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ABSTRACT

This thesis investigates empirically and explains theoretically the voluntary
disclosure practices of public companies listed on an emerging European capital
market at a time of rapid change. An investigation of the voluntary disclosure
definition clarifies research approaches and definitions in prior empirical studies. The
thesis also investigates association between selected corporate characteristics and
voluntary disclosure. A voluntary disclosure index is developed to measure the
extent of voluntary disclosure published in annual reports issued by 87 companies
listed on the Athens Stock Exchange. Segmentation of the voluntary disclosure index
into categories of corporate environment, social responsibility and financial
information provides scope for further investigation and richer interpretation by
testing corporate characteristics against each category of voluntary disclosure.
Theoretical considerations and particular institutional and regulatory characteristics
are applied to formulate testable hypotheses relating to size, gearing, profitability,
liquidity, share marketability, industry, share volatility, share yield, type of report,
and listing status. Using univariate and linear regression analysis, significant
independent variables that explain variation in overall voluntary disclosure are found
to be size, type of report, listing status, industry and share yield. It is also found that

the observed association meets expectations in the separate categories of disclosure

based on previous empirical work.

Interview research is employed to explore further issues related to voluntary
disclosure operation aiming at a better assessment of voluntary disclosure.
Perceptions of influential market participants (directors, financial analysts, auditors,
regulators and bankers) cast light on issues related to cost and benefits related issues,
use and credibility of voluntary disclosures. The nature of voluntary disclosure and

private voluntary disclosure are assessed through interview analysis.
Overall research findings support systematic associations between corporate

characteristics and voluntary disclosure. Interpretation is provided for significant and

non-significant associations. Conclusions are drawn regarding the relative usefulness
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of theoretical frameworks in explaining voluntary disclosure in the case ot Greece.

Proposals for further research and policy implications are discussed.
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CHAPTER 1

1. Introduction, Objectives and Organisation of the Thesis

1.1 Introduction

Emerging capital markets have experienced a significant growth during the 1990s,
providing returns larger than the developed capital markets as a whole (The
Economist, 1997). This may give rise to the perception that accounting information
tends to become increasingly important because such markets are characterised by
‘...inadequate information about companies, doubtful accounting practices and lax
regulation...” (1bid.). Several researchers investigated the efficient markets
hypotheses in these markets and they found informational inefficiency (e.g. Alexakis,
1992; Dickinson and Muragu, 1994). The importance of a fair securities market in
economic development and growth is well documented in the literature (e.g.
Sedaghat et al., 1994). A part of accounting disclosure, known as ‘voluntary

disclosure’ has been suggested to be of particular importance in business and

economy (Gibbins et al., 1992).

Voluntary disclosure is a response to various incentives, market and regulatory
forces, economic issues and environmental factors (Radebaugh and Gray, 1997,
p.213) moulded by cost-benefit factors, organisation position on disclosure, policies
and politics and by beliefs about the strategic value of disclosure (Gibbins et al.,
1992). Research in this area has employed several theoretical frameworks as useful
erounds for understanding voluntary disclosure. Economics-based theories are
mainly considered by this study. A goal of this research is to provide evidence of
theories of disclosure in the context of emerging capital markets where the
applicability of theories is less straightforward. That is met by quantitative research.
Moreover, expanding the understanding of voluntary disclosure, theoretical
considerations are aimed to become more consistent with the actual practice of
voluntary disclosure in an emerging capital market. That is met by interview

research.



In developed capital markets there is a relatively clear division between regulated
and voluntary information. Where capital markets are at a relatively early stage of
development there 1s more scope for evaluating the nature of voluntary disclosure
across a range of categories and types of regulation. Thus, the nature of voluntary
disclosure becomes particularly revealing here. The Athens Stock Exchange (ASE)
provides a suitable case for such investigation due to particular characteristics and
the less regulated domestic accounting system compared with the majority of other
European capital markets. A better understanding of voluntary disclosure can be
achieved when influential factors are detected and analysed. That also increases the
understanding of accounting and corporate reporting in Greece as an example of an
emerging Southern European capital market, and offers the possibility of policy-

making implications.

The ASE has experienced a rising trading activity, particularly since 1997, which
was a year of abrupt changes in stock prices and market capitalisation. The general
index of the ASE increased by 60% in 1997 over the average for the previous year.
Around 1997, a large number of companies entered the market for the first time,
while existing ones raised new capital from the capital market (Karathanasis et al.,
1999). These changes in activity were the result of important amendments to stock
exchange legislation and the partial privatisation of the stock exchange. Moreover,
new markets were established under the regulation of the ASE, economic
fundamentals improved which brought down interest rates, the 2004 Olympic games
were awarded to Athens and the challenges of the single currency and international

markets were recognised by the Greek business community.

In consequence of this combination of activity in economic upturn, accounting
information has become increasingly expected by market participants for decision
making. Although the ASE is becoming particularly important for the domestic and
international business community, there has been little published academic research
concerning issues of accounting disclosure or regulation. The need for such research
becomes particularly necessary because the ASE is becoming increasingly important

to international investors and its status has been upgraded by international investment



funds (Mantikidis, 2000). Moreover, the ASE was judged to be the fourth best
performing capital market in 1997 with a strong potential for further development

(ASE, 1998a). This combination of factors marks 1997 as the start of a new phase of

interest in stock market activity and therefore provides a particularly interesting point
in time for researching reporting practices and apparently voluntary aspects of

disclosure by listed companies.

A study of voluntary disclosure by companies listed on the ASE in 1997 provides
insight into a situation where the domestic and international demand for information
suggests that corporate reporting will improve. In the light of the European influence
and the pressures from international markets the adoption of reporting practices
relevant to developed capital markets may overcome the indigenous cultural factors
which are related to the strong secrecy of the accounting environment (Papas, 1993).
In such a situation, it could be argued that the current institutional framework and the
established corporate culture have been strong enough to have an impact on the way
corporate reporting is shaped and actually practised. If accounting responds to the
environment in which it is situated (Chot and Mueller, 1992, p.39) and is influenced
by cultural values (Jaggi, 1975; Gray, 1988), then corporate reporting, as evidenced
by voluntary disclosure, may select a way well worth investigating to respond to
rapid change in such institutional and cultural factors which may be relevant to
Greek characteristics. Moreover, the ASE 1s investigating reporting practices which
will lead to new regulation (ASE, 1998c). Therefore, it is expected that voluntary
information at the time will become mandatory in future years. -That indicates that
the aim, results and interpretation of this study are active subjects in the ASE agenda,

which may justify further the importance of this study.

