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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



Chapter 1: Introduction

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
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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

17



Chapter 2: The Nature and Environment of Emerging Markets

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

28



Chapter 2: The Nature and Environment of Emerging Markets

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
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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
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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 gro<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>