even if such a list of information items is prepared, inclusion of all
those items in a questionnaire 1s practically impossible as it will make the
questionnaire excessively lengthy leading to a poor response rate.

A review of previous studies indicated that researchers have used a
number of methods for selecting items for a questionnaire survey. Thus, Wallace
(1988) and Ahmed (1993), by reviewing the previous literature, created a broad
database and then chose from that database only those items that were
considered to be capable of meeting one or more of their decision critena.
Karim (1995) replicated the items used by Wallace and Ahmed with some
modifications. Taking a similar approach, this study adopted the following
method for selecting items for the questionnaire.

First, in order to avoid any personal judgement bias in selecting items,
a list of information items that could be included in an annual report of listed
companies in Sri Lanka was prepared after reviewing (1) all previous disclosure
studies in developed and emerging markets, (2) all accounting standards 1ssued
by the ICASL and (3) the other statutory disclosure requirements in Sri Lanka.

In addition, some information items were added to this list after reviewing

respectively. _ .
3 Craig and Diga (1998) constructed a list of items that could be included in an annual report 1

Footnote continued on the next page...

142



Chapter 5. Information Needs of the Users: The Survey and Its Results

several recent annual reports of companies, which had won awards as the best
annual reports in Sri Lanka. Second, information items for the questionnaire
were selected from this list if they met one or more of the following the criteria:

(1) The item is required to be disclosed by any of the statutes such as
the Companies Act and the Sri Lanka Accounting Standards.

(2) The item has been covered in a previous disclosure study and is
relevant to an emerging market.

(3) The item has been reported by one or more firms in their published
annual reports.

(4) The item 1s considered in the literature as useful to be to be
included in annual reports.

Accordingly, 86 information items were selected for inclusion in the
questionnaire. These items were classified into five major categories: profit and
loss account—22 items, balance sheet—20 items, other components of financial
statements>®—11 items, statutory reports37——6 items, and other information—27
items. Since the items selected consisted of both mandatory and voluntary
disclosure items, it was possible to evaluate the user response to overall level of
disclosure practices in Sri Lanka rather than confining the examination to either

mandatory or voluntary items™®.

5.4 Responses

The total number of usable responses to the questionnaire amounted to 264,

giving a response rate of 45.9 per cent. As expected, a very high response rate

ASEAN countries. This list consisted of 30 information items.

3 As outlined in chapter 4, financial statement consists of 5 components. ‘Other components’
refers to the components of financial statement other than profit and Joss account and balance
sheet namely: cash flow statement, account policies and explanatory notes, and a statement

showing changes in equity. ' _
37 Statutory reports refers to the reports such as auditor’s report that should be included in an

annual report by law.

* For example. McNally et al. (1982), Chow and Wong-Boren (1987) and Cook (1991) focused
on the extent of disclosure of only voluntary items.
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(75.7%) was achieved for the questionnaires distributed personally. Of the 243
such copies of the questionnaire, 184 were personally collected by the
researcher. The response rate for the mailed questionnaire was onl v 241 % as
80 of the 332 respondents returned their questionnaires. The breakdown of the

response rates under each user group is displayed in Table 5-2.

Table 5-2

Survey Response by Category of Users

AU AR A e T e | Sample | Response %
~ Accountants (ACC) 150 ) 5 | 353 ]
_ Executives/ Managers (EXE) | 100 | 74 || 740 |
_ Bankers (BAN) L 50 )| 32 [ 640 |
| Assessors/ Tax Officers (TAX) | 35 | 16 || 457 |
. Academics (ACA) ‘ 50 | 22 || 440 |
| Financial Analysts (FA) | 40 24 | 660 |
 Investors (INV) { S0t 190= Seld = 02T ]
| Overall [ 575 | 264 | 459 |

The overall response rate of 45.9% compares favourably with those of
the previous studies (See Table 5-1). For example. out of the 37 studies shown
in Table 5-1, only 15 (41%) studies had response rate of more than 45%.
Despite the inherent complicated nature of the questionnaire, this relatively high
response could be due to the combination of methods used for distributing and
collecting the questionnaire and the intensive follow-ups used particularly for
the personally distributed questionnaires. As seen in the Table 5-2, the response
rates within the user groups varied from 28.7 per cent to 74 per cent.

Although the objective of sampling is to obtain a body of data that is
representative of the population, it may be partly achieved as some sample
members become nonrespondents due to their non-cooperativeness, inability to
respond, or inaccessibility by the researcher. Whatever the reason may be, the

non-responsiveness can be a serious problem for a research because the sample
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size has to be large enough to allow for nonresponse and more importantly may
cause those who respond differ from nonrespondents in a meaningful way,
thereby creating biases. This nonresponse bias can arise if the respondents do
not return the questionnaire or they do not answer certain questions. As for this
study, two approaches were adopted to deal with the problem of nonresponse
bias. First, an attempt was made to improve the simplicity and appearance of the
questionnaire. Secondly, the contacts were repeated in respect of certain non-
respondents.

Despite the conscious efforts taken to reduce the amount of non-
responses, it amounted to 54.1% of the sample in this study. Even though this
rate could still be considered low when compared with the non-response rates of
80%-90% reported in some studies [See, for example, Malone et al. (1986):
Anderson and Epstein (1986); Ho and Wong (2001)], a test was carmed out to
ensure that the results achieved would be representative of the whole population.
The test used for this purpose was the one suggested by Openheim (]966)39.
Accordingly, the differences in responses between the early respondents and the
late respondents were examined. Thus, a sample of 20 completed questionnaires
received within a week of posting the questionnaire was compared with the
same number of completed questionnaires received after sending the reminders.
The non-parametric Mann-Whitney U test was carried out to test whether the
difference between these two groups would be significant at the 0.05 level. The

results of the test are summarised Table 5-3 below:

3% According to Oppenheim (1966, p. 34) it is possible to detect the presence if one assumes that
late respondents represent nonrespondents. The method he proposed is to compare one Or
more “variable of interest” for the k respondents of the last m weeks with those of a random
sample of k respondents drawn from the early returns to see whether any significant difference

Footnote continued on the next page...
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Table 5-3
Non-response Bias by Category of Users
B | | e
' Accountants (ACC) p 3 r 83 _: 86
_ Executives/ Managers (EXE) | 0 | 86 | 86
' Bankers (BAN) | 1 i 85 j 86
' Assessors/ Tax Officers (TAX) | 0 } 86 | 86
' Academics (ACA) | 1 | 85 | 86 |
' Financial Analysts (FA) | 0 | 86 [ 86
r Investors  (INV) | g g6 | 86

The information in Table 5-3 shows that there were no significant
differences in the mean scores between the two sets of responses in relation to 4
categories of users. In the case of other users, the difference varied only form 1
(BAN & ACA) to 3 (ACC) of 86 items, indicating insignificant differences in
the mean score of the two sets of responses in relation to the other three
categories as well. According to these results, ii can be concluded that there
ware no significant differences between the early and late respondents to the
study, indicatiﬁg non-existence of a non-response bias. Therefore, the results of

the study can be generalised to represent the whole population.

5.5 Sample Profile
With a view to identifying the respondent bio data (qualification, experience,

etc), a number of questions were included in the questionnaire. However.
considering the necessity for limiting the length of the questionnaire to a
minimum level and avoiding questions which respondents would generally be
reluctant to answer (e.g. age and income), the questions on user bio data ware

confined only to 4, which aimed at identifying some of their important

is exists between the two groups.
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characteristics namely, education, accounting knowledge, work experience, and

share holdings of the respondents.

5.5.1 Education
As the potential respondents of this survey included the users of annual reports

for some purposes, the education background of the majority of them was
expected to be high. In order to gain an understanding of the level of education,
respondents were asked to indicate their highest educational qualification by
ticking one of the eight options given in the questionnaire. The responses to this

question are summarised in Table 5-4.

Table 5-4
Highest Educational Qualification of the Users

_ |UACC | EXE | BAN | TAX | ACA | FA | INV | AL |

‘ GCE(Ordmary Leve) |[ 001 00} o00] 00] 00| o00] 47| o8]

[G.C.E Advanced Level) || 14.0 || 149 250 00 00| 167]) 343]| 172/
| Diploma ' )l oo]| 189 250 o0 o0 83| 163]| 119]
| Bachelors Degree - || 560 || 432 ]i 281 750 273][ 333][ 163 39.1]
| Master's Degree L 120][ 149][ 94][ 250][ 545][ 417][ 93][ 19.2]
| Doctor's Degree 1 ool 00 ll 00 o0l 91] ool 23] 11]
[Other [ 180 81 125] o00] 91 ool 163] 107 |
[ Total (%) ] 100.0 ]/ 100.0 || 100.0 || 100.0 || 100.0 | 100.0 || 100.0 | 100.0 |

| TotalRespondents || 50 [ 74| 32 16| 22| 24| 43 261

| Notes
. ACC= Accountants; EXE=Executives/Managers; BAN= Bankers, TAX= Assessors/ Tax Officers;
ACA Academlcs FA Flnanc:al Analysts INV= lnvestors

As Table 5-4 indicates, the majority of respondents (82%) have
received tertiary education indicating that they possess a high level of education.
This is not an entirely unexpected result for groups other than investors. Since
there are no educational requirements for an investor, the educational level of
investors is not expected to be very high. However, as the results indicate the
educational level of the investors chosen for this study was fairly high, with

61% of the them having received tertiary education.
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5.5.2 Accounting Knowledge/ Qualifications

Since the knowledge in accounting helps understanding the information
provided in annual reports better, it is important to consider the level of
accounting knowledge of respondents. In order to assess this aspect. they were
asked to indicate their accounting qualification/s. The results are summarised

in Table 5-5 below:

Table 5-5
Accounting Knowledge/ Qualifications of the Users

28 [ 32] o00] ool 00] 180 43]
[GCE©EL)/(ALY)  |[ 00 222 65 250 222l 00 214 137]

| None

| Diplomain Accounting || 3.8 || 111 226 250| 00 167] 95| 113]
| Bachelor's Degree ]| 00| 125 ] 97| ‘—75@" "11_.ﬂ B3] 48] 141

" ICA/CIMA Parts, 1 1511 194| 65| 250 333 167]| 238| 188
_ MAAT /SAT |

Master's/ Doctoral [ 57| 42| 65| 00| 222 8.3 24 59
Degree ! ‘ | UL ST s :
CICMA/CIMA/ACCA  |[ 2831 111 ][ 32|l oo 111 167 | 18| 137
Membership | [ . | "

| ICA Membership [ 1000 | 222] 129 63] 333 || 167 | 48| 336
| Other [ 38 139][ 387 250 oo0] 83] 71] 129]
[Total(%) || 1000 |/ '1'060]' 100.0 | 100.0 || 100.0 |' 100.0 || 100.0 | 100.0 |
| TotalRespondents | 53 [ 72 31 6] 18] 24| 42| 256 |
Notes t

ACC= Accountants; EXE=Executives/Managers; BAN= Bankers; TAX= Assessors/ Tax Officers;
ACA= Academics; FA= Financial Analysts; INV= Investors. {

|

According to the information provided in the above table only 4.3% of
the respondents had no knowledge of accounting, indicating that 95.7% of the
respondents have studied accounting at some stage. Overall, 39.5% of the
respondents have studied accounting at the academic level with 52.7% having
it acquired at the professional level. Since the accounting knowledge is
required for the professions of ACC, BAN, TAX and FA, it was high as
expected for theses groups in our sample. Similarly, because the academic

users were chosen from the academics in commerce and management
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faculties, as expected they indicated fairly a high level of accounting

knowledge at academic and/or professional levels. However. since accounting

knowledge is not a requirement for every manager or investor, a high level of

accounting knowledge was not expected for EXE and INV groups but

surprisingly 97% of EXE and 81% of INV had studied accounting at some

stage. As a result, all user groups in this survey happened to be literate in

accounting,

5.5.3 Work Experience

In order to gain an understanding of the work experience of respondents, they

were asked to indicate how long they have been in the current profession. The

results are summarised in Table 5-6 below.

Table 5-6
Work Experiences of the Users

_Work Experience | ACC | EXE | BAN | TAX | ACA FA | INV AL |

ACC= Accountants; EXE=Executives/Managers; BAN= Bankers; TAX= Assessors/ Tax Officers;

| <5yeas  |[ 220 257 156 250 545 333 262 26.9]
| 520vyears || 640 62| 688 750 364 500 4521 592]
. >20years || 140 81 156 00l 91 167 286 138 |
| Total(%) ~ T ] 100.0] 1000 ]/ 100.0 || 100.0 | 100.0 |, 100.0 | 100.0 | 1000 |
| TotalRespondents || 50 74 32] 16 22| 24 42 260
s e

I

!

|
|

ACA= Academics; FA= Financial Analysts; INV= Investors.

In addition to having a high level of education and accounting

knowledge, the majority of respondents also have a high level of working

experience in their respective professions. Overall, 73.1 per cent of the

respondents had over five years working experience while 13.8 per cent had

over 20 years of similar experience. The academic group consists of least

experience people as 54.5 per cent of them had less than 5 years working

experience while all the other groups with less than 5 years experience varied
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only from 15.6 to 33.3 per cent. The respondents with over 20 years experience
varied from 8.1 to 16.7 per cent in five of the seven groups, except TAX and
INV groups. While there was no one in the TAX group with more than 20 vears
working experience, 28.6 per cent in the INV group belonged to this category.
One of the reasons for having a higher percentage of highly experienced people
in the investor category is that many retirees in Sri Lanka engage themselves in

buying and selling shares.

5.5.4 Share Holdings

In addition to the education level and the accounting knowledge and experience
of the respondents, the information on shareholdings of the responders was also

sought. The results are summarised in Table 5-7.

Table 5-7
Share Holdings of the Users

| ShareHoldings | ACC| EXE| BAN| TAX ACA  FA| NV AL

[ None " J[ 226 ][ 48] 65][ 188 44][ 91 o00][ 175]
| <5Companies || 340 ][ 304 ][ 419 313 333 o1 233 298]
[ 620companies || 358 | 232 ][ 355 500 222) 581 | 395 349 |
[ Over20companies || 75 | 217 | 161 00l 00| 227 372 179
O Total(%) ][ 1000/ 100.0 | 100.0 ] 1000 || 1000 |  10007] 100,07 1000}
| TotalRespondents | 53 | 69 || 31| 16 | 18 | 2 | 3] 252 |

Notes ) !
i ACC= Accountants; EXE=Executives/Managers; BAN= Bankers; TAX= Assessors/ Tax Officers;
ACA= Academics; FA= Financial Analysts; INV= Investors; ALL= Overall.

|
|

As shown in the above table, 82.5 per cent of the respondents own
shares in one or more companies with 17.9 per cent of them investing in more
than 20 companies. The academic group had the least interest in investing in
shares as 44.4 per cent had no share holdings. None of the academics had
shareholdings in the over-20 companies’ category. As expected, the INV group

had the highest percentage of people (37.2%) holding shares in more than 20
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companies.

Overall, the demographics of the respondents show that they are well
educated, knowledgeable in accounting, well experienced and interested in

investments in company shares.

5.6 Analysis of the Survey Results

This section provides an analysis of the formulation of the hypotheses developed
for addressing the research questions shown early in this chapter (Section 5.2)

and the testing of those hypotheses through the survey data.

5.6.1 Purpose of using annual reports

Company annual reports may be used by several different parties to obtain
information for various purposes such as investing, lending. administrative.
research, and academic. In order to examine whether there would be any
significant difference between the 7 user groups with regard to the purposes of

using annual reports, the following null hypothesis was formulated:

H,. There is no significant difference between user groups in terms of their
purposes of using annual reports.