The rest of this chapter is organised as follows. Section 1.2 outlines the general
objectives of this study. Specific objectives are presented in 1.3. Research questions
are reported in 1.4. The motivation of this study is described in 1.5. Section 1.6
contains a summary of the research methods used. The main contribution and

limitations of this research study are outlined in 1.7 and 1.8 respectively. Finally, the

organtsation of the thesis is presented in 1.9.



1.2 General Objectives

The main objective of this research study is to make a contribution to knowledge in
three main areas. The first is to contribute to the exploration of the relative
applicability of disclosure theories in relation to a European emerging capital market.
The second is to contribute to issues related to the nature and definition of voluntary

disclosure. The third objective of this study is to contribute to a more comprehensive

understanding of voluntary disclosure in emerging capital markets. These are further

explained as follows.

1.2.1 Contribution to the Literature of Disclosure in Emerging Capital

Markets on the Applicability of Disclosure Theories
(General Objective 1)

There are many theories that provide an explanatory framework for accounting
disclosure. Most of these theories have been introduced and developed 1n the context
of developed capital markets (mainly UK and US). The relative applicability of some
of these theories when they are directly applied in capital markets with different
institutional characteristics has been questioned by prior research (e.g. Wallace and
Naser, 1995). Emerging capital markets may be particularly the case here. While
accounting disclosure research has shown a geographical preference for testing
relevant theories in Anglo-Saxon countries, where well-developed capital markets
are established, this research refers to a Mediterranean European country. Disclosure
theories are employed and analysed by this study in relation to voluntary disclosure,
in order to derive explanatory factors of voluntary disclosure and to assist forming
prior expectations about them. That leads to the formulation of testable hypotheses.
The applicability of the disclosure theories as an explanatory framework in general
and the particular relevance of some of the theories in a European emerging capital
market are assessed by the empirical results. It is intended that this study will assist
in remedying a continuing lack of understanding of Southern European reporting
practices among international audiences by shedding some light on the applicability

of theoretical models to Greek voluntary reporting practices as an example of such a

capital market.



1.2.2 Contribution to the Nature and Definition of Voluntary Disclosure
(General Objective 2)

Voluntary disclosure 1s an abstract concept (Wallace, 1987). When abstract concepts

are examined there exists a potential for diverse understanding. That may be also
true in accounting research where differential research contexts and methods cause
voluntary disclosure to be defined and researched in various ways. The relative
difficulty of defining voluntary disclosure provides scope for differential
comprehension or treatment of this concept. However, if concepts are to serve their
functions they have to be clear, precise and agreed upon (Nachmias and Nachmias,
1996, p.28). Therefore, an investigation of the nature of voluntary disclosure 1n
different empirical studies builds upon comprehensibility of research and also assists
in a development of a method to define voluntary disclosure in an emerging capital

market, which can be relied upon by similar studies.

1.2.3 Contribution to Understanding Voluntary Disclosure Behaviour

(General Objective 3)

Voluntary disclosure has been described as the ‘quintessential accounting problem’
(Verrecchia, 1990). Voluntary disclosure is a complicated process which interrelates
with many environmental and corporate aspects (Radebaugh and Gray, 1997, p.213).
This study aims to contribute by providing some further understanding about
voluntary disclosure behaviour. Evidence on explanatory factors of voluntary
disclosure and insights on relevant issues are aimed to enlighten the way voluntary
disclosure is managed. That is attempted in a European emerging capital market
with particular characteristics, at the start of a time of rapid change in the capital

market.

1.3 Specific Objectives of the Empirical Study

The specific objectives of the empirical study meet the aforementioned general
objectives. The specific empirical objectives aim to assess the relative applicability
of disclosure theories in a European emerging capital market and also to evaluate
voluntary disclosure behaviour. The nature of voluntary disclosure is assessed by the
evaluation and critical analysis of relevant empirical attempts in defining voluntary

disclosure. The main goals of the empirical study are: (i) investigating the extent of



voluntary reporting practices of companies listed on the ASE, (ii) providing evidence
on relative associations with a set of explanatory factors, and (iii) gathering further
insights into voluntary disclosure behaviour by examining perceptions of influential

individuals. These specific objectives of the empirical study are stated as follows:

1.3.1 Extent of Voluntary Disclosure (Specific Objective 1)

Empirical evidence of the extent of voluntary disclosure sets out to obtain a better
understanding of the corporate reporting system and to provide further insights into
the extent to which companies satisfy demands for enhanced corporate specitic
information. The extent of disclosure of specific categories of information 1s
expected to reveal indications about the relative trends, frequency and inefficiency of
voluntary reporting practices. This objective is met by a descriptive presentation of
voluntary disclosure practices revealed by application of the voluntary disclosure

index.

1.3.2 Company Characteristics and Extent of Voluntary Disclosure
(Specific Objective 2)

Empirical evidence on the relative associations of company characteristics of firms
listed on the ASE and the extent of voluntary disclosure gives insights into the
operation of voluntary disclosure and also provides indications about the domestic
corporate reporting environment and the relative applicability of relevant theoretical
frameworks. This analysis is further extended with reference to specific categories
of disclosures. This investigation provides more informed analysis of disclosure
themes and corporate characteristics which enhances understanding of voluntary
disclosure. This objective constitutes the main research analysis which is carried out

by econometric techniques.

1.3.3 DPerceptions of Voluntary Disclosure (Specific Objective 3)

Perceptions of individuals who are influential in matters of accounting reporting
issues in Greece are investigated to provide further insights into the operation of
voluntary disclosure. That allows an extension of the conclusions that may be formed
from the previous two specific objectives. This specific objective is approached by

interview research and builds upon the aforementioned general objectives. From this



standpoint, interviews are intended to expand the specifications of voluntary

disclosure behaviour and provide fuller interpretation.

1.4 Research Questions

The three gencral research objectives, as they have been reported in 1.2, are
employed here to form three general research questions.