For obtaining information to test this hypothesis statistically, the
respondents were asked to indicate their major purpose/purposes of using
company annual reports. Eight probable purposes were listed in the
questionnaire with a request to choose one or more appropriate items from the
list. Additional space was also provided for indicating any other

purpose/purposes40. Table 5-8 shows the summarised results of the responses to

*“* Since only a very few respondent had ticked the “other” box of this question and none of

Footnote continued on the next page...
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this question. In this table, the percentage of responses applicable to each
purpose is shown under individual groups and all groups. In addition. based on
the percentage of use, each purpose has been ranked within the user groups to
show the mostly used purpose as “1” and the leased used purpose as 8. As for
testing the hypothesis (H, ), a Kruskal-Wallis one way ANOV A was carried out
for all the eight purposes listed in the questionnaire to see whether there would
be a significant difference between the user groups with regard to each purpose.

The results obtained from this test are also shown in Table 5-8.

Table 5-8
The Purposes of Using Annual Reports (%)

f P.ugpnse\_ﬂ 7, Lr ~ Percentage of responses and their ranks | Statistics ”

ACC || EXE } BAN |[ TAX || ACA || FA || INV | Tota @ | P |

Lew [ e JLeo o flewllonl ool Il ]

Buy, holdor ][ 396 |[ 361 |[ 438 |[ 500 |[ 27.3 |[ 667 | 814 |[ 477 || 3289 | 0.00™ |

sell shares [11 || [3] | 2@l 2] [2] [1] [4]1 } (1] i ;

L L L !

[ Granta || 38 | "14.9 i_s"ai' 700 |[ 00 |[ 00 |[ 00 | 114 | 7253 | 000" |
loan/credit | [7] (8] 11 [1] ' [ (6] |
J | = ’ = = J

[Adviseaclient || 245 |[ 54 |[ 156 ][ 00 | 00 | 583 | 93 |/ 152 | 5184 || 0.00™ |
| 141 | (8] | [4] (2 | 131 || (5] |

| Make decisions || 283 | 162 | 125 _ 0.0 0.0 50.0 7.0 ‘ 174 33.83 0.00™
iforclients (3] | [4] ' [6] [3] [5] |

e e =T

| Evaate  |[ 151 |[ 84 |[ 00 |[ 750 || 00 | 00 | 00 | &1 935 | 0.00"
. income tax - [6] || (6] ST} [l (7]
| liability i | l I k
‘_Makedecisions (208 |[ 432 |[ 156 |[ 00 |[ 00 | 417 |[ 70 |/ 231 || 4028 |/ 0.00~ |
inmanaging | [5] | [1] || [4] | f (4] | (5] | [3] |
,' the company || | | - S| ! | S
' General 377 |[39.2 | 344 |[ 500 ][ 909 |/ 333 |[ 116 |/ 383 | 3999 | 000" |
| review/ | 12] || (2] || [31 (| [2] [1] (51 || (2] || [2] | :
 academic | f *.
| purposes ' ' L% -0 2 ISR s !
[Toel [ 83 |[ 7 [ |[ 6 |[2] 2] 8 | 2| | |
__Respondents || | ' =4 | 5 _l |
Notes

: i
(1) ACC= Accountants; EXE=Executives/Managers; BAN= Bankers; TAX= Assessors/ Tax Officers; |
ACA= Academics; FA= Financial Analysts; INV= investars.
(2) **=Significant at 1%, *, Significant at 5%.

those respondents has specified the other purpose for which annual reports are used by those
respondents, the response to this section was omitted from the data analysis.
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As shown in Table 5-8, obtaining information to buy, hold or sell
shares has been identified as the major purpose of using corporate annual reports
with 47.7 per cent of the respondents showing it as the mostly used purpose.
When analysed by the user groups, it is seen that three user groups (ACC, FA.
INV) have indicated it as the mostly used purpose while three other groups (
BAN, TAX, ACA) viewed it as the second mostly used purpose. The other
group (EXE) used annual reports for making decisions in managing the
company and general review purposes more than for buying, holding or selling
shares. The selection of this purpose as the mostly used purposc across many
user groups may be attributable to the fact that most of the users are interested in
share investments.

With 38.3 per cent of use, ‘general review’ can be identified as the
second mostly used purpose. While it was ranked second in four of the seven
user groups (ACC, EXE, TAX, INV), three other groups (BAN, ACA, FA)
ranked it third, first and fifth respectively. The wide use of annual reports for
general review purposes is understandable given the fact that annual report is
very often the only source of information available to a user in Sri Lanka to
know about the affairs of a company.

In order to test the hypothesis (H,) that there is no significant
difference between user groups in terms of their purposes of using annual
reports, a Kruskal-Wallis was carried out for each of the 7 purposes listed in the
questionnaire, using the user groups as the grouping variable. Since the
differences between the user groups with regard to their purposes of using
annual reports were significant at the 1% level for all the seven purposes listed

in the questionnaire, the above mentioned null hypothesis was rejected. Thus, it
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can be concluded that the purposes for which annual reports are used vary

significantly across different user groups.

5.6.2 Sources of information
In addition to the annual reports, there are several other sources from which one can

obtain information on the performance and financial strength of a company. Stock
brokers’ advice, investment advisory services of accounting firms, and news paper
reports are some examples of these other sources. Based on this aspect. the
following null hypothesis was formed to test whether there would be any significant
difference between user groups in relation to the importance of various sources of

information.

H,. There is no significant difference between user groups in relation to their
perceived importance of various sources of information.

For the purpose of obtaining information to test this hypothesis, the
respondents were provided with 10 possible sources of information that they could
use to gather information on the operating performance and financial position of a
company and they were asked to indicate the perceived importance of those sources
of information on a likert scale ranging from one (least important) to five (most
important). The mean score received for each source along with its rank in
individual user groups and all groups is shown in Table 5-9. The ranking ranged
from the highest mean score of 1 to the lowest mean score of 10. To test the
hypothesis (H, ), a Kruskal-Wallis one way ANOVA test was carried out for each
source by taking user groups as the grouping variable. The calculated chi-square

and p values are also shown in Table 5-9.
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Table 5-9
The importance of various sources of information

- -

,' " “Percentage of responses and their ranks il Statistics
Source . TIAY | AcA T ERAT TN T Tkl T ya
l{Acc H EXE ‘, BAN J TAX ‘ ACA | FA"]; mvj Toml T x p
Advice of 187 274 |0 241 |- 3 241 275 | 119 236 | 3906 000"
friends (10] [9) ; (10] | [4) | (9] (8] (10] | [10] 1
: ‘ |
Stockbrokers’ 313 324 || 278 | 25 | 33 308 |- 353 © 316 | ‘362 . 003
advice (7] (71 ) 181 | (8] (6) (71 | 18] i (6] | l
Advisory [ 382 3.26 306 | 275 | 291 ["267 | 27 | 31 | 209 | 000" |
services of [4] (6] [7] (71 |* 18] |1 9] [9] (71 |
accounting |
firms { |
Communication || 328 |[ 335 |[ 328 | 363 | 332 | 35 | 379 | 34 | 1012 | 012
with company (6] (4] (61 || 121 | (7] (4] |, 51 |} [4] |
management ! ' : i
Newspaper || 355 || 334 |[ 338 | 231 ][ 341 | 342 | 381 341 | 2604 | 000~
reports and [5] (51 [4] (9] (4] | 5] (41 || [51
other media ! ‘ |
reviews !
| Company [ 419 |[ 442 || 444 |! 325 |i 436 | 429 449 43 1835 | 001=
annual reports [2] (1] (1) (3] (11 | [2] (1] (RDENE |
Stockmarket |, 389 |/ 7365 |[ 413 |} 300 | 427 | 375 | 412 |7 385 | 2005 [ cx
publications bI31 i (3] (2] (41 | (2] } (31 |, (21 | (31 | i i
Tipsand || 272 |7 196 || 306 300 1 173 | 342 | 21 255 | 4786 | 000"
rumours - 19] [10] (7] 4] [ [10] ‘ [51 | 1[8] (9]
" Personal 7438 ]| 405 | 391 || 375 |1 364 || 45 |. 38 | 406 | 2153 | 000"
information and 1] 121 |1 3) 111 |t 131 ( (1 |13y o | :
Knowledge : | | ;
about the ‘ ! ! :
company Il S | =k : ‘
Information (7308 ] 292 |[ 331 | 175 | 341 |{ 15 279 || 282 | 5563 000"
provided on the (8] (8] (5] [10] | (5] |l (101 |, 171 | 18] 1
intermet i | i !
Notes ]
(1) ACC= Accountants; EXE=Executives/Managers; BAN= Bankers; TAX= Assessors/ Tax Officers; ACA= Academics; FA= |.
Financial Analysts; INV= Investors; ALL= Overall.
(2) Ranks are shown within parenthesis.
(3) - =Significant at 1%, *, Significant at 5% .

Table 5-9 shows that four of the seven user groups (EXE, BAN, ACA,
INV) ranked annual reports as their primary source of information, with ‘ACC’ and
‘FA’ rating them second while indicating ‘personal information and knowledge
about the company’ as their primary source. Only one user group (TAX) ranked
two other sources ahead of annual reports as their primary sources, selecting annual
report as the third primary source of information. Overall, annual reports have been
cited as the primary source of information with a mean value across user groups

ranging from 3.25 to 4.49 making an overall mean value of 4.30. Apart from
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annual reports, ‘personal information and knowledge about the company’ was
considered as the primary source of information on overall rankings with a mean
value of 4.06. In addition to three user groups (ACC, TAX, FA). which have cited
this as the primary source, the other four groups also ranked it within the top three
primary sources of information. While the ‘stock market publications’ and
‘communication with the company management’ enjoyed third and fourth rankings
with mean values of 3.85 and 3.44, respectively, ‘advice of friends’ and ‘tip and
rumours’ were indicated as the least used sources with the mean values of 2.36 and
2.55 respectively. Another observation that can be made from the rankings is that
despite the increased number of companies disclosing more and more information
on the internet it is still seen as a relatively less important source for many users.
Similarly, ‘newspaper reports and other media reviews’ were also not seen as very
useful despite recent efforts taken by SEC to provide penodic information on
company affairs through this media.

When the hypothesis (H, ) that there is no significant difference between
user groups in relation to their perceived importance of various sources of
information was tested using Kruskal-Wallis test, statistically significant differences
were found between user groups in respect of 9 of the 10 sources listed in the
questionnaire. The differences with regards to eight of the sources listed in the
question were significant at the 1% level (p<01) while the difference between user
groups with regard to the “stockbrokers’ advice” as a source of information was
significant at the 5% level (p<0.05). Therefore, the null hypothesis (H, ) was
rejected with regard to these nine sources of information, suggesting that the
importance attached by the seven user groups to these items varied significantly

across user groups. Since there was no evidence (p>0.05) to reject the null
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hypothesis with regard to the information source ‘communication with company
management’ the null hypothesis was accepted. Accordingly, it can be concluded
that users’ perception on the importance of nine sources listed in the question

number 8 of the questionnaire significantly varied across seven user groups.

5.6.3 Adequacy of Information in Annual Reports
Annual reports are designed to provide information for all interested parties.

However, the information that annual reports provide may or may not be
sufficient for some users of such information. In order to examine whether there
would be a significant difference between the user groups with regard to their
opinion on the adequacy of information available in the annual reports for their

purposes, the following null hypothesis was formed:

Ha. There is no significant difference between user groups in relation to their
opinion on the adequacy of information contained in annual reports.

In order to test the above hypothesis, the respondents were asked to
indicate whether the annual reports they used contained adequate information to
serve their purpose by choosing either “adequate”, “not adequate™ or “partially

adequate” as the correct response. The summarised results are shown in Table

5.10.

Table 5-10
Adequacy of Information Included in Annual Reports

A R | ACC | EXE' TAX '] ACA‘| FA
TR | T ]| B3 || W4 | B0 | 00 | 50| 2?.9J = |
Information is not adequate 13 || 125 i co | 00 I 00 I 0.0 ' mj 73 I
Information is partially adequate ] 65.3 J| 658 | 750 | moo]- 750 J 58.1 J 67.3 ]

58.8
u-'rn o v-ﬂ-{-& ~ 1000 | - 1000 | ngeﬂgi - 1000 ] 100-9 :" ma *; 1m 1; moj

=]

Notes: ACC= Accountants; EXE—-ExewhvesfManagers BAN= Bankefs TAX= Assessors/ Tax
Officers; ACA= Academics; FA= Financial Analysts; INV= Investors; ALL= Overall.
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The data given in Table 5-10 shows that only 25.4 per cent of all
respondents viewed that the information provided in annual reports is adequate
while the majority of respondents (74.6%) thought that information is either
partially adequate or not adequate at all. The group-wise responses were also
very similar to the overall view with the exception of ACAs who viewed
information provided in annual reports is only partially adequate. The
percentage of users who viewed that the amount of information provided in
annual reports is completely inadequate varied from 0 to 14 per cent across all
user groups with an overall average of 7.3 per cent.

The responses were then tested using the Kruskal-Wallis method to see
whether there was any significant difference between the opinions of different
users. The results (X* =, df = 6, p = 0.03) showed that the differences between
the seven user groups were significant at the 5% level. Thus. the null hypothesis
that there is no significant difference between user groups in relation to their
opinion on the adequacy of information contained in annual reports was
rejected. However, when the Kruskal-Wallis test was carried out seven times
excluding a user group at a time in order to identify which group was having an
opinion significantly different from that of other groups, it was found that there
were no statistically significant differences of opinion with regard to this issue
only when the “Academic (ACC)” groups was excluded from the sample. This
suggests that all groups, except ACC, hold a similar view, on the adequacy of
information content in an annual report.

In order to examine this issue further, another Kruskal-Wallis test was
carried out with a new variable created combining the original responses. For

this purpose, the original three choices (“adequate”, “not adequate” or “partially
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adequate’) were reduced to two (“adequate” and “not adequate’’) by combining
“partially adequate” with “not adequate.””' The test results ( X*=11.036. df=6.
p= 0.09) showed no significant differences among the seven user groups
suggesting that majority of users are of the opinion that the information content

in annual reports is not adequate.

5.6.4 Importance of Different Parts of Annual Reports

Information is presented in annual reports under different sections. While some
sections such as profit and loss account and balance sheet are mandatory, other
sections such as chairman’s report, and value added statements are voluntary for
an annual report. Also, while some sections present quantitative data, others
provide only qualitative information. The importance of each section may vary
significantly among user groups. Thus, in order to test whether there would be a
significant difference between users in terms of the importance attached to
different parts of an annual report, the following null hypothesis was

formulated:

H.. There is no significant difference between user groups in relation to their
perceived importance attached to various sections of annual reports.

For testing the above hypothesis (H.), information was sought from the
respondents in respect of their perceived importance on 11 sections that are
usually found in annual reports. They were requested to indicate their degree of
importance to each section on a 5-point likert scale ranging from the least
important section (1) to the most important section (5). A Kruskal-Wallis test

was utilised for testing the above hypothesis to see whether there would be any

*! The ‘recode’ procedure of the SPSS was used for this purpose.
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significant difference between user groups in terms of their perceived

importance of each section. The results are summarised in Table 5-11.