General Question 1

What are the disclosure theories that may be applicable to an emerging capital
market in jforming expectations about voluntary disclosure practices by listed
companies?

General Question 2

What is the definition of voluntary disclosure in an emerging capital market and

how can this influence the design of the research method?

General Question 3

What is the behaviour of voluntary disclosure in an emerging capital market?
The specific objectives of the empirical research, as reported in 1.3, are employed
here to form specific empirical research questions.

Empirical Research Questions

The main empirical research questions investigated in this study are the following:

1) What is the extent of voluntary disclosure?

2) Is there a significant association between voluntary disclosure and company
characteristics on the basis of expectations derived from prior research and
theoretical models?

3) What are the perceptions of market participants to issues related to voluntary
disclosure operation and how do these help the understanding of the quantitative
results of this study?

The first research question involves developing the voluntary disclosure index for the
case of the ASE and also identifying the extent to which the amount of voluntary
information is disclosed by listed companies. That also involves an evaluation of
overall and categories of voluntary disclosure and it is assessed by exploratory data
analysis. The answer to the second empirical research question involves statistical

testing and evaluation of factors that influence overall and categories of voluntary




disclosures in Greece. Finally, the third empirical research question is concerned
with the examination of voluntary disclosure in relation to perceptions of influential
market participants. It builds upon the previous two objectives by revealing further
understanding of voluntary disclosure aspects and also by providing fuller
interpretation and analysis In issues under examination. It is assessed by interview

research.

1.5 Motivation

Emerging capital markets have been suggested as worthy candidates for research
studies since differences in the quality and the environment of financial reporting are
real and significant and no meaningful generalisations can be made until existing
conditions are understood (Wallace, 1987, p.227). Greece i1s a developed country
with an emerging capital market. That tends to provide certain characteristics in the
operation of the stock market which raises questions about whether research designs
of accounting disclosure are of relevance. Thus, this national study is motivated in
order to increase understanding of accounting and corporate reporting in a European
emerging capital market. In-depth studies of national accounting incorporating
institutional factors are also helpful as building blocks for international comparative
analysis and international classification (Gray and Roberts, 1991). This study is a

published academic research on voluntary disclosure in the under-researched context

of Southern Europe.

Although the ASE has been operating poorly during the last 120 years, in the 1990s
it experienced a significant growth. The attractiveness of the market has been

enhanced by institutional changes and improved macroeconomic fundamentals. The

rapid increase of trading activity has reflected the increased interest of domestic and
foreign institutional investors as well as individuals. As a result the level of
information disclosed by companies has become a crucial topic for decision making
by various users. This study is concerned with voluntary disclosures published by
annual reports in 1997. Annual reports were chosen because they are considered to
be the most important corporate documents (Parker, 1982). The period of time was

chosen to be 1997 because this year was the beginning of period with a considerable



increase of trading volumes and increased modernisation and sophistication of the
ASE, which was considered to be the beginning of a new era for the Greek capital

market.

While information issues have become particularly important for the ASE, voluntary
disclosure has been expected to be of particular interest. That is because voluntary
disclosure i1s more vulnerable to market pressures than mandatory disclosure
(Radebaugh and Gray, 1997, p.488). Moreover, 1t was suggested that listed
companies would be highly concerned with accounting disclosure regulations.
Preliminary discussion with market participants by the researcher emphasised high
levels of compliance with mandatory requirements. That motivated a research study
on voluntary disclosure practices in order to contribute to theoretical understanding
of the economic factors which influence the extent of voluntary disclosure. These
economic factors are corporate-specific characteristics. The operationalisation of

market specific variables is motivated by calls for such an attempt in prior literature
(e.g. Wallace and Naser, 1995).

Considering particular characteristics of regulatory frameworks in emerging capital
markets and the relative impacts that these may have on research designs of
accounting disclosure studies, this study was motivated to examine the regulatory
characteristics of Greece as they may influence the definition and measurement of

voluntary disclosure.

1.6 Summary of Research Methods

This section briefly outlines the main research methods undertaken by this study.
The decision of research methods reflects assumptions on ontology, specific
epistemological approaches and particular methodologies. Scientific and naturalistic
researches have been widely used in accounting research. The scientific approach
assumes that reality 1s objective and concrete, and valid and generalisable
conclusions based on reductionism can be dropped (Babbie, 1998, p.97). In contrast,

the naturalistic approach assumes that the reality is socially constructed and a



product of human imagination and the complexity of the world cannot be solved by

reductionism (Gray, 1999).

Both approaches have been used by this study. The scientific approach is adopted in
the structured, prior theoretical based, and hypothetico-deductive part of this study in
statistically testing some formulated propositions. The naturalistic approach 1s
adopted in the unstructured, non-prior theoretical-based part of this study which
takes the form of exploratory examination of individual events through opinion
research. These are further explained in chapter 7. Research methods consist of the

following:

1.6.1 Data Collection

This study makes use mainly of primary sources. Opinion research is also applied.
Research on primary sources consists of the examination of annual reports published
by companies listed on the ASE. Opinion research takes the form of semi-structured

interviews with influential market participants. The main research strategies

employed are briefly outlined as foliows.

The sample consists of companies listed on the ASE in 1997. Traditional
unwillingness of Greek companies to provide accounts to non-shareholders
obstructed the collection of data. Insistent attempts by the researcher to gather annual
reports from the 227 companies listed in 1997 ended up with 116 annual reports. In
order to establish homogeneity in the sample, financial companies and the companies
which first gained a listing status in 1997 were excluded. This approach is consistent
with other research studies (e.g. Owusu-Ansah, 1998). The final sample consists of

87 annual reports.

Interviews were used in order to gain further insights into voluntary disclosure
operation. Interviewees were market participants who were in a position to influence
disclosure issues in Greece. Twenty-three market participants were finally
interviewed. These belong in five professional groups, namely: corporate executives,

financial analysts, regulators, bankers, and external auditors.

10



1.6.2 Construction of the Voluntary Disclosure List

The disclosure index approach (e.g. Cooke, 1989a) is adopted by this study, as
discussed 1in 7.3.1. A specific disclosure list is developed in order to capture
voluntary disclosure practices followed by Greek listed companies. This choice
reflects particular institutional and regulatory characteristics. A definition of
voluntary disclosure for the case of Greece is essential to the selection of relevant
voluntary items. The construction of the disclosure list takes into consideration
1ssues relating to: (1) the approach of developing the list, (ii) the extent of voluntary
items, (ii1) the format of the disclosure list and finally, (iv) the types of voluntary
items included. In order to reduce subjectivity, since total elimination is not likely,

specific criteria and processes are developed (see 7.3.2). .

1.6.3 Measuring Voluntary Disclosure

On the balance of arguments for and against, an unweighted measurement approach

is adopted assuming that voluntary disclosure items have the same value as they refer
to an average user. The particular scoring method applied is a dichotomous
procedure in that companies are awarded one (1) if they disclose a certain 1tem and
zero (0) if they do not disclose it and it is applicable to that company. This approach
is similar to that of many relevant studies (e.g. Gray, S, et al., 1995; Meek et al.,
1995). If an item is not applicable it is not scored. A meticulous review of the whole
annual report provided a better picture of business operations which assists 1n better
specification of relevant items. This approach has been followed by many research
studies (e.g. Cooke, 1989a; Gray, S, et al., 1995). Moreover, consideration of items
of prior years provided further valuable insights. In order to enhance objectivity and
replicability specific criteria and process are developed. Furthermore, definitions on
the meanings of information items are demonstrated, common procedures to all

companies are followed, and the approach of the expert reader is undertaken
(7.3.3.3).

1.6.4 Interview Structure and Process

Semi-structured interviews are undertaken in order to provide opportunities for
interviewees to present freely their perceptions. Semi-structured interviews are

preferred in order to adapt questions according to the professions and expertise of
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interviewees. That also enables the interviewer to discover additional issues not
covered by the initial questionnaire. The questionnaire is pre-tested in order to gather

more useful face-to-face interviews. Specific steps are followed during and after the

interview to eliminate subjectivity and establish consensus between the interviewees

and researcher on interviews.

1.6.5 Data Examination and Econometrics

Data are examined by histograms, stem-and-lef plots and Kolmogorov-Smirnov test
with Lilliefors significance (K-S). The second empirical research question 1s tested
by univariate and multivariate analysis. Non-parametric tests are applied.
Continuous independent variables are tested by Kendall rank correlation coefficient
(tau). Categorical independent variables are tested by Mann-Whitney U for two-
category variables and Kruskal-Wallis A for three category-variables. Multivariate
analysis takes the form of multiple regression analysis. Rank regression 1s
undertaken by this study. Particular choices in rank regression follow established
research in the area of accounting disclosure (e.g. Lang and Lundholm, 1993, 1996;
Cooke, 1998). Ten independent variables are tested for association. There are seven
continuous variables, namely: corporate size, gearing, profitability, liquidity,
marketability, volatility and share yield. There are also three categorical variables,

namely: industry, type of report and listing status.

1.7 Contribution to Knowledge

This study contributes to knowledge in the following aspects.

This study provides an understanding of the relative applicability of disclosure
theories in a European emerging capital market. Analysis of the institutional
characteristics in relation to disclosure provides fruitful insights on the explanatory
power of theories. Empirical quantitative results and further insights from interviews
allow a critical evaluation and more comprehensive understanding of the relation
between disclosure theories and voluntary disclosure in an emerging capital market
in the southern Mediterranean. That provides further understanding of the Greek

reporting practices and the Greek accounting system.
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Meeting the second general objective, this study contributes to clarifying the

definition of voluntary disclosure. That is carried out by an analysis of the meaning

of this concept and also by an analysis of the meaning adopted by relevant empirical

studies. Differential definition of this concept raises concerns of comparability
between studies. It also provides some elements of subjectivity. A procedure 1s
developed to define voluntary disclosure in the case of Greece, thus contributing to
the literature by building upon the assertion that ‘if concepts are to serve their
functions they have to be clear, precise and agreed upon’ (Nachmias and Nachmias,
1996, p.28). This procedure may be followed by other studies in other research

settings.

Finally meeting the third general objective, contribution is provided in terms of
empirical evidence of the association of corporate-specific variables and extent of
voluntary disclosure. Evidence on market related variables meets the calls for such
an attempt in disclosure studies (e.g. Wallace and Naser, 1995). Evidence on the
associations of -independent variables and. categories of voluntary disclosure
contributes to further understanding of the operation of voluntary disclosure and
allows an evaluation of theoretical expectations. Evidence from relative performance
measures raises some considerations about measures of performance, signalling
implications and voluntary disclosure operation. Interview results contribute by
enlightening further voluntary disclosure operation in relation to relevant issues such

as credibility of disclosures, private disclosure and information costs.

1.8 Limitations

The main limitations' of the empirical study are stated as follows:
e The sample is not exactly random and it is skewed to the largest companies.
e The scoring process is always associated with some elements of subjectivity.

Although certain criteria and procedures are developed to decrease subjectivity,

total elimination is not likely.

! For further discussion see 11.6.



e There 1s an indirect assumption that the more the disclosure the better the end-

users become.

e Annual reports examined in this study are not the only medium in which
companies disclose information. Moreover, the examination of the disclosure
practices takes place at the beginning of a new era for the stock exchange and so
results may be time-specific.

e The intrinsic values of voluntary disclosure, such as correctness and materiality,

are not examined because that 1s not logically feasible. That is partially

approached by the interview study.

e Finally, limitations related to opinion research are also present in this study.

1.9 Organisation of the Thesis

The thesis, including this introductory chapter, is organised in 11 chapters which

follow the general objectives of this study, as viewed in Table 1-1.

Table 1-1: General Objectives and General Questions

General Objectives (GO) General Questions (GQ) Chapters

GO, GQ, 2,3,9, 10& 11
GO, GQ, 4,5,10& 11

GO, GQ; 4,6,7,8,9,10& 11

The third general objective (GO;) generates three specific questions which

operationalised by three main empirical questions as seen in Table 1-2.