Table 5-11
Importance of Different Parts of an Annual Report

L e _f_chl EXE_I BAN | TAX ] ACA ] FA | T ] ALL ‘ x= |
Bislrios ahisat "489 | 428 | 438 |[ 419 |[ 464 |[ 458 |[ 456 | 451 | 2563 | 0.00-
(1] | [3] g (2] 1 (10 (11 ff (2] |} (2] | (%]

Proftandloss || 443 || 454 || 447 || 443 | 441 | 467 |[ 463 | 450 || 374 || o7

account { (2] (17 | (1] || [2] (2] [1] [1] [2]
(Casnow || 425 | 442 H'.b'é" (225 | 423 | 433 |[ 402 || 412 I' 748 | 000~ |
| statement | [3] |} [2] (41 | (1] [ (3] [3] [4] [3]
e ikl il wiad | Reies akdy Ae | ~LB -
Accounting i3.87 | 318 || 378 || 363 || 382 | 350 | 358 35 | 1001 | 000
policies | 18] || (61 (| (61| (6 || (81 | 161 |l (71 | (7]
Notes (o 1406 |[ 309 || 425 |'4.13 409 | 408 |[ 381 |[ 378 | 3073 |/ 0.00~
accounts || [41 || [71 || 13 | (3 | 41| (4] | (5] | (5]
Movementin || 349 | 3.86 | 375 | 275 | 391 1321 |[ 367 | 362 || 1503 || 002°
share holders’ (8] [5] || (7] 18] i (6] (7] (6] [6]
funds | ]
Buihare 381 I 259 |[7394 |[ 388 |[ 382 |[ 308 |[ 305 | 330 |[ 3524 |/ 0.0~
report (71 | (81 | 151 || [41 || (8] | (8] [ (8] || [8]
P 1.96 !"_2"4_5 (281 |[ 275 || 209 |[ 317 |[ 274 |[ 250 || 2403 | 0.00~
report (111 || 1101 | (11 |} (81 [ 1111 | 18] [ (11 | (1)

L
Drectors || 215 || 230 |[ 294 |[ 375 |[ 223 |[ 217 |[ 286 || 251 | 2974 | 0.0~
report [10] || (111 || 1101 || [51 || (101 || [11] || (0] || [10]
ETa— | T | 276 || 3.00 | 350 | 4.00 2250 -"3.0'9 f' 305 || 200 | 000"
statement [9] [[8] { 9] i[7] [ [5] [l [10] || (8] [9]

Swtistcal || 402 |[ 389 |[ 347 |[ 250 | 391 |[ 364 |[ 444 | 385 || 4a60 | 000" |
data/summary | [5] | [4] | (8] | [10] | [8] | [8] | [3] | [4]
of operations/

| historical data | ,

' Notes

' (1) ACC= Accountants; EXE=Executives/Managers; BAN= Bankers; TAX= Assessors/ Tax Officers;
ACA= Academics; FA= Financial Analysts; INV= Investors; ALL= Overall.

(2) Ranks are shown within parenthesis.

(3) **=Significant at 1%, *, Significant at 5% .

As indicated in Table 5-11, the balance sheet and the profit and loss
account were perceived to be the most important parts of an annual report, both
having almost similar mean scores of 4.51 and 4.50 respectively on the overall

rankings. While six of the seven user groups ranked these two statements as the
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most important, the other user group (EXE), while ranking profit and loss
account as the most important section, chose the cash flow statement as the
second most important section. Most of the studies conducted in developed
markets (i.e. Chang and Most 1981; Anderson 1998; Anderson and Epstein
1995; Ho and Wong 2001) and emerging markets (1.e. Kanim 1995: Abu-Nassar
and Rutherford 1996) have also revealed that both the balance sheet and the
profit and loss account are considered as the most important sections of annual
reports. Thus, the above findings of this study are consistent with those of prior
studies.

The Kruskal-Wallis test results (See Table 5-11 above) showed that the
differences between user groups were significant at 1% (p<0.01) with regard to
8 of the 11 sections listed in the question number 11 of the questionnaire. The
differences between user groups were also significant at 5% (p<0.05) in respect
of the section on “movement in shareholders’ funds”. Therefore, null hypothesis
was rejected with regard to these 9 items. These results suggest that the
importance attached by the seven user groups to 9 sections of an annual report
significantly vary from one group to another. Since the calculated p values of
the Kruskal-Wallis for two sections of an annual report (Profit and Loss account
and Accounting Policies) were greater than 5% (p>0.05) the null hypothesis was
accepted with regard to those two items. This suggests that there 1s no
significant difference, in statistical terms, between the user groups in respect of

importance attached to these two sections of an annual report.

5.6.5 Frequency of Using Annual Reports
The degree of use of annual reports may vary between users. While some

individuals or organisations use company annual reports quite frequently. others
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may use them occasionally. Thus, in order to investigate whether there would be
a significant difference between users with regard to the degree of use of annual

reports, the following null hypothesis was formulated:

Hy. There is no significant difference between user groups in relation to the
degree of use of annual reports for their purposes.

In order to find out whether the information given in annual reports is
used for making decisions such as whether to buy sell or hold shares, or grant a
loan for a company, the respondents were asked to indicate the frequency of
using annual reports for taking such decisions by ticking one of the five possible

frequencies given in the questionnaire. The responses were summarised in Table

5-12.
Table 5-12
Frequency of the Use of Annual Reports

:;-B;;;D;‘ _ lﬂ = Perce;xtage ofresponseS' I 1
,m‘,wmcy '--;3-- ACC \ EXE i BAN | TAX | ACA | FA | INV | ALL |
.Never [ %4 J[ 81 ][ 87 [ 250 |[ 200 ‘ 0.0 125 | 10.1
iRa‘fe'Yn 1o ] 280 ][ 100 |[ 250 [ 100 | 83 | 50 |[ 152

"S'OT,,%;;" *"J 340 | 351 4o.—J“25.o 300 }W‘iﬁb’] BE
U;{;@ =T RS lr_'z'i.'é"'_""z‘sff 250 || 300 | 167 |/ 200 | 249
Avays e | 95 |[ 166 |[ 00 | 100 |/ 583 |[ 225 | 163 |
| 1000 | 1000 | 1000 | 1000 | 1000 | %06__ic_}o7) mool

As Table 5-12 indicates, the percentage of respondents who used
annual reports very frequently (usually/ always) amounted to 41.2 per cent.
Conversely, the less frequent users (rarely/ sometimes) amounted to 48.7 per
cent, making the total users of annual reports as high as 89.9 per cent. When
these figures were analysed by user groups, it was found that financial analysts

were the most frequent users of annual reports. All of them have indicated the
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use of these reports but with varying frequencies. This suggests that annual
report analysis is an indispensable tool for financial analysts in Sr Lanka.
although ‘personal information and knowledge’ is seen as the primary source of
information for decision-making. On the other hand,' in line with the lower
ranking given by tax authorities for the annual reports as a source of information
for their decision making, they were found to be the least frequent group of
users among the respondents.

The responses were analysed statistically using the Kruskal-Wallis
method to test the hypothesis (Hs) whether the frequency of use of annual
reports would be different among users. The results of the test (X2=26.47. df =6,
p=0.00) showed that the frequency of using annual reports was significantly
different among users. Therefore, null hypothesis (Hs) was rejected and an
alternative hypothesis that the seven user groups use annual reports in different
frequencies was accepted.

5.6.6 Factors Restricting the Use of Annual Reports
Although the main purpose of issuing annual reports is to satisfy most of the
information needs of users, in reality, however, several factors restrict their use.
The delay in publishing annual reports, the difficulty of obtaining them, and the
lack of reliability in the information provided are some of these factors. In order
to examine whether there would be a significant difference between users in
relation to the problems that restrict the use of annual reports, the following null

hypothesis was formulated:

Hs. There is no significant difference between user groups in relation to the
problems that restrict the use of annual reports.
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To obtain information about the opinions of users on this aspect. a
question was included in the questionnaire. As the answer to this question. the
respondents had to indicate whether one or more of the five factors listed in the
questionnaire restricted their use of annual reports. The responses received were

analysed through a percentile analysis as shown in Table 5-13.

Table 5-13
Factors Restricting the Use of Annual Reports
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Notes |
(1) ACC= Accountants; EXE=Executives/Managers; BAN= Bankers; TAX= Assessors/ Tax Officers; ACA=
Academics; FA= Financial Analysts; INV= Investors; ALL= Qverall.
| (2) Ranks are shown within parenthesis.
| (3) * =Significant at 1%, *, Significant at 5%.

According to the information shown in Table 5-13, delay in publishing
annual reports has been viewed by a large majority of respondents (71.7%) as
the prime factor that restricts the use of annual reports in Sri Lanka. The fact
that four user groups ranked this as the major limiting factor and other three
groups as the second major limiting factor with percentages ranging from 54.2

to 92.5 shows the overall agreement of users on the seriousness of this
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limitation. Apart from the delay in publishing annual reports. the use of annual
reports has been constrained by the apparent difficulty of obtaining annual
reports with 58.8 per cent of overall respondents indicating it as the second
major limiting factor. Financial analysts and investors, in particular, viewed this
as a more serious limitation than the ‘delay in publishing’ with percentages of
81.8 and 90.7 respectively.

As for testing the hypothesis (Hy) that there is no significant difference
between user groups in relation to the problems that restrict the use of annual
reports, a separate Kruskal-Wallis test was carmed out on each factor. Since the
test results showed p-values greater than 5% (p>.05) for all the five factors. the
null hypothesis was rejected. This result suggests that there is no significant
difference of opinion between user groups with regard to the factors that himit

their use of annual reports.

5.6.7 Time Lag of Publishing Annual Reports

One of the major problems confronting the users of financial information is the
time lag between the end of an accounting period and the date of publishing an
annual report. Because of this time lag many users find the information provided
in annual reports as out dated. Thus, in order to examine whether there would be
a significant difference between users in relation to their opinions on the
reduction or avoidance of this time lag, the following null hypothesis was

formulated:

H,. There is no significant difference between user groups in relation to their

opinions on the delay in publishing the annual reports.

To examine the views of users about the delay in publishing annual

reports, they were asked to indicate their personal observations on this matter by
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stating whether the time lag would be unavoidable or it could be reduced. The

responses received were summarised in Table 5-14.

Table 5-14
Time Lag of Annual Reports

(PR P S e >
é?_fﬁ} = e Percentage af responses : i
| ACC ’ EXE \ BAN ] TAX ] ACA | FA INV. | ALL
- Tmelagis || 4ge|l 27| 33| s00| oo 93| 103
| unavoidable || f | '
——————— ——— ;____ — p—— e e — - ’ y 3
| Timelag can et o3| 7| s00| 1000 917 07 ! 8a7 |
| be reduced | I i | ]
ot o [ 000 | 100?)]"“100.0 1000 {" 1000 | 1000 | TJo'.b'I 1000
B i i
i [ | i | '
- Total | B3| 74| a0 16 22 24 43| 262
{ respondents | | '
| Notes s il -
| (1) ACC= Accountants; EXE=Executives/Managers; BAN= Bankers; TAX= Assessors/ Tax
;! Officers; ACA= Academics; FA= Financial Analysts; INV= Investors: ALL= Overall

As shown in Table 5-14, an overwhelming majonty (89.7) of
respondents thought that the existing time lag could be reduced. This view was
equally shared by all the user groups with the exception of tax authorities. When
the responses were statistically analysed using Kruskal-Wallis in order to test
the above hypothesis (H,, it was found (x=40.20, df =6, p=0.00) that the
opinions with regard to this aspect differ significantly among the user groups.

5.6.8 Importance of Information Items in Annual Reports
In the preceding sections from 5.6.1 to 5.6.7, an attempt was made to analyse the
responses received for Part I of the questionnaire on the usage pattern of annual
reports. This section aims to present an analysis of the responses received for
Part IT on the information items that should or could appear in annual reports.
Since the purpose of using information contained in annual reports is

different from user to user, the importance attached to each information item
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may also vary among them. Therefore, in order to examine whether such a

difference existed, the following hypothesis was formulated:

Hs. There is no significant difference between user groups in relation to the
importance of information items included in the questionnaire.

For the purpose of obtaining information to test the above hypothesis.
Part II of the questionnaire provided the respondents with 79 information items
that should or could appear in annual reports in Sri Lanka. These items were
chosen on the basis of the criteria explained in Section 5.3.2. The respondents
were requested to indicate the level of importance they would attach to each
item on a five point likert scale with “one” indicating the least important item
and “five” indicating the most important item. In addition to the 79 information
items included in the Part II of the questionnaire, there were another 7 items
which were selected to be included in this section but were excluded from the
list of information items included in the Part II of the questionnaire to avoid
repetition as the importance of those items was already considered in the Part I
of the questionnaire. Therefore, it was decided to exclude these 7 items from
Part II of the questionnaire but to incorporate the responses received on them in
this section when analysing the results. Accordingly, the total number of
information items considered was 86.

Before testing the above hypothesis (H;) statistically, the responses
received were analysed by calculating the mean score for each information item
and ranking them within user groups based on the mean score. Accordingly,
information items were ranked from the most important item (Ranked 1) to the

least important item (Ranked 86). Thereafter, Kuuskal-Wallis was carried for
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each item of information by taking the user groups as the grouping variable to
examine whether the mean score of each user group would be significantly
different. The mean score of each item of information, the respective rank of
the information item with user groups, and p values obtained on the Kruskal-

Wallis test are shown in Table 5-15. The information items are listed according

to their overall mean ranking.

Table 5-15

Importance Attached to Information items by User Groups

Rank Information item ACC EXE BAN TAX ACA FA INV ALL  Statistics
Mean Mean Mean Mean Mean Mean Mean Mean p
1 Cash flow statement 4.25 442 4.06 225 423 433 4 435 000
[ 8] 1] 6] 7] 12] 1] 35]
2 Total assets including
breakdown into fixed
and current assets 4.81 3.86 419 4.19 418 4.75 43 430 0.00
[ 1] 7] 6 | 1] 13] 1] 1]
3 Financial objectives for
the next year 4.43 42 4.26 369 427 433 43 426 057
[ 3] 2 ] 2] 2] 7 ] 3]
4 cash projection for the
next year 4.34 4.09 4.19 3.56 4.45 442 41 422 028
[ 6] 7[ 6[ =T 3] 5] 27]
5 Disclosure of future
plans and targets 425 4.14 41 363 409 417 49 421 000
| 8 ] 3] M 3] 19 23] 1]
6 Eamings per share and
the basis of calculation 4.08 4.13 4.26 25 455 408 45 4.21 0.00
21 | 51 2] 42 ] 17 30] 6 |
7 Total revenue and
breakdown of various
SOUrces 4.37 413 41 3.75 427 467 43 420 009
| 5 ] 4] 12 7] 7 2] 15 ]
8 Rate of growth per
eaming per share 3.96 3.93 423 375 4.55 4 43 417  0.02
[ 28] 12] 4] 7] 1] M 1]
9 Capital expenditure for
the next year 4.09 4.04 4.06 3.44 409 4.42 4.3 414 010
[ 20] 8] 4] 18] 19] 5] 131
10 Operating income before
abnomal and extra
ordinary items 415 41 4.06 35 4.36 4.33 41 414 052
[ 14] 6] 14] 16 ] 6] 1] 31
11 Cost and breakdown of
securities and
investments 4.23 3.67 4.03 3 418 433 45 412  0.00
0] 3] 9] 25] 13] W] 5 |
12 Dividend per share 3.94 3.79 3.97 3.75 4.27 417 48 411 000
[ 3] 4] 24| 7] 7] 23] 3]
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Rank Information tem ACC EXE BAN TAX ACA FA INV ALL  Statistics
13 Industry trend, country
and company
information 387 4 4.3 3.06 4.18 4.25 43 409 000
[ 39 o[ 4] 2a] w3 18] 0]
14 Total and breakdown of
long term borrowings 4.04 3.97 4.03 2 4.27 442 44 406 000
23] 10] 197 62] 7] 5 9]
15 Factors which will
influence future results 411 379 413 3.38 391 425 45 405 000
[ 18] 26 10] 19] 287 18] 4]
16 Comparative financial
statements 4.66 3.97 4.19 25 4.1 3.92 4.1 405 000
[ 2] 0] 6] 42] 171 40 24
17 Market value and
breakdown of securities
and investments 4.38 3.81 4.03 25 391 442 48 404 000
[ 4] 22 18] 4] 29] 5] 2]
18 Summary data for 5
years 4.17 393 4.03 2 4.27 433 42 398 000
3] 12] 1] 82] 7] ] 2]
19 Market share and
competitive position of
the company 3.76 3.86 4.14 .31 445 4.25 4.4 397 000
a9 7] 9] 2] 3] 18] 8]
20 Bad debts and provision
for bad debts 3.96 385 429 294 382 4 44 396 000
[ 28] 19] 1] 2] 36 34] 7]
2 Total and breakdown of
current liabilities 396 383 397 281 364 442 4 3Jjy 000
28| 21| 24| 28] 47 ] 5] M
22 Breakdown of operating
expenses 4.15 3.81 41 24 4 4.33 4.1 3% 000
W] 2] 12 451 2] [ 32]
23 Foreign currency
transactions 4.11 379 37 2.75 382 392 4 389 001
18] 2] 48] 30] 36] 40] 36|
24 Structure of share
ownership 3.92 364 3.87 419 4.09 3.92 4.1 388 005
[ 34 4] 30] 1] 19] 4] 30]
25 Shareholder’s' equity
and number of shares
outstanding 4.02 373 397 2.88 418 4 42 387 000
[ 24 31 24] 27 3] 34[ 19|
26 Total interest including
breakdown of short term
and long term 4.15 367 3.97 1.81 409 4.25 39 387 0.00
4] 37] 2r| 72] 19] 18] 45 ]
27 Discussion of the firm's
result for previous year
with reasons 3.85 3.74 3.81 244 364 417 41 386 000
a1 20] 38| 45 47 ] 23] 23]
28 Market price of
company’s share 389 3.69 3.87 319 445 375 4 384 001
371 35| 4[] 23] 3] 5] 33|
29 Share held by directors 383 3.6 3.87 413 41 3.83 4.1 384 008
[ 42 4] 3] 3] 1] 51] 28]
30 Cost of goods sold 4.08 3.66 403 275 36 433 38 382 000
[ 21 ] 4] 19] 3] 51 1] 39 ]
31 Details of new product
and services 377 375 379 3.25 3.82 445 4.1 379 0.01
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Rank Information item ACC EXE BAN TAX ACA FA INV ALL  Stuatsstics
[ 48] 28] 41 21 36 4] 2
32 Method used for
marketable securities
and investments 4,15 3.6 384 244 4 417 38 379 000
[ 4] 48] 3] 4] 4] 2] 41|
a3 Details of contingent
liabilities 3.92 3.67 3.71 1.75 3.82 4.08 41 379 0.00
[ 3] 377 4] 777 3! 0] 2]
34 Annual report parts;
Movement in
shareholders’ funds 349 3.86 3.75 2.75 391 321 37 378 002
[ 6] 6] 44 30] 291 719 59]
35 Aggregate amount of
dividend paid 3.89 3.62 368 2 4.09 442 4.1 378 0.00
[ 37 ] 4] 49 62] 19] s 25
36 Reserves, provisions
and their breakdowns 372 3.56 3.65 2.69 3.82 417 38 378 0.03
53] 5] s0] 3] 3] 23] 53]
37 statement of dividend
policies 3.82 3.64 3.81 2.75 3.91 417 42 376 000
[ 43] 42] 38 3] 29] 23] 18]
38 Income tax and
provision therein 3.81 3.74 3.87 2.44 3.64 375 4 373 0.00
[ a4 29] 30] 45] 4] 5] 381
38 Production capacity and
actual output 3.51 3.93 373 2.38 3.55 45 38 173 0.00
[ 3] 1] 4] 50[ 53] 3] st
40 Taxation policies 402 3.87 3.61 1.75 3.55 4 37 373 000
[ 25 5] 57 717[ 53] 34] 55
41 Method used to
determine cost of
inventories 4.3 3.47 3.52 2.69 3.55 3.85 37 372 0.00
7] 5] 6] 35 s3] 5[ 5]
42 Date of maturity, interest
rates, securities of LT
bomowings 394 3.84 39 1.75 4 4.09 42 372 000
[ 33] 20] 29[ 77] 24 29] 21 ]
43 Accounting policies 3.87 3.18 378 3.63 3.82 35 36 370 008
39] 71] 42 13] 3] 67 ] 66]
44 Method and rates of
depreciation 4.23 35 3.65 269 3.73 3.92 37 3.67 0.00
0] 5] 5] 3] 41 40] 60 |
45 Cost and breakdown of
inventories 3.92 3.59 361 2.69 3.18 4 38 366 000
[ 34] 1] 57 35] 68[ 34 [ 40|
46 Discussion of the impact
on linflation on the
financial resutts 3.51 an 3.87 244 391 367 4 365 0.00
[ 6] 32] 30 4] 29| 62| 36|
47 Acquisition/ disposal of
property, plant and
equipment 3.75 37 3.65 1.81 345 3.92 39 362 000
[ 501 4] 0] 72 53] 4] 46|
48 Statement of directors’
responsibility 394 354 3.65 3.75 3.64 3.25 36 361 0.5
3] 56| 50| 71 4] 77 61]
49 Total and breakdown of
advances, deposits and
prepayments 3.62 3.65 4 2.31 3 4.25 37 359 000
57 41] 2] 52] 76 118 5|
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Rank  Information tem ACC  EXE BAN TAX ACA FA INV_ ALL  Statistics
50 Statement of company
share option/bonus plan 308 339 371 406 355 35 43 358 000
[ 69 61 ] 46| 4] s3] 7] 17
51 Wages and executive
salaries 326 362 345 231 318 39 39 357 000
671 44] 5] 2] e8] 40 a1
52 Total non-recurming
gains or loss 362 362 365 231 33% 392 37357 000
[ 57] #44] 0] 52] 63] 4] 54
53 Directors' remuneration 375 379 31 238 345 367 39 35 000
[ 50 25 59 50 59 62 42]
54 Amount of depreciation 3.57 3.57 3.81 263 31 375 39 3% 002
61 52| 38] 39 74] 55] 43|
55 Segmental results 4.18 3.61 352 1.81 37 4,08 3 38 000
[ 12] 41] 60 2] 45] 30 76|
56 Ageing schedule of the
debtors 3.58 35 4 2 355 375 36 353 0.00
[59] 57 22] 6] 5[ 55] 6]
57 Detalls of company
directors 372 288 383 4 35 358 43 352 000
[ s3] 78] 31] 5] 53] 65 16|
58 Breakdown of expenses
into fixed and variable 381 368 377 194 3 4 36 348 000
[ 4] 3] 43| 68 76] 3] 65]
59 Total research and
development expenses 3.57 3.59 345 2.3 N 35 34 348 001
61 ] 50] 6] 52| 29] 67] 68]
60 Goodwill ang other
intangible written off 381 336 352 2 35 3% 38 347 000
[ 44| 64] 60 62] 52] 40] 47]
61 Annual report parts:
Auditor's report 381 259 394 388 38 308 3 34 000
a4 82] 28] 6] 3B B8] 75]
62 Total tax and differed
tax liability 364 356 363 175 3 375 38 345 000
[ 5] 54] 6] 77] 716] 5] 50 \
63 Amortisation of
intangible assets 3.98 3.06 342 2.3 373 3.67 37 343 000
27| 75] 671 52| 43] 627 57 |
64 Summary data for 10
years 366 297 265 281 39 383 38 330 000
55 77] 81 28] 35] 511 52
65 Details of company's
social tresponsibility
programs 3.75 28 297 283 4 342 33 329 000
[ 50] 80| 74 39] 2] 71| 70}
66 Outstanding gratuity/
pension obligations 3.58 3.56 34 1.38 3.18 3.58 31 328 000
[ 59] 531 69 8] 68] 65 [ 74|
67 Total accumulated
depreciation on P&E 287 309 384 175 34 383 41 327 000
[ 70] 73] [ 717] 62] 51 2 |
68 Details of finished
goods exported 264 311 323 325 33 408 38 320 000
73] 72] 70 21| 6] 30] 47]
69 Sundry debtors less
altowances 402 319 342 125 318 342 28 320 000
25 69| 67 ] 8 [ 68 71 [ 81|
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Rank Information item ACC EXE BAN TAX  ACA FA INV ALl  Statistics
70 Value added
statements 308 2.76 3.09 35 4 25 31 317 000 -
L6881 81 72] 6] 24, 8] 72]
71 Book value of goodwill
and other intangible
assets 3.51 284 267 1.81 3.36 3.75 39 315 000 -
[ 63] 797 8] 72] &3] 55| 44]
72 Description of
marketing network for
finished goods 2.34 32 3.65 2.5 318 3.92 33 308 000 -
[ 78] e8] 50 41 ] s8] 4] 9]
73 Indication of employee
morale 278 37 271 225 318 3.25 31 304 000 -
[ 72 3] 79] s1[ 8] 7] 73]
74 Descriplion of major
plants, warehouse and
their locations 2.64 3.01 313 1.75 327 35 35 303 000 -
[ 73] [ M] m] 1] 61 ] 67]
75 Total advertising and
publicity expenses 2.58 3.27 3.48 2 345 342 28 3.02 000 -
[ 75] 65] B3] 62] 58] 71 ] 80|
76 History and
development of the
company 2.1 341 29 225 291 3.75 36 298 000 -
81 60 7] 5] 8] 55] 61]
77 Raw material
consumed and their
breakdown 2.4 3.37 3 2.25 3 392 31 29% 000 -
[ 77] 63] 73] 57 76] 4 71]
78 Details of post balance .
sheet events 2.28 339 2.61 225 33 3 36 295 000 -
[ 79] 61] 8] 5] 66] 8] 6] .
79 Amount and breakdown
of staff welfare 2.55 3.2 245 1.94 37 333 29 283 000
[ 76] 67 ] 8] 68| 451 76 78]
80 Information on
managers and staff 2.1 3.26 3.48 1.81 3.08 342 29 289 000 -
8] 66] 63| 72] 75 71] 77]
81 Details of raw matenal

imported and local raw

matenial content of raw
materials 2 3.19 2.81 1.94 2.73 3.92 2.7 2.81 000 -

T 8] 69] 78] 68| B84[ 40 83|

82 Maintenance and repair
expenses 2.81 3.06 2.55 1.69 3 342 19 271 000 -
[ 71| 74] 8] B3] 76] 71| 85 |
83 Chairman’s report 106 245 281 275 209 347 27 262 000 -
[ 84| 8] 77| 30| 8] 80| 82 |
84 Directors' report 2.15 23 294 3715 223 27 29 261 000 *
80 8] 75] 7] 8] 8] 79
85 Auditor's remuneration 1.85 2.31 2.26 1.94 2.91 2.58 26 2.34 000 -
[ 85] 8] 85| 68] 8] 8] 84
86 Contributions and .
donations 177 2.35 2.03 1.63 3 1.33 1.3 199 0.00

8] 64 8] 684 76 8] 8]

Notes

(1) ACC= Accountants; EXE=Executives/Managers, BAN= Bankers; TAX= Assessors/ Tax Officers; ACA= Academics; FA=
Financial Analysts; INV= Investors

(2)  Ranks according to mean are shown within parenthesis

{3) Significant at 1% = **, Significant at 5% = *
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According to the overall mean score, the ‘cash flow statement’ with the
mean score of 4.35 was perceived to be the most important information item
followed by the ‘total assets with breakdown into fixed and current assets’
(4.30), ‘financial objectives for the next year’ (4.26) and ‘cash projection for the
next year’ (4.22). The least important items perceived by the respondents were
‘contribution and donation’ (1.99) and ‘auditor’s remuneration’ (2.34).

Before analysing the results any further, it is important to note that
despite the attempt made to rank each item on its mean score, as shown in the
above table, an emphasis of our analysis is more on a group of information items
such as very important items, least important items rather than on individual
ranking of each item. Our inclination to follow this approach is based on the fact
that the difference between mean scores of two items is very small and the
responses to eagh item were measured on an ordinal scale*?. Thus, the ranking of
information items should be viewed with caution.

As Table 5-15 shows, 17 items (19.8%) scored between 4-5 (extremely
important), 58 items (67.4%) scored between 3-4 (important), 10 items (11.6%)
scored between 2-3 (less important) and 1 item (1.2%) scored less than 2 (least
important). When the most important items (Score 4-5) were classified under 5
sections of an annual report, it was found that 7 of the top 17 items (41.2%)
were in the ‘other information” section. The remaining 10 items spread over
three sections—profit and loss account (3 items), balance sheet (5 items) and
other components (2 items).

This is an interesting outcome given the fact that in Part I of the

2 If ordinal scale is used, the data values represent categories with some intrinsic order such as
strongly agree, agree, disagree, strongly disagree and, therefore, possess less arithmetic

Footnote continued on the next page...
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questionnaire (Q-11) respondents have identified the profit and loss account and
the balance sheet as the most important sections of an annual report. On this
basis, one would expect respondents to pick more information items from those
two sections if they were asked to name the most important items for their use.
However, since the nature of questions in the two parts of the questionnaire is
different®, it may not be realistic to compare the results of Part II questions with
those of Part 1 questions. Therefore, in order to identify the degree of
importance of each section, as reflected by user responses on the disaggregated
information item, the mean scores of the 86 information items were summarised

under five major sections of an annual report. These results are summarised in

Table 5-16.

Importance of Different Sections of the Annual Report

Table 5-16

1. ACC= Accountants; EXE=Executives/Managers; BAN= Bankers; TAX= Assessors/ Tax Officers,
ACA= Academics; FA= Financial Analysts; INV= Investors; ALL= Overall.

2. Rank are shown within parenthesis

3. Significant at 1%=**, Significant at 5%="*

| secon | acc| Exe | BaN| TAx | Aca| FA | wv | AL | x | P |
| Profitandloss || 3.49 |[ 356 |[ 357 |[ 241 ] 361 |[ 389 | 366 || 352 | 3875 |[ 0.00™ |
i RO | f
| Balancesheet || 38 |[ 36 |[ 372 ] 230 || 364 |[ 402 | 394 || 367 | 4303 | 0007 |
| e o rsr]rer ] on]l ol )| | |
[omer |41 | (367 ][ 373 ][ 251 | 383 | 387 ][ 373 | 379 | 4879 | 0007 |
| SR T (e (e e[ B 2 ) 11 ] | J
| Statutory reports |[ 318 |[ 29 |[ 340 [ 335 || 343 | 303 | 330 || 319 || 2681 | 000"

| [rs1 (8Tl 1s1 [ 110 |[ 151 ][ 81 ] 151 ][ (51 ]

[omer —|[344][355 [ 362 |[ 297 |[ 376 [ 385 || 385 |[ 360 | 2323 || 0007
Il TN TN E e [ K RO A
' Notes - LN l

qualities in comparison to data values of interval/ratio scale.

“In part 1 (Q-11) respondents were asked to rank 11 sections of a company annual report
according to their importance. In part 2, of the questionnaire, respondents were asked to
identify the importance of disaggregated information items (Q-15~Q 93) which were broadly
categorised by the researcher under 5 major sections of an annual report. not 11 sections as in
the case of part 1. Simply, the coverage of question 11 in part 1 of the questionnaire was

broad base (macro), questions in part 2 of the questionnaire were specific (micro).
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As indicated in Table 5-16, the most important section of an annual
report is the other components which include cash flow statement, accounting
policies, and explanatory notes with a mean score of 3.79 followed by balance
sheet with a mean score of 3.67. The other information with a mean score of
3.60 was ranked third. The profit and loss account, which was expected to
receive a higher rank, occupied the fourth place and while the statutory reports
(mean score = 3.19) ranked last. Since mean score of each section was
calculated on the basis of a large number of items applicable to each section, the
overall mean score between sections ranged only from 3.19 (statutory reports) to
3.97 (other components).