Table 1-2: Specific Objectives and Empirical Research Questions

Specific Objectives (SO) Empirical Questions (EQ) Chapters

SOI EQI 8
SOz EQZ 9
SO; EQ; 10

Specifically, the 11 chapters of this thesis are concerned with areas outlined as
follows:

Chapter 1: Is an introductory outline of the thesis. It introduces the general
objectives of this study and transforms them to specific objectives and research
questions. Empirical questions are generated by this procedure. The motivation for

this thesis 1s also presented. A summary of the research methods applied is provided.
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Contributions and limitations are discussed briefly. Finally, the organisation of the

thesis 1s reported.

Chapter 2: Presents the theoretical and empirical background of this research.
Disclosure theories are approached in relation to their explanatory grounds to
voluntary disclosure operation. These theoretical frameworks are further discussed
in relation to their applicability to emerging capital markets. Empirical studies
related to the objectives of this study are also discussed. Particular consideration is

given to national studies of developed and emerging capital markets.

Chapter 3: Introduces Greece and it describes the main institutional characteristics.
These refer to political, legal, economic, and financial systems, and also to the
accounting profession, taxation, management and societal values as they influence
the extent of disclosure. An analysis of these factors aligns this chapter with the

theoretical frameworks that explain disclosure.

Chapter 4: Outlines the state of the regulatory system and the main requirements for

accounting disclosure, as contained within different sources of regulations and they
were effective for the data of this study (1997). This chapter is used as a background
to discuss the nature and definition of voluntary disclosure (chapter 5) and to

operationalise it in the case of Greece (chapter 7).

Chapter 5: Discusses issues related to the nature and definition of voluntary
disclosure. Contextual definitions are attempted. Regulatory issues influencing the
understanding of voluntary disclosure are outlined. Empirical attempts to define
voluntariness are analysed and critically evaluated. Insights provided from these
sections enable the development of a process to define voluntariness in the case of

Greece. Conceptual and operational definitions are discussed.
Chapter 6: Reports on the development of independent variables and the

formulation of testable hypotheses. Expectations on the relevant association with the

extent of voluntary disclosure are also presented.
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Chapter 7: Presents the research methods followed by this study. Procedures to
obtain a sample of listed companies and opinions of influential individuals as units
for analysis are stated. Research instruments and procedures with particular reference
to the construction of the disclosure list, the measuring process and the interview
structure and process are explained. The operationalisation of the specific measures
of variables tested is reported. Finally, the econometrics used in testing the

formulated hypotheses are outlined.

Chapter 8: Presents the results of the measurement process. These are analysed in

terms of the extent and categories of voluntary disclosures. Conclusions are drawn.

Chapter 9: Presents the results of univariate and multivariate regression analysis and
provides interpretation and analysis. Empirical findings of current year and relative
models are discussed, analysed and compared. Associations are reported according

to overall disclosure and categories of voluntary disclosure, followed by analysis and

Interpretation.

Chapter 10: Perceptions of influential individuals on voluntary disclosure 1ssues are
presented and analysed. Matters related to influences, costs and benefits, use and
credibility of voluntary disclosure are presented. Moreover, private disclosure and
the nature of disclosures are outlined in relation to voluntary disclosure operation.
Interview results are also discussed with reference to the quantitative results of this
study. Interviews allow a better understanding of theories as applied to the empirical

study and provide insights for better designs of future research.

Chapter 11: Summarises objectives, research questions and research methods, the

main research findings, and reports the main implications, contributions and

limitations of this study. Finally, suggestions for further research are discussed.
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CHAPTER 2

2. Prior Literature: Theoretical Framework and Empirical

Bases

2.1 Introduction

This chapter responds to the first general objective of this study (1.2.1). It explores
the theoretical framework and provides explanatory insights to voluntary disclosure
Issues. It also presents a review of empirical studies, which will assist the location of
Greece 1n terms of voluntary disclosure practices. That provides opportunities for

the formulation of testable hypothesis, anticipation of expectations and also

interpretation of empirical findings.

The theoretical framework of voluntary disclosure is quite nebulous. There are many
theories that explain voluntary disclosure practices. These theories rely on different

assumptions and they may provide different explanations to similar disclosure
observations. Thus, this chapter synthesises the different theoretical explanations of

voluntary disclosure operation. Moreover, the considerable number of empirical

studies in accounting disclosure makes the empirical literature review a task difficult
to manage. Therefore, this chapter provides an abridged review of relative trends in

the literature and focuses on studies relevant to this thesis.

This chapter is organised as follows: The following section (2.2) outlines the main
role and determinants of accounting information within a financial market. Theories
of accounting information are discussed in 2.3 in relation to the debate on regulating
or relying on the free market to determine levels of accounting information.
Theories of voluntary disclosure are discussed in 2.4. Characteristics of emerging
markets are discussed in 2.5 in order to provide some insights into the applicability
of theories to these contexts. Based on the above sections a discussion of the relative
applicability of voluntary disclosure theories to emerging capital markets is critically
evaluated in 2.6. Empirical studies are discussed in 2.7 with particular reference to

overall disclosure studies (2.8). Finally conclusions are summarised in 2.9.
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2.2 Accounting Information: Role and Determinants

Accounting information serves two fundamental functions’. These are the

stewardship and decision making functions. While the former refers to managerial
effectiveness and is concerned with past activities the latter implies more than
information on stewardship and refers mainly to future-looking information (Kam,
1990, p.48). It has been argued that accounting information has an impact on asset
prices, firm production and information efficiency (Gibbins et al., 1992, p.32).
Information efficiency leads to more efficient investment decisions (Fishman and
Hagerty, 1989) which in turn influences economic growth (Lee, 1987), level of
employment and thus impacts on the standard of living (Ndubizu, 1992). It has been
also related to resource allocation (Larson and Kenny, 1995). Other implications
suggested in the literature include issues related to labour markets (Spence, 1973),

managerial markets and other factor markets (Gibbins et al., 1992, p.38).

The extent of accounting information is determined by regulation and by the forces
of demand and supply. The supply of accounting information is provided by the
management following regulation and market pressures. Quantity and quality of
information are decided by the management based on perceived costs and benefits
(Radebaugh and Gray, 1997, p.213). Although the supply of accounting information
can be directly assessed and quantified, that may not be easy for demand for
accounting information which is determined by the users of accounting information.
Although the questions of who are the users and what are their needs are quite a
thorny topic, IASC (1997) has defined seven groups of primary users to be investors,
employees, lenders, suppliers, customers, government and the general public3. Thus,
the demand for information is generated by different, and potentially conflicting

groups who may be interested in a particular spectrum of accounting information.