When the above data were analysed by groups, information relating to
‘other components’ of an annual report received the top ranking from 3 of the 7
user groups (ACC, EXE, and ACA) while the BAN and INV groups and TAX
and FA groups ranked second and third respectively. Also, except TAX and
ACA groups, all other groups identified the balance sheet as the first or second
important section of an annual report. Moreover, all groups except TAX,
considered statutory reports as the least important section. Although there were
similarities in ranking between some user groups, the Kruskal-Wallis test results
showed significant differences (p<0.01) in the mean scores of user groups for all
the five sections.

After having examined the importance attached by user groups in
relation to the five sections of an annual report, we will now focus our attention
to the importance of individual items. As mentioned earlier, of 86 items 17 were
identified by the respondents as the most important items in an annual report

(see table 5-15 above). A closer look at these items reveals that the responders

175



Chapter 5: Information Needs of the Users: The Survey and s Results

have placed higher importance on the items relating to financial status. including
cash position; present and future earnings including cash generation; and
comparative status of the company.

When these 17 items were analysed group wise, it was found that fairlyv
a large number of these items was within the top 17 items of each user groups.
More specifically, the user groups and the number of items identified as very

important within the top 17 items were as follows:

s TAX group —S8 items (47%)

= ACC and FA groups — 10 items (59%)

= EXE, BAN and INV groups —13 items (76%)
= ACA groups—14 items (82%)

This indicates that there 1s a general agreement between respondents
with regard to the importance of these items. However, in order to examine
whether such agreement exists statistically between users. in relation to these 17
items as well as to the remaining 69 information items, a separate Kruskal-wallis
test was carried out for each of the 86 information items. Accordingly, the
hypothesis (Hyg) that there is no significant difference between user groups in
relation to the importance of information items included in the questionnaire
was tested. The calculated chi-square values as well as p-values of this test for
each item are shown in the last two columns of Table 5-15. The importance
attached to each information item by users was significantly different for 77
items (significant at 1% for 72 items and significant at 5% for 5 items).
Therefore, the above mentioned null hypothesis was rejected for 77 items
(90%). Since p-values with regard to the remaining 9 items were greater than
5%, the null hypothesis that there is no difference between the user groups In

relation to the importance they attach to each of the nine items was accepted.
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These items are listed below:

Total revenue and breakdown of various sources

Operating income before abnormal and extra ordinary items
Structure of share ownership

Share held by directors

Statement of directors' responsibility

Capital expenditure for the next year

Cash projection for the next year

Financial objectives for the next year

Accounting policies

© ® N O N & W N =

Another statistical analysis was carried out to find out the user group
which differs mostly from others among the seven groups. In order to achieve
this objective, Kruskal-Wallis test was carried out seven times for each
information item by taking grouping variable as six user groups instead of seven
(i.e. excluding one user group each time). Table 15-17 below summarises the

" results of this test.

Table 5-17

Significant Differences in Perceptions on 86 Information items
when one user group is excluded from the seven user groups

e et peao] BENoar: 1 BUNeor— | I Sara) [Feemees
~ Six user groups o : ~ items items items  Rank
T : 3 with SS  with SNS | with SNS I
' EXE/BAN/ TAX/ ACAY FAY INV (i.e. excluding ACC) 75 [ 11 128 | 3 |
ACC/ BANI TAXJ ACA/ FAT INV (i6. excluding EXE) s |l 28 | 3 |
| EXE/ACC/ TAX/ ACA/ FAI INV (i excluding BAN) w7 g1 || 7|
= —
| EXE/ BAN/ ACC/ ACA/ FA/ INV (i.e. excluding TAX) I B 3 384 | 1 '.
i"Eer-/ BAN/ TAX/ ACC/ FA/ INV (i.e. excluding ACA) : 78 J 10 11.6 J 6 |
i EXE/ BAN/ TAX/ ACA ACC/ INV (i. excluding FA) - 78 11 12.8 ‘ 3 ;
' EXE/ BAN/ TAX/ ACA/ FAY ACC (i. excluding INV) 73 ‘ 13 51 || 2
. —————— !.
1. ACC= Accountants; EXE=Executives/Managers; BAN= Bankers; TAX= Assessors/ Tax Officers; ACA= |
‘ Academics; FA= Financial Analysts; INV= Investors i
2. §S= Statistically significant, SNS = Statistically Not Significant (

Table 15-17 shows the number of items with and without statistically

significant differences when one user groups is excluded from the sample. It
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also shows the percentage of items found to be statistically not significant.
Higher this percentage is, higher the level of consensus between users.
Therefore, the combination of 6 user groups that gives the highest percentage of
statistically non-significant items is ranked as one to indicate the combination of
groups that has less disagreement in respect of the importance of 86 information
items. As per able 15-17, the highest level of agreement (i.e. lowest number of
items with statistically significant differences) is shown when the TAX group is
excluded from the sample. In other words, when the TAX group is included in
the sample, there will be an increase of statistically significant differences. Thus,
it can be concluded that the TAX group is the most different from the other user
groups.

Finally, the differences in perceptions between two user groups were
examined by carrying out the Mann-Whitney test for 21 possible combinations
of groups. The 21 groups and the number of information items with significant

differences for each fair are shown in Table 15-18.

Table 5-18
Significant Differences in Perceptions between User Groups

— T ———

Notes _
(1) ACC= Accountants; EXE=Executives/Managers; BAN= Bankers: TAX= Assessors/ Tax
Officers; ACA= Academics; FA= Financial Analysts; INV= Investors. - _ iyl
(2) Number of statistically significant differences in the perception of a pair of users is shown within
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As shown in Table 15-18, the combination of executives and bankers
had the number of disagreements with only 10 items (12%) with significant
differences. Financial analysts and investors were found to be the next most
homogeneous pair with 12 (14%) significant differences. This is followed by
the combinations of bankers and academics and that of executives and
academics with statistically differences of 16 (19%) and 18 (21%) respectively.
On the other hand, the combination of tax officers and financial analysts showed
the highest number of disagreements with 62 items (72%) showing significant
differences. As a matter of fact, the six combinations involving tax officers had
a very high level of disagreements with very significant differences ranging
from 51 items (59%) to 62 items (72%). From the above analysis, it 1s evident
that the executives and bank officers are the most homogeneous in their

perceptions about the questionnaire items.

5.7 Summary
The major objective of this chapter was to examine the user perceptions on

various aspects of corporate annual reports in Sti Lanka covering a wider
spectrum of user groups. This was achieved by examining the perceptions of
seven user groups through a questionnaire survey of 264 users of corporate
annual reports. In this process, eight hypotheses were formulated to test whether
there would be significant differences between user groups in relation to the
matters examined. These hypotheses were tested using the Kruskal-Wallis and
Mann-Whitney U tests.

The findings of this study revealed that various users of corporate
annual reports in Sri Lanka use them mainly to obtain information for the

purpose of buying, holding or selling company shares. Moreover, these users
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have viewed annual reports as the prime source of information although
information provided in these reports is perceived to be inadequate. The
examination of the importance attached to various sections of the annual report
revealed that both the balance sheet and the profit and loss account are perceived
by the overwhelming majority of users as the most important sections of annual
reports. It was also found that the majonty of respondents have used annual
reports frequently, indicating the important role it plays in their decision making
process. As for the factors limiting the use of annual reports in Sri Lanka, they
have identified the publication delay as the major obstacle for using annual
reports. The majority of users seem to hold the view that the existing time lag
can be reduced substantially. Overall, despite the inadequacy of information
provided, corporate annual reports are recognised as a very useful tool for
decision making by most of the users in Sri Lanka.

When the user perceptions with regard to 86 specific items of
information were examined, seventeen information items were identified to be
the most useful for all the users. On the mean score. cash flow, total assets and
financial objectives for the next year were ranked the most important three items
while contributions and donation and also auditor’s remuneration were ranked
the least important information items. When the importance of various sections
of annual report was examined through mean values of information items
relating to 5 sections of an annual report, it was found that users attach high
importance to “other components’ and “balance sheet”. However, the differences
of opinion between users with regard to their perceptions on the importance of
the five sections were found to be statistically significant. The results of an item

by item examination showed significant differences among user groups on 77
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information items (90% of all items). A further analysis indicated that ‘tax
officers’ had the most disagreements with other groups. This finding was
confirmed by another analysis carried out to examine the homogeneity of
combined users. Any, user group combined with tax officers were produced the
highest number of disagreement. Accordingly, it was found that the ‘executives’
and ‘bankers’ represented the most homogeneous combination of groups with
disagreement level of 12 per cent. Comparatively, the ‘tax officers’ and
‘financial analysts’ represented the least homogeneous combination with a

disagreement level of 72 per cent.
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Chapter 6

The Extent of Corporate Financial
Disclosure in Sri Lanka: An Analysis of
Annual Reports of Public Listed
Companies

6.1 INTRODUCTION

Annual reports are key communication vehicles between a firm's management
and its stakeholders, and are primary sources of financial and operating
information about the firm (Needles et al.,, 1999). The role that annual report
plays in communicating and shaping the reality of the organisation in the public
mind is indispensable although how this reality is perceived depends in part on
the extent and quality of information provided in the annual report (Coy and
Pratt, 1998). Therefore, ideally the annual report of a company should provide
quality information tailored for all of its potential users. Although every
company is expected to provide sufficient information in its annual report, the
amount of information disclosed varies considerably among companies due to
various reasons such as the lack of guidelines as to which information should be
disclosed and the reluctance of some companies to disclose certain information.
While there is no limit to the extent of information that a company can
provide, regulations such as Company Law and Accounting Standards have
been put in place in most countries to ensure that companies provide at least the
minimum amount of information required by users. Although companies are not
obligated to disclose information more than what is required by legislation, the

lack of disclosure may have serious repercussions not only on the companies’
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financial and operating performances but also on the development of financial
markets through improved investor confidence. According to the theory of
efficient markets, which suggests that the current prices of securities fullv reflect
the public knowledge about companies, financial markets require substantial
information disclosure if they are to be a most effective part of an efficient
economic system (Gray,1976, p.56). Therefore, the improvement of corporate
disclosure is very important not only for the companies concemed but also for
the country’s economic development. However, before any measures are taken
to improve the level of disclosure, it is very important to understand the extent
of disclosure and the relative strengths and weaknesses of the existing disclosure
practices. The major objective of this chapter is to make such an assessment.

As an attempt to achieve the stated objective, the annual reports of 65
public listed companies in Sri Lanka were analysed in detail by placing
emphasis on the extent of disclosure and the degree of consensus between the
actual disclosure and the information needs of users. Detailed discussion on the
analysis of annual reports is presented in this chapter in seven sections.
Accordingly, the remainder of the chapter is organised as follows: After
presenting the research questions in sec. 6-2, the method used for selecting
sample companies and a profile of the sample companies are provided in sec. 6-
3. This is followed by a discussion on methodology used for analysing the
annual reports in sec. 6-4. The results of the analysis are presented in sec. 6-5

while the forming and testing of the hypotheses are dealt with in sec. 6-6. The

final section, sec. 6-7, provides a summary.
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6.2 RESEARCH QUESTIONS

As for the purpose of obtaining a proper assessment of the level of disclosure in
the annual reports of public listed companies in S Lanka, this chapter is
designed to address the following two specific research questions.

(1) Is there a difference in the extent of financial disclosure between the groups
of sample companies?

(2) Is there an association between the actual disclosure and the information
needs of various users?

Two hypotheses formed from the above research questions and testing
of those hypotheses through the data obtained from the annual report analysis

are presented in section 6.6 of this chapter.

6.3 THE SAMPLE

The sample for the analysis of annual reports was drawn from the public limited
companies listed on the Colombo Stock Exchange (CSE). The annual
publication of the CSE entitled Handbook of Listed Companies -1998 reported

235 such companies under following 16 broad business sector categories:

1. Banks, finance and insurance
2. Beverage, food and tobacco
3. Chemicals and pharmaceuticals
4. Construction and engineering
5. Diversified

6. Footwear and textiles

7. Hotels and travels

8. Investment trust

9. Land and property

10. Manufacturing

11. Motors

12. Oil palm

13. Plantation

14. Services

15. Stores and supplies

16. Trading
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Before selecting the sample for this study, due to some pragmatic
reasons, some of the above mentioned business sectors were reclassified and
omitted from the population in the following manner:

(1) Since the disclosure requirements of 3 business categories. namely
banks, finance and insurance sector (1); construction and engineering
sector (4); and investment trust sector (8) were signuficantly different
to other sectors, these three business categories which consist of 31
companies were excluded from the total population.

(2) Five other companies belonging to another business sector, O1l Palm
(12), were also excluded from the population due to the non-
availability of their annual reports.

(3) Several business sectors classified by CSE were combined to make a
fewer number of groups. Accordingly, three business sectors classified
by CSE as beverage, food and tobacco [2]; chemicals and
pharmaceuticals [3]; and footwear and textiles [6] were combined with
other manufacturing [10] to make a new business sector named
“manufacturing.” Similarly, the trading sector was combined with the
stores and supplies sector to make a new sector called ‘trading, stores,
and supplies’.

As a result of the above mentioned exclusions and reclassifications. the
total number of companies from which the sample companies were drawn
decreased from 235 to 194 while the business categories under which these
companies were listed decreased from 16 to 8 (see Table 6-1).

The collecting of annual reports was found to be one of the most
arduous tasks in many disclosure studies, specially those focusing on emerging
markets. For example, Nicholls and Ahmed (1993), Karim (1995), Mirshekary
(1999), Xiao (1999) encountered numerous difficulties in collecting annual
reports for their samples. The attempt to collect annual reports for this study
started with a written request made directly to 40 randomly selected companies
asking for a copy of their annual reports. Since only a few companies responded

to the request, it was decided to make a similar request through the Postgraduate

Institute of Management (PIM), which had close contacts through its

185



Chapter 6: The Extent of Corporate Financial Disclosure in Sri Lanka: An Analysis of Annual reports
of Public Listed Companies

management training programs with the business community in Sri Lanka*. In
response to the letter sent by its Director, 102 companies sent their latest annual
reports to the PIM. Subsequently, they were collected by the author. In addition
to the annual reports obtained through PIM, another 21 annual reports were
collected through other sources, making a total of 123 annual reports available
for the study. However, since the annual reports collected were under over
represented in some business sectors, it was decided to have a sample size of
30% for each business sector. Table 6-1 shows the distribution of the sample

companies by business sectors.

Table 6-1

Distribution of Sample Companies by Business Sector

Business Sector 1 “Companies in é§é"|— Samplesize | % of
‘ h

‘ satm;Ie
| | Number |7 % 17 Number | % ]‘*“%ﬁ_]f
[1. [ Diversified | 8 | 41 3 | 46 ] 375 |
| 2. ][ Hotels and travel ) 4 P2 ] 200 |[ 317
[ 3. |l Land & property 19 17 98 ], 6 ] 92 ] 316 l
[ 4. ]I Manufacturing i 78 ] 402 ] 27 ] 415 ] 346 |
['5. ][ Motors 8 ] 41 | 3 ji 46 |7 375 |
[ 6. Plantation ] 12 | e2 ] 4 | 62 ] 333 |
[7. JiSevice | 8 | "3 | 46 | 315 |
8. |l Trading, storesand supplies | 20 | 104 | 6 | 93 ] 300 |Ji
I 194 ] 1000 ] 65 | 1ooo| B5 |

As shown in Table 6-1, the majority of companies (61.3 %) in the
population was in the manufacturing, and hotels and travel sectors. The

remaining 6 sectors represented only 38.7 per cent of the total population with

“ Both the author and the supervisor personally sought the cooperation of the Director of PIM
in this regard briefing him the importance and the potential benefits of this research to the
country. The director responded positively and sent a letter to all 235 pubic listed companies
in Sri Lanka asking for a copy of their annual report for the use of PIM. The annual reports
received were kept in the PIM library and the author was authorized to borrow the required

reports to be used in this study.
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each business sector ranging from 4.1 per cent to 10.4 per cent. Accordingly. the
sample selected also had a similar representation. Although, the expectation was
to take 30% of companies as the sample for each sector, the actual sample taken
ranged from 30 to 37.5 per cent because of the very small population of some
sectors. Overall, the sample size of the companies selected for the annual report
analysis accounted for 33.5 per cent of the total population. Detailed profiles of
the sample companies are shown in Appendix-4 while a summary is shown in

the following table:

Table 6-2
The Profiles of the Sample Companies

Firms Capital Employed Firms
(Rs. Millions)

12 i | e1s | <100 L & || 123 |
. 2650years | j 231 | 100-500 2 [ 33.8__]
[ 51-75year II"' 7 ][ 108 ][ 500-1000 15 ) 231
| 76100years || 2 | 31 | 1000-5000 7 ][ 2]
| >100 years H 1 ] 15 | ~5000 [ 3 || 46 [
Alfrms |l 1000 ] Total Il 65 | 1000

Sales (Rs. millions) Firms -

> (100) 1 4 | <100 l J 139 |
Coo-0 | ! Y J 100-1000 || 33 || 508 |
010 o | 139 | 1000- 10000 1 2 | 27|
. 10-100 ]F"so L 461 | >t000 3 | 46 |
b T e #s 0 W I '
~ > 1000 million 2 ) 31 ] 11 :
. Allfirms e | 100.0 ‘  Total | 65 | 100.0 |

As shown in Table 6-2, the sample companies consisted of both young
and old companies with the age of companies ranging from 4 to 106 years.
Although the average age of the 65 companies was 28 years, the majority of

companies in the sample (61.5%) were less than 25 years old and almost 85 per
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cent of companies were less than 50 years old. On the other hand, companies
aged over 50 years were limited to 15 per cent of the sample.

As for the profit level of companies, once again there was a wide
disparity. While 85 per cent of sample companies were having profits the
remaining 15 per cent were in red with losses of 4 companies (6%) exceeding
Rs. 100 million. Although the majority of companies (60%) were earning less
than million rupees, the average profit of the 65 companies amounted to 95
million rupees. The high average profit was due to the impact of very high
profits earned by 16 companies (25%), the profit level of two of which exceeded
1000 million rupees.

The sales of sample companies ranged from 6 to 23,541 million with
average sales of 1,805 million rupees, showing a huge disparity between sample
companies in terms of sales. Although the average sales amounted 1,805
million rupees, the sales of 65 per cent of companies (42 companies) were less
than 1,000 million rupees. Moreover, the three largest companies in the sample
had sales exceeding 10,000 million rupees.

When the size of companies was analysed in terms of capital employed
it was found that the capital of sample companies ranged from 19 to 11,017
million rupees with average capital amounting to 1,094 million rupees.
However, the majority of companies (69%) had employed less than 1,000
million rupees while the average capital employed by the remaining 31 per cent
of companies amounted to 2,749 million rupees.

According to Appendix-4, the largest company, measured in terms of
capital employed, in the sample was John Keels Holding Limited with capital

employed amounting to 110,165 million rupees. It has also topped the
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companies in Sri Lanka in terms of its 11.8% market capitalisation. This
company was rated by the Fortune magazine in December 1998 as one of the ten
best investible companies in Asia. Hayleys Limited, which came second in
terms of size with its employed capital of 72,588 million rupees, 1s another
leading company in the country. It has also gained a high reputation for the
quality of its annual reports. It has won the “Best Annual Report Award” for
1996/97 and 1997/98 at the competition conducted by ICASL. Its annual report
for 1996/97 also won the second highest place in the “non-financial category” at
a competition organised by the South Asian Federation of Accountants for
companies in South Asia. Thus, the annual report of Hayleys included in our
sample can be considered as one representing the highest level of corporate
disclosures in Sri Lanka

As the financial year of Sri Lankan companies ends on 31 December or
31 March and the annual reports for this study were collected from Julv to
September 2000, the latest annual reports applicable were either for the year
1999 (for companies ending financial year on 31 December) or for the year
1999/2000 (for those ending their financial year on 31 March). Therefore,
annual reports representing both of these years were used for the analysis as
much as possible. However, for companies whose annual reports for the latest
financial year had not been published or not available, those covering the year
1998 or 1998/1999 were used*. All of the annual reports used in this study had
been published in English. However, some public listed companies in Sn Lanka

publish their annual reports only in their native languages (Singhalese or Tarml).

*S In a similar situation Karim (1995) also made use of 1991 or 1992 annual reports when the
annual reports for the year 1993 was not published.
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6.4 THE METHODOLOGY

The annual reports selected for the study were analysed on the basis of a
disclosure index, which has been a research instrument widely used in previous
disclosure studies. The primary aim of a disclosure index is to show the level of
disclosure in an annual report. [t can be used to show the compliance with
regulations and the level of disclosure. In addition, it can include a mixture of
both required and voluntary items (Marston and Shrives, 1991). The use of these
indexes for the evaluation of the extent of disclosure and the quality of annual
reports has become a norm in disclosure studies. According to Cooke and
Wallace (1989), the quality of financial disclosure is an abstract term and cannot
be measured directly because it does not possess the inherent charactenstics by
which one can determine its intensity or capacity. However, calculating an index
for a particular company can give a measure of the extent of disclosure although
it does not necessarily measure the quality of disclosure (Marston and Shrives,
1991).

With regard to developing a disclosure index, a number of different
approaches has been taken by previous researchers. The typical methodology
employed in this study was to construct a country-relevant disclosure index.
Depending on the research objective and the country being examined, the index
comprises voluntary information items and/or mandatory items. Disclosure
measurement may be either weighted or unweighted (Ahmed and Counts,
1999). Although many of the previous studies have employed weighted indexes
for assessing the extent of disclosure (Singhvi and Desai, 1971; Barrett, 1976;
Firth, 1979, Chow and Wong-Boren, 1987), the methods used for determining

the weights of items have been criticised as being subjective. An alternative

190



Chapter 6: The Extent of Corporate Financial Disclosure in Sri Lanka: An Analysis of Annua! reports
of Public Listed Companies '

approach is to assume all items included in the index as equally important and
use an unweighted index in which an item scores one if it is disclosed and a zero
if it is not disclosed. Since this dichotomous procedure avoids the subjectivity in
assigning weights to items, it has gained wide acceptance among annual report
studies (see for example, Wallace, 1988; Cooke, 1989, 1991; Ahmed and
Nicholls, 1994). Thus, an unweighted index was used in this study.

Having decided on the type of index to be used, the next major task
was to develop a list of information items that could be used in annual reports.
Since annual reports not only include mandatory financial information specified
by the regulations but also include a variety of voluntary information,
quantitative and qualitative, the information items that may be included in an
annual report could be very large, if not infinite. As a result. items chosen for the
index are likely to be a fairly small sub set of the population of all the items that
could be disclcsed in an annual report.

Therefore, the usefulness of the disclosure index as a measure of
disclosure is critically dependent on the selection of items to be included in the
index (Marston and Shrives, 1991, p.195). Although there is no general theory
on item selection (Wallace, 1988), two main approaches to this process can be
observed from the past research, namely, (1) to use disclosure items that have
been included in a questionnaire with some inclusions or exclusions based on
the responses to the questionnaire and the researcher’s own criterion, and (2) to
use the disclosure items employed in other studies with suitable modifications to
suit the objectives of the study and the requirements of the country.

Since some researchers have focused on the information provided to

specific user groups such as investors or one type of information such as
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mandatory or voluntary information, the indexes used by them were confined to
those specific aspects of information. However, since one of the major
objectives of this study was to assess the extent of both mandatory and voluntary
information disclosed to all users of financial reports, development of an all-
inclusive list (not an exclusive list of items applicable to a particular user group)
was needed to achieve that objective. Moreover, another major objective of this
study was to examine the consensus between the users’ information
requirements and the actual disclosure. In order to achieve this objective, the
information items included in the questionnaire and the disclosure index had to
be similar so that a meaningful comparison could be made. Therefore, when
selecting items for the disclosure index, it was decided to follow the first
approach mentioned in the preceding paragraph. i.e. to include the 86
information items used in the questionnaire in the disclosure index as well, and
to assess the relative intensity of disclosure by extensive disaggregation* of the
information items where possible.

Therefore, after a careful examination of the 86 information items
included in the questionnaire along with their possible disaggregation, they were
disaggregated into 318 information items for calculating the disclosure index.
These 318 disaggregated information items were also separated into mandatory
and voluntary information items. While the mandatory information items refer
to the information items required to be disclosed by legislation, the voluntary
information items refer to the information provided by companies at their

discretion. In order to determine whether an item was mandatory or voluntary,

“ Ahmed (1993) has provided an example as to how this disaggregation can be done. For ‘
example, a company that has disclosed eamnings per share along with the related computations
is awarded more points than a company that has disclosed only the earnings per share.
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all the disclosure requirements prescribed by the Companies Act. the SLASs.
the listing rules of CSE, and the Securities and Exchange Commission Act were
carefully examined. Accordingly, 131 of the 318 items were identified as
mandatary information items. The following table provides a summary of the
information items classified as mandatary and voluntary under five major

sections of an annual report:

Table 6-3

Breakdown of Information Items into Disclosure Index Items

Informationw Major Sections of an Annual | Mandatory | V‘oﬁn*ﬁr;} Overall
Items Report Information Information

Items ltems
[ 22 |/ Profitand Loss Account | 28 27 | 55
[ 20  |[ Balance Sheet T4 | 69 ] 118
. 11 |[ Other Componentsof FS | 3 | 18 ]I 53
|6 || Statutory Reports ] 13 |f 9 | 2 |
\ 27 | Other Information I 6 | 64 | 70 |
[ 8 | Total I (e I S 1T P T

The 86 information items shown in the first column have been
disaggregated into 131 mandatary items and 187 voluntary items, increasing the
overall disclosure index items to 318. A list of information items with details on
all classifications and identification numbers is given in Appendix-5. Also, a list
of mandatory information items and a list giving the details of disaggregation in
relation to 86 information items are shown in Appendixes 6 and 7 respectively.

After having disaggregated the information items, a score sheet was
prepared for recording the disclosure items. A copy of the score sheet is shown

in Appendix-8. The procedure followed for recording information in the score

sheet is as follows:
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(1) Read the annual report thoroughly to understand the contents,
especially to check the relevance of items to the company
concerned,

(2) Record 1 (= disclosed) when the information item is disclosed in
the report,

(3) Record 0 (= not disclosed) when the information item is not
disclosed in the report,

(4) Record 99 (= not applicable) when an item is not disclosed because
it 1s not relevant to the company concerned*’.

After recording the data in the score sheet following the above
procedure, they were transferred from the score sheet to a SPSS data sheet.
While a column in the data sheet contained the data in relation to one
information item, a row contained the data on all information items in relation to
a company. The total disclosure (TD) for a company was additive and could be

calculated as follows:

Where d; = 1 ifthe i th item is disclosed and O if
the i th item is not disclosed
m <n The maximum score a company can
earn (Total index items — irrelevant
items)

The disclosure index, which is a ratio of the actual scores awarded to a

company to the scores that company is expected to earn, is calculated dividing

¥’ There have been different opinions among previous researchers regarding the treatinent of
non-relevant items. In some cases, this problem has been eliminated by ensuring that all
disclosure items are relevant to all companies in the sample (Buzby, 1974). When this is not
possible or desirable, index scores can be converted by dividing the actual score by the
maximum score possible for that company as done by Buzby (1975). Since it is not very clear
whether a non-disclosed item is relevant or not, Cooke (1989a) suggested to read the whole of
the annual report and make a suitable judgment as to whether an item is either not Qisclosed or
trrelevant to the company. However, this method has also been criticised because it would '
increase the chances of a systematic overstatement bias in the scoring process, particularly if
non-disclosure is interpreted to mean lack of relevance (Craig and Diga, 1998). The method
suggested by Cook was used in this study considering its wider acceptance.

194



Chapter 6: The Extent of Corporate Financial Disclosure in Sri Lanka: An Analysis of Annual reports
of Public Listed Companies -

total disclosure (TD) by the maximum score (M) a company can eamn*®. M is

calculated as follows:

M = id/
i=1

Where d = Expected item of disclosure
n= The number of items that the company
1s expected to disclose. (n <318)

Following this method, three disclosure indexes were prepared: (1)
Overall Disclosure Index—[ODI] for the disclosure index calculated on the
basis of all 318 items, (2) Mandatary Disclosure Index [MDI] for the disclosure
index calculated on the basis of 131 mandatary items, and (3) Voluntary
Disclosure Index [VDI] for the disclosure index calculated on the basis of 187

voluntary items.

6.5 ANALYSIS OF THE RESULTS

This section presents the results obtained from the analysis of annual reports
using the three disclosure indexes discussed above. Then, the next section (6.6)
deals with the formation and testing of hypotheses based on the research

questions presented in Section 6.2.

6.5.1 Contents of the annual reports

Prior to the examination of specific information items disclosed in annual
reports, it was considered important first to gain an understating of the overall
contents of annual reports published in Sri Lanka. For this purpose, the major

headings under which information has been presented in annual reports were

“® For example, if a company has disclosed 225 information items and 18 of 318 information
items are not applicable to the company, the maximum score this company can earn 1s 300
(318-18). Therefore, the disclosure index is calculated by dividing 225 by 300, which gives a
disclosure level of 75 (75%) for that company.
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analysed (see Appendix-9 for company wise details). Table 6-4 summarises the

results of this analysis.

Table 64
Contents of Annual Reports

(No. |[Contets ~—— —~ ~ " = T ] Percentage |
| 1 || Corporate information ] 100.0 |
| 2 || Table of contents B . 954
| 3| Missionandgoalsof thecompany — — ~ = 7 " 400
| 4 || Summary of results for the financial year | 61.5
| 5 |[ Review by the chairman and chief executive [ 100.0 |
| 6 |[ Business profile/Review of operétldhs - | 50.8
[ 7|[Financialreview T | 26.2 |
| 8 || Human resource development and social responsibility a5
9 |[ Company history B a3
|10 || Company performance and financial status of the past periods | 67.7 |
| 11 || International relationships/Global focus | 55.3 !
| 12 || Share information | 969 |
|13 || Statement of value -a—dEECT ¥ 615 |
| 14 |[ Countryrepot | 12.3 |
|15 ] Report of the directors } | 1000
F'-MHGWTAudIt committee report _____,R___,____]* 46 |
| 171’ Statement of directors’ respon5|blllty ] | 323
[ 18 | Report of the auditors | ] 100.0 |
[ 19][ Profitand loss account _|___1000]
[ 20 || Balance sheet . E 0007
| 21 || Cash flow statement | 100.0 |
| 22 || Statement of changes in equity | 47.7 |
[ 23 |l Accounting policies i 100.0 |

24 || Notes to the accounts o | 1?9:01
[ 25][ Marketvalue of realestate & 200 |
[ 26 |[ Glossary of financial terms B ] | 308 |
| 27 || Name and management of group companies/associates \ 82.4 |
| 28 | Notice of meeting | 954 |
| 29 || Details of board of directors and executives | 93.8 |
| 30 || Photos | 52.3 |
| 31 ]| Graphs and charts ,f,_,,J,_ 67.7_
[ 32 |[ Comments sheet for suggestions for improvements of the annual report | 63
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From this table, it is seen that information has been presented under 32
major categories. Since 9 of these categories were found in all annual reports.
they could be regarded as the standard items of information presented in Sn
Lankan annual reports. These items comprise a complete set of financial
statements, report of the directors, report of the auditors, corporate information.
share information section and a summery of results for the financial vear. Other
commonly included sections were associated with the information on company
and management structure such as details of directors and executives (94%).
name and management of group companies (82.4%), other corporate
information (95%). On the other hand, the least included sections were audit
committee report (5%), comments sheet for suggestions to improve the annual
report (6%), country report (12%), market value of real estate (20%) and
business profile and review of operations (26%).