? These are defined in the objectives of financial statements as stated by regulatory bodies (e.g. ASB,
FASB, IASC).

* ASB (1991) uses the same definition which is broadly similar to the definition adopted by ASSC
(1975) in The Corporate Report. That seems to be different from FASB’s (1978) Concepts Statement
Nol (as cited in Kam, 1990, p.48) where only investors and creditors are named and that of ICAS
(1988) Making Corporate Reports Valuable where the main users that have a direct right to
information are equity investors, loan creditors, employees and business contact group.
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This assumption, that accounting information refers to many group of users 1s crucial

in decisions on research methods (see 7.3.3.1).

To sum up, accounting information serves a dual purpose which is the stewardship

and decision-making functions. It has many implications in capital markets (e.g.
fluctuations in share price, liquidity, cost and risk of capital) and also for economy
related issues. While accounting information was argued to be of particular

importance in the financial context, an important issue raised here is the mechanism

of providing adequate accounting information to the market. This is briefly discussed

in 2.3.

2.3 Theories of Accounting Information: Free Market Versus
Regulation

There has been a long debate in the literature on whether accounting information
should be formulated primarily by authoritative bodies or left to the free market.
Proponents of the free market approach support the view that there are strong
incentives in the market for reliable and adequate reporting to users on a voluntary
basis (Benston, 1985). Proponents of the regulatory approach use mainly a public
interest argument in terms that market failures or the need to achieve social goods

dictate regulation of accounting information (Belkaoui, 1992, p.85). The basic chains

of reasoning of these approaches are discussed as follows.

2.3.1 Free Market Theory

According to the free-market theory accounting information is an economic good,
subject to the forces of supply and demand. The market is an ideal mechanism that
results in optimal® information at an optimal price. An equilibrium can therefore be
found for accounting information. Thus, free market forces can be employed to
determine what type of accounting data to provide and also the necessary rules that
underlie them (Kam, 1990, p.550). Benston (1985) stresses the considerable costs
associated with regulation which are generated from stakeholders who do not pay

directly for these information costs (e.g. government).

* Henceforth optimality refers to Pareto-optimality.
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It 1s particularly emphasised that anything that prevents prices from mirroring the
actual conditions of market forces interferes with the transmission of reliable
information. Information should give both incentives and ability for receivers to act
on it because ‘...the beauty of the market system is that the price which brings the
information also provides an incentive to act on it...” (Friedman and Friedman, 1980,
p-37). Regulators are unable to map out the optimal level of regulation and that leads
to regulation overload which in turn causes problems for market operation.
Empirical results provided further support on the aforementioned arguments (Stigler,
1964, 1971; Benston, 1973°). Moreover, studies show that voluntary disclosure is
increased when companies enter competitive markets (e.g. Choi, 1973b; Meck and
Gray, 1989) which provide some evidence that fair markets have the means to
generate adequate information without regulation. Agency theory is also employed

to explain why incentives exist for reliable and voluntary reporting (2.4.2).

It has been claimed that the majority of companies do not need regulation to provide
reliable information since regulation would have no effect on correcting deficiencies
for companies that provide misleading information (Jones, 1971). In an unregulated
accounting information system the outcomes would be a similar level of information
adequacy and also higher flexibility of the accounting information. However, there
has been a wide criticism of this theory. Critics claim that there are many defects in
markets for accounting information which results 1n the failure of this theory. These

are briefly discussed in 2.3.2.

2.3.2 Regulatory Theory

The regulatory theory could be viewed as public interest, capture (interest groups)
and lite-cycle approaches. The capture approach claims that regulation is an outcome
of interest groups in order to maximise their own welfare (Walker, 1987). That has
two versions (political and economic) which, however, have been severely criticised

(e.g. Watts and Zimmerman, 1986, p.238). A similar stance of capture approach is

> However, this study has been widely criticised in terms of biased sample (Seligman, 1983) and
information researched (Ockabol and Tinker, 1993).
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taken by life-cycle approach (Stigler, 1971). Therefore, the public interest approach,

which is most frequently cited in the literature, is further discussed.

Supporters of the regulatory approach claim that the financial market 1s neither
efficient nor perfectly competitive and the provided corporate information cannot be
adequate. Hence, the free market approach is both unrealistic and unworkable
because the market mechanism will not be able to achieve a socially optimal

equilibrium price for accounting information (Kam, 1990, p.551). Some of the

reasons are the following:

Accounting information is a public good in terms that once the information is
released it is available to everyone (Gonedes and Dopuch, 1974). This phenomenon,
known as the ‘free rider’ problem, is an externality that leads to less than socially
desirable levels of accounting information and therefore regulation is the only way to
ensure efficiency of the market (ibid.). The ‘moral hazard’ and ‘adverse selection’
problems resulting from information asymmetry are corrected only by regulation.
Furthermore, other arguments such as: existence of naive investors and functional
fixation®, misleading accounting numbers, diversity of procedures and lack of
objectivity have been also cited in the literature (Leftwich, 1980; Cotfee, 1984).
Moreover, even in the case of an ideal information market, a regulatory board would

be necessary since users lack consensus on what they want and information providers

lack consensus on what they provide (Kam, 1990, p.552).

In further support, Lev (1988) claims that opportunity inequality in capital markets
leads to high transaction costs, thin markets, decreased returns and increased cost of
capital and is mitigated only by adequate regulation. Shaffer (1995) also suggests
regulation to be particularly necessary for issues related to higher disclosure. Ross
(1979), although supporting the view that market forces lead to adequate disclosure
in absence of regulation, recognises that regulation may provide alternative and

cheaper mechanisms for policing mechanisms than the private sector would provide

6 . - . . ¢ o . .
Under certain conditions investors may be unable to change their decision-making process in
response to a change in the underlying accounting process.
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independently. The regulatory theory does not lack criticism. Watts and Zimmerman
(1986) challenge the public nature of information arguing that the use of information
by one investor reduces opportunities for others to derive the same benefit. Leftwich
(1980) challenges externalities outcomes by arguing that market failure theories do
not identify an optimal output and thus are incomplete for policy implications.
Finally, Cooper and Keim (1983) argue that the market is capable of providing
devices to deal with information asymmetry (e.g. licensing of auditors). Moreover, a
substantial number of criticisms would be diminished in a semi-strong form of

market efficiency.

2.4 'Theories of Voluntary Disclosure

The main purpose of this section is to discuss the theories that provide explanatory
grounds for voluntary disclosure. These theories belong predominantly in the
economics of information literature and they are consistent with the objectives of this
study. Theories from organisational, institutional and behavioural literature also
provide insights into voluntary disclosure. However, these theories are not analysed
in this study since they are not related to the research questions. Identified theories
may be categorised as capital market based, agency, costs based and legitimacy.
While the first group of theories is mainly concerned with the relationship between
firms and investors, the second refers exclusively to the agency model. Costs based
theories are concerned with the reduction of cost burdens. Finally, legitimacy 1is
examined as an insightful theory of voluntary disclosure. These theories are

presented diagrammatically in Figure 2-1.

Figure 2-1: Theories of Voluntary Disclosure

Theories of
Voluntary Disclosure

Capital Market Agency Theory Costs Based Theories:  Legitimacy Theory
Based Theories: e Political Costs
e FEfficient e Information Costs
Market
e Signalling
e Capital Need
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The theories are explained as follows.

2.4.1 Capital Market Based Theories

This section 1dentifies three theories, namely efficient market, signalling and capital
need which provide explanations of and incentives for companies that provide
voluntary disclosure. These theories are seen in the context of the financial market
where information plays a major role in the formation of capital, in investment
decisions and also in the allocation of resources within an economy. These theories

are briefly outlined in the following three sections.

2.4.1.1  Efficient Market Theory
Empirical evidence on the incremental value of accounting information included in

annual reports is less than conclusive’

. While market efficiency represents the way
financial information is absorbed by the market, financial information 1s a crucial
determinant for the level of market efficiency. Keane (1993) suggests that market
efficiency should be used to describe several aspects of a securities market, namely
institutional infrastructure, security transaction process, financial information system

and pricing efficiency.

The institutional infrastructure is efficient if 1) local culture and political environment
are sympathetic to a market economy, 1) a sophisticated and well-informed
investment analyst profession exists, 1i1) there are no significant capital inflow-
outflow restrictions, i1v) an effective regulatory framework and investor protection
system 1is in place, v) market participants generally have realistic expectations about
risks and returns from investment, vi) insider dealing is systematically policed, vii)
taxation is consistent with accepted international practice and viii) the stock price
behaviour 1s rigorously and regularly researched and reported (Keane, 1993).
Transactional efficiency refers to transactional process (e.g. technology) and to

transaction costs.

" While Ball and Brown (1968) and Rippington and Taffler (1995) found annual reports to be of little

Information value to the market, Beaver (1968) and Cready and Mynatt (1991) support the
incremental value of annual reports.
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The market is informationally efficient if 1) a well regulated accounting and auditing
profession exists which gives credibility to corporate reports, ii) information needs of
the market are distinguished and 111) information is disseminated widely and speedily
(ibid.). Pricing efficiency refers to information sets that are incorporated in securities
prices. Fama (1970) defines three forms of market efficiency. The weak form implies
that a security’s price at a particular time reflects the information contained in its
sequence of past prices. The semi-strong form asserts that the price of a security
fully reflects all publicly available information. Finally, the strong form suggests
that the price of a security fully reflects all information that is not publicly available,
like inside information. Therefore, in the semi-strong and strong forms annual reports

have no value for investment decisions.

Extensive empirical studies on market efficiency have produced mixed results®,
which differ across countries. The aforementioned factors in market efficiency will
be further discussed in relation to Greek institutional characteristics and their

influence on voluntary disclosure (chapter 3).

2.4.1.2 Signalling Theory

Signalling theory explains issues related to information asymmetries in markets.
Akerlof (1970) initially addressed the problems related to buyers who are imperfectly
informed about the quality of products (‘market for lemons’). Market uncertainty
may cause sellers of superior products to withdraw their products from the market
because their competitive advantage (quality) is not recognised or alternatively they
may disclose this information to the market (Spence, 1976). Signalling 1s that process
used by sellers of superior products use to distinguish themselves in the market’.
Spence (1973) describes signalling by his example of a high productivity worker
who wishes to signal himself to his employer to receive benefits. Since all workers

may do that, a more reliable productivity signal may be the education of workers.

* There are studies supporting the weak form (e.g. Kendall, 1953, Fama, 1965; Dickinson and

Muragu, 1994). There is also considerable evidence rejecting the hypothesis of efficiency (e.g.
Cunningham, 1973; Hakkio, 1981, Alexakis, 1992).

? Riley (1975) has used the term ‘screening’ alternatively to refer to the same process.
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Therefore, the signalling process is not free of costs which are positively related to
the quality of products. However, the quality of products is justified only after the
transaction which impacts on the perceived validity of the signal in the future.
Sellers of high quality products offer various guarantees in order to strengthen their
signals (Beaver, 1989). This framework is used in capital markets'® where optimality
of investment decisions becomes particularly difficult under information
asymmetries. Thus, management in possession of information that increases
corporate value (‘good news’) may have incentives to disclose this information
voluntarily to the market (Penman; 1980; Milgrom, 1981; Verrecchia, 1983; Lev and
Penman, 1990).

Alternatively, management in possession of information that decreases corporate
value (‘bad news’) may have incentives to be silent. However, investors screen non-
disclosers and may evaluate non-disclosure as an adverse signal within market
uncertainty (Milgrom, 1981; Verrecchia, 1983). Thus, companies become better otf
by voluntarily disclosing any information to the market, even ‘bad news’, than by
being silent. This situation leads to full disclosure (Patell, 1976; Trueman, 1986).
However, there are many reasons companies may not wish to disclose information,
even ‘good news’ (Teoh and Hwang, 1991). Skinner (1994) argues that firms are
very concerned with disclosing unfavourable information to prevent negative

surprises on the share price and legal action.