The annual report of Hayleys Limited comprised 31 of the 32 sections
examined while Upali Investment Holdings comprised only 12 of the 32
sections. Further, 34 (52.3%) and 44 (67.7%) companies 1n the sample have
made use of graphs, charts and photos for clear presentation of information. The
average size of the annual report was 41 pages with smallest being 16 (Serwndib
Land Ltd.) and the longest being 106 (John keels) followed by 105 (Hayleys
Ltd.).

Another noticeable feature was the preparation of a value-added
statement by 40 (61.5%) of the 65 companies. This feature appeared to be
impressive when compared with the findings of a study by Craig and Diga
(1998) on the corporate accounting disclosures in ASEAN countries. According

to their study, of the 145 sample companies 1n five ASEAN countries, the value
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added statements were found only in the annual reports of only 14 Singaporean
companies.

Before concluding this section, a word of caution seems warranted
regarding the above analysis on the contents of annual reports. Since the method
of presenting information has varied substantially from companyv to company.
the higher numbers of information categories do not necessarily mean that they
provide more information. For example, while one company provides country-
specific information under a separate section, another company has chosen to
give the same information under the chairman’s review. Numerically, the
former may look better in terms of the contents of information because it
includes country information as well as chairman’s review. In reality. however,

it may not be the case.

6.5.2 Extent of Overall Disclosure

6.5.2.1 Distribution and describtive statistics
Following the method described in Section 6.4, the overall disclosure was

calculated for 65 public listed companies in Sri Lanka. Since various parts of the
financial statements may provide more meaningful information on the quality of
financial reporting in a country (Wallace, 1988), overall disclosure was analysed
under five parts of an annual report. Table 6-5 summarises the overall disclosure
index and the distribution of sectional indexes for the year 1999-2000. The

overall disclosure index and sectional indexes for each company are shown in

Appendix-10.
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Table 6-5

Distribution of Overall Disclosure Index

Disclosure Index || Profitand | Balance |/ Other | StztmoTl Other |  Overal '
Loss Sheet | Components of Reports Information ] :
Account H Financial St |’ l
! 1
o ‘Number of Companies R VR
}7&0-100% H——j 4 ]* 20 |57 7_ I -

e | 1 | ¥ | w7 ] & & i

[ 70-80% 19 ] 1 ] 5 |l %9

[ 60-70% |25 [ 4 |7 1 ] s %9

['50%6%"%"”\[_"'1§""“|[— _1. ] ‘L ‘ | 9 1 7 { 108|‘
=

050% [ 6 |7 |7 | T w2 | 3

| 30-40% | N N | A (AN L N A
N N R [ S N
| 10-20% L 1 11 & ] | H)
CEI I T '
[ Total [ 6 ]I 6 | 65 I 65 | 65 | 65 | 100
[Highest(%) || 827 |[ 930 |[ ~ 1000 [ 1000 | 857 | 890 |
| Lowest (%) || 35 || st4 |I 613 7o | | wms ]
[Average (%) || 622 |[ 814 | 862 | 54 | 443 | 698

I
(O e o 0 O

['STD

According to Table 6-5, the overall disclosure for the 65 sample
companies ranged from 44.5 per cent to 89 per cent with an average of 69.8 per
cent. Overall, fifty six companies (86.1%) achieved a disclosure level above 60
per cent, suggesting a reasonably high level of disclosure by sample companies.
However, the fact that only 8 of the 65 companies (12.3%) had a disclosure level
above 80 per cent indicates that there is ample room for further improvement.
Moreover, the disclosure level of 9 companies was below 50% indicating a very
low level of disclosure by a considerable number of sample companies (13.9%).
The sectional analysis provided in the above table shows that the disclosure level,
in general, is higher for the balance sheet, other components of financial

statements, and statutory reports than the profit and loss account and other
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information sections. The disclosure level of the ‘other information’ section was
the lowest among all sections.

Since the balance sheet, other components of financial statements and
statutory reports consist of fairly standard type of information, mostly mandatory.
with generally accepted presentations, it is understandable that the disclosure level
of these three sections have a higher disclosure level. On the other hand, in the
absence of such formats or standards for most of the items in the ‘other
information section,” it is not surprising that its disclosure level is fairy low in
comparison to that of other sections. As a matter of fact, the majority of
information in the ‘other information’ section is voluntary in nature. However, the
surprising result that came out from the above analysis is the relatively low level
of disclosure in the profit and loss account. From the data in the above table it is
apparent that 40 per cent of sample companies had a disclosure level of below 50
per cent with regard to profit and loss items. Since the profit and loss account, just
like other conventional financial statements such as balance sheet, has an accepted
format with generally known set of information, many of which are mandatory.
the general expectation is that it has a higher disclosure level. Since the reason for
the reluctance of companies to disclose some information is not known, further

examination of this matter 1s worthwhile.

6.5.2.2 Comparison with some selected countries
In order to see whether this level of disclosure is high or low in comparison to the

corporate disclosures in ASIAN countries, it is useful to compare it with the
relevant indexes used in previous studies involving other Asian countries. Table 6-
6 presents the overall disclosure indexes of ten Asian Countries. As seen from
this table, the overall disclosure level of other Asian countries ranges from 50.9

per cent in Indonesia to 78.3 per cent in Hong Kong. Accordingly, the overall
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disclosure index of 69.8 % for Sri Lanka can be ranked highly among these 10
countries as it is second only to the disclosure level of Hong Kong. In view of the
comparative indexes cited above, the level of corporate disclosures in Sri Lanka

seems to be considerably high.

Table 6-6
Overall disclosure indexes of selected countries in Asia
Authors (Sources) H Countly ;[— ) Sanibie B ‘ MN-;J? ‘ 7 VDisclosureA 7
Size ltems Index
[Taleta, (1990) || Hong Kong |l 76 10 ] 78 3%
[ Naser (1998) I Tdordan T Tsa Tl T e | 830% ]
[ Mirshekary (1999) [ Iran 1 62 i 154 |7 T 62.0% l
[ Craig and Diga (1998) || Singapore || ] 270 | 61.3% ]
[ Craig and Diga (1998) I Malaysia [ 30 ] 270 ]~ s87% ||
[ Nicholls and Ahmed {1995) |!  Bangladesh || 63 | 244 | 56.3% |
| Cooke (1992) [ Japan | "3 | 165 | 558% _ﬂi
[ Craig and Diga (1998) [ “Thaland |\ 25 ] 20 | 564% ||
[ Craig and Diga (1998) jr Philippines _ ]ﬁ— 300 |0 270 ] 55.2%
[ Craig and Diga (1998) ’ Indonesia l‘ 30 j[ 270 'y__" 508% |

6.5.3 Disclosure and Company Characteristics

As shown in the previous section, the disclosure scores of individual companies
showed considerable variations. As expected, Hayles Ltd, which was expected to
receive the highest score given its high reputation for producing quality annual
reports, recorded the highest score of 89 per cent while Lanka Cement Ltd scored
the lowest score of 44.5 per cent. Table 6-7 shows the 5 top ranking companies
and 5 lowest ranking companies as extracted from Appendix-10. This table also
shows the relative ranking of each company in terms of its age and size which was

measured by capital employed.
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Table 6-7
S top and lowest ranking companies

B TOP RANKEDE’éﬁPANlEs R
(N me of company . Overall |/ Company | Company . Company |

| Disclosure RankBy | RankBy = RankBy
1 _ | _Index (ODI) oDl |  age Capital
{ Hayles Ltd H 890 | 1 J 12 2
(Dlppedproductud | ’ ‘ A J‘ R
rTangerine Beach Hotel ] 852 ] o ‘J 34 J 15 J’
FAitken Spence Hotel Holdings Ltd. —l ‘ 4 1 B >:|,’_ 1 —l:
| Ceylon Cold Stores Ltd I 83 | 5 J T ow ”
C ~ LOWEST RANKED C( COMPANIES o ""'
" Name of company ) Overall ! Company - Company Company

Disclosure || RankBy | Rank By Rank By

i Index (ODI) ODI age Capital
TLanka Cement Ltd |l 445 ] ] 38 ] 18 __T
f Serendib Land Ltd. - ""_J| 447 ’ 64 ]_— 34 l 63 }
[U—;j—él'inlnn'&és't‘n{ent Holdings Ltd. _”_ 53.0 } 63 | 4 | 31 '
[ Mikechris Indusiries Ltd |’ 540 | e | 3 | 65
l—/-\ssociated Property Development Lth | 560 , 61 im—m 43 J 64

According to Table 6-7, two of the 5 top ranking companies were
relatively old companies (ranked 1 and 12 by age) and other 3 companies were
middle-age companies (ranked 27, 28, & 34) . By size, all 5 top ranking
companies were relatively large companies as all of them were among the top 15
companies when the companies were ranked by size. By contrast, among the
lowest ranked companies, four companies were middle-age companies. Three of
the lowest 5 companies were relatively small in size. Accordingly it appears that
there is a relationship between the age and size of Sri Lankan companies and the
level of disclosure.

In order to examine whether there is a statistically significant
relationship between these two company characteristics (age and size) and the
disclosure level, a Spearman correlation analysis was carried out. The results

(Correlation Coefficient [r]= 0.274, p=0.027*) showed that the association
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between the company disclosure level and the age of companies was statistically
significant at the 5% significance level (p<0.05). Similarly, when the correlation
coefficient between the size (measured by capital employed) and the level of
disclosure was computed, the results (r=.346. p=0.005**) showed positive
association between the two variables. This association was significant at the 1%
significance level (p<0.01). Similar result was obtained when the association
between the disclosure level and the size was examined by measuring the size in
terms of sales rather than capital employed. The results (r=0.434, p=0.00**)
showed a much stronger statistically significant rclationship between the two
variables. On the results of this analysis, it can be concluded that large and old
companies in Sri Lanka disclose more information in their annual reports than

small and young companies.

6.5.4 Disclosure by Index Items
Table 6-8 shows the distribution of item-by-item disclosure by the sampled

companies during the fiscal year 1999-2000 for the 318 disclosure index items.

This distribution was derived form the figures shown in Appendix-11.

Table 6-8
Distribution of Disclosure Scores by Number of Disclosure Index Items
| Proportion of companies | ltems disclosed |
| ' S |7 Number | % ]
[ 90-100% ik 136 | 428 ]
e R R Y _!
{ 70-80% E 25 719
| 60-70% ] 16 || 50 |
| 50-60% |l 17 ] 53 |
| 40-50% ] 26 ] 82 |
73040% S P S R MU -1 J
[20:30% i [T 44 ]
Mo20% i g 25 |
_0-10% T 16 150 |
[0 & 1 18 |
o ). se ] 1000 J
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According to Table 6-8, one hundred and thirty six items were
disclosed by more than 90 per cent of companies and 6 items were not disclosed
by any of the companies. The items not disclosed by any of the companies
were: local raw material content of finished goods; market price per share for
each quarter; price level adjusted balance sheet, income statement, and other
data; discussion on the impact on inflation on the financial results: cash

projection for the next year; and financial objectives for the next vear.

6.5.5 Disclosure of Mandatory Items

As previously outlined, the 318 items used to compute disclosure indexes
comprised 131 mandatory items chosen mainly from the requirements of
Companies Act and Sri Lanka Accounting Standards. Appendix 6 shows all the
mandatary items with their respective legal requirements. The computed
mandatary disclosure indexes of each company are shown in Appendix-10 and a

summary of its distribution is given in Table 6-9.

Table 6-9

Mandatory Disclosure according to Number of Companies

(’D‘i“s’é%&ﬁéﬁéﬁ@? o f Mandatory r
3 Index (MDI)
.| NumberofCompanies | % |
R e e
| 80-90% ) i 40 i 615 |
| 70-80% ] 10 | 54 |
| 60-70% I 4 % 6.2 |
T i T T T
| Total number of companies I 65 | 100.0 |
| Highest (%) [ 97.5 B |
| Lowest (%) ] 64.0 |
| Average (%) N B 846 |
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According to the results shown in Table 6-9, the mandatory items
indicate a high level of disclosure with 51 of 65 companies (78%) disclosing
more than 80 per cent of the 131 mandatory items, and 11 companies (16.9%)
with more than 90 per cent. The disclosure level of companies ranged from 64 to
97.5 per cent with an average of 84.6 per cent.

In order to examine the compliance with statutory requirements, an
item-by- item examination was carried out. The results of this examination are

shown in Table 6-10 below.

Table 6-10

Disclosure of Mandatory Items according to Proportion of Companies

| Proportionofcompanies || Mandatory items Disclosed |
\' |7 No.ofttems || % |
[90-100% - 6{1"]}
| 80-90% S 16 | 12.2 |,
[ 70-80% o T | 3] ' 23]
| 60-70% R Y ) e
[ 50-60% T ’ e 6.1
[ "40-50% T ] 10 | 76 |
| "730-40% I | - B A X |
[ 20-30% Ji 3] 23]
| <20% i 3] 23]
[Tota | 13 100

As shown in Table 6-10, a relatively high level of compliance can be
observed as 80 of the 131 items (61.1%) were disclosed by more than 90 per
cent of companies. On the other hand, the items disclosed by less than 50 per
cent of companies were limited to 22 items (16.8%). The details relating to

these 22 items are shown in Table 6-11.

205



Chapter 6: The Extent of Corporate Financial Disclosure in Sri Lanka: An Analysis of Annual reports
of Public Listed Companies '

Table 6-11
List of Mandatory Items Disclosed by Less Than 50% of Companies
ltem Name T T T
-] | @
g E| 3
3 =% | =%
& | 25 22| =
—— ———————————— . L o o _ _ “_, = _ e —— - ._.J.
The rights, preferences and restrictions attached to ordinary 4 61 0 621
shares [SLAS3.74.a.v] j
[ Income from investments distinguishing between aﬁété&_:?ri&_"[r 50 42 18 106
unquoted [ActSch5.12.1.g]. | |
The actuarial present value of promised retirement benefit [ 8 | 57 o] 123
[SLAS 16.50.¢] ‘
The rights, preferences and restrictions attached to preference || 2 | 7] 56| 22|
shares [SLAS3.74.a.v] ! ( [
Research and development costs recognised as an expensein | 5 | 13| 47 278 |
the period [SLAS 11.29.b] | ;
| Liabilities of each major segment [SLAS 28.56] 6] 5] 4] 286]
| Statement of directors' responsibility | 20 4| 0] 308]
| Revenue from external sales [SLAS 28.51] ] 71 4| a4 3
 Depreciation of segmental assets [SLAS 28.58] | 77| s 333
The amount used as a numerator in calculating EPS [SLAS L 24 | 41" 0| 369
34.52.3] Il |
The weighted average number of ordinary sharesusedasa || 25| 40] 0| 38.
denominator [SLAS 34.52.b] ‘
Analysis of all expenses by their function (eg. Administrative, | 26 39 0| 400
selling etc) [SLAS3.77] P ‘ :
| Market value of quoted investments in subsidiaries [SLAS jr 12 15 38| 444 |
22.49.b.4 | S N
Market value of quoted investments in associates [SLAS | 5 6 54 | 455
22.49.b.] | =_ | , |
The general description of the gratuity plan, including : 30 | 35 |, 0 f 46.2 ‘
| employee groups covered [SLAS 16.50.a] ' ‘
Details and methods of funding of the gratuity fiability [SLAS | 30 | 35| 0] 462
16.50] i "_“ S
| Provisions shown on the face of the balance sheet 30 | 33 2 476
[SLAS3.66.] L _
[ Revenue from inter segment sales [SLAS 28.51] [ 0]l 1 4| 476
| Statement of changes in equity [SLAS3.86) 31 4| 0 [_M_‘ﬂ |
["Number of employees at the end of the period or the average | 3| 34 | 0 47.7
for the period [SLAS3.102.d] f ! '
| Accounting policy for cash and cash equivalents [SLAS 3.99,] | 32| 33| 0l 49.2J
}FEaming per share before and after extra ordinary items [SLAS | 1 1 63+ 50.0
34.50] - | |
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6.5.6 Disclosure of Voluntary Items

From the 318 items used in the disclosure index, 187 items comprised voluntary
items. These items are shown in Appendix-5, which includes all the mandatory
and voluntary items, denoting “VOL”. The voluntary disclosure index for each
company is shown in Appendix-10 and a summary of its distribution is shown in

Table 6-12.

Table 6-12

Voluntary Disclosure according to Number of Companies

| DisclosureRange 7(7 Voluntary Disclosure Index (VDI) |
F o J! Number of Compames ] B % {
| 90-100% | 1 |
| 80-90% T 2 ] ]
[ 7080% ] 15 | 231 ]
| 80-70% I 15 | 231 |
[ 50-60% 0 ] 308 |
| 40-50% i 9 e 138

( 30-40% R *_~“T;r” s T 61 ‘
| T e __]1 . 5 ‘ 00 ‘
‘ Total number of companies |1 85 1 C 1000 HM‘?J‘
| Highest (%) N
| Lowest (%) ] N 30.5 |
r Average (%) - “ 800 \

Table 6-12 shows that the voluntary disclosure by sample companies
varied from a low level of 30.5 per cent to a high level of 83.3 per cent with an
overall average of 60 per cent. Overall, 32 companies (49.3%) have disclosed
more than 60 per cent of the voluntary items, while the disclosure level of
remaining 33 companies (50.7%) ranged from 30 to 60 per cent. When the
voluntary disclosure levels were analysed by items, the results shown in Table

6-13 were obtained.
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Table 6-13

Disclosure of Voluntary Items According to Proportion of Companies

As shown in the above table, 56

[Proporion of companies || Voluntary ems Disclosed_|
IE ]l No.ofttems | % |
- :
: __,?9:_19311;__“ _ ] 56]_ 299
; .80'900/.‘? _ | 17 | 9.1 |
I T — Y 7Y T Y
| - b i
. 14 | 7.5

[ 50-60% - | 9] 48
[4050% ] ) e 86 |
| 30-40% | 15 | 8.0 |
[ 20-30% - | 11 | 59
[10-20% ) e 32
T — B — . { T
[ Total | 187 | 100 |

items were disclosed by more than 90

per cent of companies. Unlike mandatary items, the distribution of voluntary

items was fairly wide spread and the level of disclosure was relatively low in

comparison to that of mandatory items. Overall, 118 items (63.1%) were

disclosed by more than 50 per cent of companies. There were 21 items disclosed

only by less than 10 per cent of companies while 6 of those items were not

disclosed by any of the companies. Table 6-14 shows the list of these 21 items

with the actual figures observed.

Table 6-14

List of Voluntary Items Disclosed by Less Than 10% of Companies

item Name r © 1
3 3l &
S o RS
21 82 3& L |
8|z 2<| = |
| Local raw material content of finished goods o, 4] 4] 00
LThe market price per share for each quarter _ ,_.,_,_’; 0 V §4—| 1] 00

| Price level adjusted balance sheet, Income statement, and other « dﬂata—w T-’ E?t P T‘ '
L

| Discussion on the impact on inflation on the financial results

_ Jo o]l &) 0]

UZash projection for the next year

ol es| 0] 00

| Financial objectives for the next year

o] el ol 00
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l Analysis of expenses into fixed and vanableoost 7 [ 1 64 | 0 15
| Age schedule of the debtors 1] B4 0] 15

[ Total market valueoflnventones - I I T' 58 8, 17

" Raw Material consumed T T e 3 24

[ Breakdown of raw materials consur{wed 1 1] s @ JEE
i Indwaluogfcl):a s(r)r;;:lgly;i [newsorale such as rate of absenteeism, frequency 1 2 J 63 ] 0 j| 31 |z
| Advertisement and publicity expenses ~~] ‘NW?J'MA 6~2] 1 [__ 31 l
( Comparison of actual performance and operating objectives 1 3 ] 62 ’ _-ﬂ kv? R]
[ Return on capital for main product areas |3 fy—_ 58 4] 49 :
{ Breakdown of cost of sales e j‘_Zi_J - 56“F 6 | 51 |
[ Total Expenses ﬂhQ]L‘L‘ 60 0] 77

i Breakdown of wages and salaries under expenses categories J 5 | 60 | 0] 77
| Details of raw materials imported i3] 3] 7] 79
(Rate of growth ofeéiﬁiﬁg—pér share N ﬁJZ_Eﬂ 59 ] 0 j_»9£"

Statement of company share option/ bonus/dividends plans (History of ‘ 6 ’ C 54 ] 51 100
share oplions/ dividends/ bonus) ’ ’

6.5.7 Disclosure by Information Items

The disclosure scores discussed in Section 6.5.4 and the figures shown in
Appendix-11 were related to the 318 disaggregated information items. As stated
before, these items were derived from 86 information items included in the
questionnaire survey used in this study. Therefore, in order to determine the
extent to which user information needs have been catered by annual reports,*
was necessary to calculate the level of disclosure for each of these 86 items by
aggregating the disclosure scores of the 318 index items. The summarised
results of this analysis are discussed in this section.

The first step of this analysis was to aggregate the scores of 318 index
items into 86 information items. Since the index items were originally derived
from the 86 information items, this aggregation was done by looking at their

source. As shown in Appendix-7, 47 of 86 items were originally disaggregated

* See Section 6.6.2 for the comparison between the actual disclosure of 86 information items
and the importance attached by users to those items.
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into 279 index items with one information item disaggregating into two or more
index items. Therefore, the disclosure index for each of these items was
calculated by adding scores across companies and di viding the total score by the
number of companies. The other 39 items were self-contained, requiring no
disaggregation. Therefore, the disclosure for each of these items was calculated
by adding the number of companies disclosing the item and dividing it by the
number of companies applicable. Table 6-15 shows the percentages of
companies which disclosed the 86 information items. The actual disclosure

score for each of the information item is shown in Appendix-12.

Table 6-15

Distribution of Disclosure Scores by Number of Information Items

[ Proportion of companies | ltems disclosed |
}> I‘ Number i % }
| 90-100% 1 27 1 314 |
T S S ST |
| 70-80% l 9 | 104 |
[760-70% S T e 10
[ 50-60% I 6 17 70 ]
| 40-50% 7 84 ;’
| 30-40% ] " 8 | 9.3 :
[ 20-30% I R S R & |
[ 10-20% ] 1 : ﬁ
[ <10% T T ) 10 i 16 |
o — S S T I

According to the above table, 27 information items (31.4%) were
disclosed by more than 90 per cent of companies in the sample while 10 items
were disclosed by less than 10 per cent of companies. Two of these 10 items
were not disclosed by any of the companies. These two items were: discussion

of the impact of inflation on the financial results and cash projection for the next

year.
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6.6 HYPOTHESES

This section presents an analysis of consensus on disclosure by business sectors
and a comparison between the extent of disclosure and users’ information needs.
In this regard, two hypotheses based on two research questions as outlined in
Section 6.2 were formed and tested under Sections 6.6.1 and 6.6.2 using the data

presented and analysed in the preceding section.

6.6.1 Consensus on disclosure by business sectors

According to the analysis of annual reports presented in the previous section. the
disclosure level between companies ranged from 44.5 to 89 per cent, showing a
considerable difference of consensus on disclosure by sample companies. Since
every company is different from another in some way, it is not surprising to
observe such differences of consensus among companies. However, it is
important to examine whether these differences are visible across all business
sectérs or they are confined to some business sectors due to some specific
characteristics. In other words, it is important to know whether the disclosure
level of one business sector is significantly different from that of another. If
there is a difference of consensus on disclosure between business sectors, there
is a need to examine the reasons for such a difference as it may help to improve
the disclosure level of the business sector with lower disclosure. In order to
examine this aspect, the following null hypothesis was formulated:
Hy. There is no significant difference berween business sectors in respect of the
extent of disclosure in annual reports.
For obtaining information to test this hypothesis statistically, the mean
scores of ODI for each business sector were computed. A Kruskal-Wallis one

way ANOVA was also carmried to see whether the differences of mean scores
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between business sectors would be statistically significant. The computed mean

scores for each business sector and the results of the statistical test are shown in

Table 6-16.
Table 6-16
Disclosure by Business Sector

[Business Sector [ Overall Disclosure | Numberof | Rankbythe |

__ } Index Companies | Index l
[1. |/ Diversified [ - A e
(2. | Hotelsandtravelsector || = 744 \ 13 | 3
[3. || Land & property [ 598 | 6} e
[4. |[ Manufacturing 1 e5 |7 TaT | 8|
5. || Motors | 78.2 | 3 1]
[6. ][ Plantation i 711 T a1 e
(7. [sevice ] 112 | 3 | 5
| 8. || Trading, stores and supplies [ 77.4 \ 6 | 2 |
| Total i 69.8 | 65 | ;
[ Kruskal-Walls Test Results: Ch Square = 20.33, =7, P Value =000 |

According to the Kruskal-Wallis test results, the differences of
disclosure levels between the business sections were statistically significant at
1%, suggesting that disclosure levels vary across business sectors. An inspection
of the mean ranks for the eight business sectors presented in the output table of
the Kruskal-Wallis test suggests that the motors sector had the highest disclosure
levels, with the land and property sector reporting the lowest. Also, one-way
ANOVA test was carried out with Tukey’s post-hoc test to identify which
business sector would be different from which other group. The ANOVA test
results (F =3.492, df=7, p-value=0.003) also showed that the disclosure score
differences between business sectors were statistically significant at the 1% level
(p<0.01). According to Tukey’s post-hoc test, the disclosure score for business
sector 3 (Land and Property) was significantly different (at the 0.05 level) from
the disclosure scores of business sector 2 (Hotel and Travel) and business sector

8 (Trading, Store and Supplies). On the basis of this result, the null hypothesis
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(H,) that there is no significant difference between business sectors in respect of
the extent of disclosure in annual reports is rejected and the alternative
hypophysis that there is a significant difference between business sectors in

respect of the extent of disclosure in annual report is accepted.

6.6.2 Actual disclosures versus users’ information needs

Examining the association (consensus) between the actual disclosures made by
companies in their annual reports and the information needs of users was one of
the major objectives of this study. Therefore, based on the second research
question cited in Section 6.2, the following null hypothesis was formulated to

examine this issue:

Hio. There is no significant difference between the information needs of users of
annual reports and actual disclosure of information in annual report.
A number of methods have been used by previous researchers for
making this co‘mparison. For example, Firth (1979a) and McNally et al. (1982)
counted the number of companies disclosing each of the selected items and then
calculated the average score for all companies by multiplying the user
determined score for an item by the proportion of the companies that disclosed
the item. Wallace (1987) utilised a sector-by-sector procedure making use of the
summary of disclosure scores on information items to make a judgement on the
degree of consensus between the sample companies and the surveyed users.
Both Firer and Meth, (1986) and Ahmed (1993) examined this association by
correlating the actual disclosure levels with the mean score of information items
through Spearman rank correlation coefficients.

The procedure followed by this study for preparing the data set and

testing the above hypothesis (H,,) is as follows:

213



Chapter 6: The Extent of Corporate Financial Disclosure in Sri Lanka: An Analysis of Annual reports

of Public Listed Companies

(1) From the data obtained through the questionnaire, the individual scores

?ssigned by user groups for the importance of disclosing each item of
information were combined together to obtain a single average score for
each of the 86 information items™. A SPSS data file was prepa;ed to record
the perception scores for the seven user groups and the overall (shown in the
columns) in relation to 86 information items (shown in the rows).

(2) From the data obtained from the annual report analysis, a disclosure index

was calculated for each of the 86 information items, taking into account their

disaggregated values®'. These scores were recorded in a single column of the
same SPSS data file mentioned in step | above.

(3) Association between actual disclosure and user information needs was

examined on the basis of Spearman Correlation Coefficient. which ranked
the values of each of the variables from smallest to largest for all cases, and
then the Pearson correlation coefficient was computed on the ranks. The
Hypothesis (H,,) was tested on this test.

Table 6-_14 below shows the association between the actual disclosure

and the user perceptions as revealed by the computed correlation cocfficients.

Table 6-17

Degree of association between actual disclosure and user perceptions

Disclosure/ User groups Il spearman Rank T
Correlation Coefficient |

| Actual disclosure/ ACC " 0184 —]1
| Actual disclosure/ MAN ) 0.046 |
| Actual disclosure/ BAN 002
[ Actual disclosure/ TAX - i 0.017 i
[ Actual disclosure/ ACA 1" "To012 ]
[ Actual disclosure/ FA'~ - | 0.018 |
| Actual disclosure/ INV |7 0099 ]
| Actual disclosure/ ALL ki 0.085 ];
l Notes: (1) ACC= Accountants; MAN= Managers/Executives; BAN= Bankers; TAX= Assessors/ Tax I
Officers; ACA= Academics; FA= Financial Analysts; INV= Inveslors; AL};_Qv?rAa]IA _ B

According to the results shown in Table 6-17. there was no association

between the actual disclosure of information items and the rankings of any of

the seven user groups. This result indicates that all the user groups which

perceived the importance of information items were not reflected in the actual

% These scores have already been calculated for the analysis in Chapter 5 and are shown in

Table 5-15.
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disclosure practices of companies. This apparent gap between the information
needs of users and the company disclosure practices exists because the
information items perceived by various users as important are not disclosed by
any company or disclosed by a few companies. On the basis of the results of this
analysis,  the null hypothesis (H,,) that there is no significant difference
between the information needs of users of annual reports and actual disclosure
of information in annual report is rejected. Accordingly, the alternative
hypothesis that there is a significant difference between the information needs of
users of annual reports and actual disclosure of information is accepted.

With reference to a similar divergence between users’ expectations and
company disclosure practices found in one of the other emerging markets,
Bangladesh, Ahmed (1993) pointed out some possible reasons for the
occurrence of such a gap. One such reason was the companies’ reluctance to
disclose some sensitive infoimation because of the feeling that such disclosure
may cause a competitive disadvantage. Another reason was the existence of
small listed companies (mostly funded by family members, operated and
controlled by family members) with less obligation to disclose information in
the annual reports to outsiders. The high cost of disclosure without associated
benefits was also seen as a reason for the companies’ inability to keep meeting

the growing information needs of various users.

5! The disclosure index for each of the 86 information items was calculated in Section 6.5.7 and
individual disclosure scores are shown in Appendix-12.



Chapter 6. The Extent of Corporate Financial Disclosure in Sri Lanka: An Analysis of Annual reports
of Public Listed Companies ' )

6.7 Summary

This chapter empirically examined the disclosure practices of Sri Lankan listed
companies by analysing 65 corporate annual reports using a disclosure index
developed by disaggregating 86 information items into 318 disclosure index
items that included both mandatory and voluntary items. The sample of 63
companies represented 34 per cent of the total population that consisted of eight
broadly categorised business sectors. Nine commonly found categories were
identified in the sample annual reports with the average size of <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>