Benefits of favourable information on stock prices may lead companies to disclose
unreliable information (Coffee, 1984). However, providing misleading information
is an illegal action, which triggers penalties from stock exchange commissions (Ross,
1979). The benefit of misleading disclosure policy is short-term (Bird and Locke,
1981) since recipients would be disinclined to trust future information and that would -

lead to stock price decline. Moreover, false information would also turn to decline

' Cooper and Keim (1983) suggested that the applicability of signalling theory to the securities
market might not be so straightforward. Securities are homogeneous products and the knowledge
about one share 1s directly related to all shares which is not the case for other products. However, if
the market regards sellers’ signals to be false that would undervalue all the products regardless of
homogeneity. However, the degree of undervaluation may be related to the degree of homogeneity.
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the demand of future signals (Hughes, 1986). Empirical evidence that voluntary
disclosure changes stock prices (Patell 1976; Penman, 1980; Waymire, 1984;

Ajinkya and Gift, 1984; Jennings, 1987; Ponwall and Waymire 1989; Healy et al.,
1999) suggests that signals are perceived as credible by the market.

There i1s a considerable volume of studies that have modelled signalling effects or
they have provided empirical evidence on the direction and anticipation of signals
(Grossman, 1981; Milgrom, 1981; Jovanovic, 1982; Hughes, 1986; Lev and Penman,
1990; Teoh and Hwang, 1991; Gigler, 1994; Skinner, 1994).

2.4.1.3 Capital Need Theory

Yet another explanation of voluntary disclosure is found in the pressures of the
capital market in relation to the reduction of risk and cost of capital. Many studies
(e.g. Choi, 1973a; Firth, 1980) report on the increased levels of voluntary
information for companies that seek finance more often. Moreover, the degree of
voluntary information tends to be increased around the time of raising capital. Choi
and Mueller (1992, p.312) emphasise the practice of increased disclosure when
companies believe that it would lower the cost of capital. Increased disclosure 1s
viewed favourably by financial analysts. Horngren (1957) reports on the materal

incentives for companies which keep financial analysts well informed.

There is a considerable number of research papers that report on the negative
association between disclosure and both risk and cost of capital. Copeland and Galai
(1983), Glosten and Milgrom (1985), Diamond and Verrecchia (1991) and Healy et
al. (1999) suggest greater disclosure enhances stock market liquidity, which reduces
the cost of equity capital either through reduced transaction costs or by increased
demand for a firm’s securities. It is also claimed that by disclosing private
information firms can reduce the adverse selection component and also their cost of
equity capital (Amihud and Mendelson, 1986; Botosan, 1997). However, Spero
(1979) argues that not all information has a negative association with the cost of

capital. There 1s information which is sensitive and information that plays no role in

the determination of the cost of capital. Moreover, there are some types of
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information which may even increase the cost of capital. This is information that

Increases market uncertainty.

There 1s also empirical evidence (Barry and Brown, 1985; Coles et al., 1995;
Clarkson et al., 1996) that higher levels of disclosure reduce estimation risk in the
estimates of investors. That reduces the cost of capital in such terms that if the
estimation risk cannot be diversified investors require higher compensation. That
argument 1s also extended to the cost of debt capital since a policy of enhanced
disclosures reduces the perceptions of lenders and underwriters of default risk for the
disclosing firm, reducing its cost of debt (Sengupta, 1998). Overall, since companies
compete in the market these may be forces driving for enhanced voluntary

disclosure.

2.4.2 Agency Theory

An agency relationship is defined as ‘...a contract under which one or two persons
(principal(s)) engage another person (the agent) to perform some service on their
behalf which involves delegating some decision making authority to the agent’
(Jensen and Meckling, 1976). The cornerstone of agency theory is the assumption
that interests of principals and agents differ since these individuals behave rationally,
in order to maximise their expected utilities (Watts 1979; Hill and Jones, 1992).
However, in effect the firm is viewed as a team whose members act from self-interest

but realise that their destinies depend on the survival of the team in 1ts competition

with other teams (Fama, 1980). The agency outcomes are also extended between
managers and debt-holders (Jensen and Meckling, 1976). Moreover, agency

relationships may be viewed in everyday professional relationships.

The agency relationship is not new'’. Yamey (1962; cited in Watts, 1979) suggests
that accounting began as an agent relationship. However, the role of the agent is

regarded as being more active within the framework of the agency theory compared

'¢_..the purpose of Greek and Roman accounting was to disclose any loss due to dishonesty or

negligence of subordinates’ (De Ste Crojx, 1956; cited in Watts, 1979).
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with the agent’s role proposed by the classical theories. That is strongly related with

the changing function of stc-:wardship12 over time (Chen, 197)5).

There are two fundamental characteristics in agency analysis, namely: the separation
of ownership from control which allows managers to take relatively autonomous
decisions about the welfare of owners and the view that the welfare of owners may
be significantly different from the welfare of the managers. These two characteristics
are viewed through information asymmetries which cause two main implications.
First, the moral hazard is caused because principals cannot watch and evaluate the
actual actions of the agents but only the outcome of these actions. Second, the
adverse selection is derived through the principal’s ignorance about the optimality of
management decisions. These implications generate some costs, known as agency
costs, and they are defined to be (Jensen and Meckling, 1976): 1) monitoring
expenditures by the principal (costs of measuring agent’s behaviour and
compensation policies), ii) bonding expenditures by the agent (guarantees that agent
will not take certain actions to harm the principal’s interests), and ii1) the residual

loss (difference in wealth from the actions principal would take himself).

Incentives to managers, monitoring procedures, bonding and compensation plans,
which are internal in nature, are proposed as means of eliminating adverse agency
consequences (Jensen and Meckling, 1976). Fama and Jensen (1983a, 1983Db)
proposed some market-related safety devices, known as market discipline, which
enforce harmonisation of differential interests. These measures are: the market for
managerial skills, the market for corporate control and the market for corporate

securities.

' According to Chen stewardship is associated with the Christian values (...resources were created
by God who gave them to all men in common, ...man is considered the steward of God). The notion

of stewardship has changed in order to implement the new economic conditions of feudalism,
capitalism and post-capitalism eras.
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Management reputation, in terms of efficiency and honesty, is reflected in the labour
market (Fama, 1980). The labour market, in the long run, rewards managers that
have achieved high performance and punishes dishonest and unsuccessful managers.
Thus, managers have incentives to be sound stewards and so to use financial
information for the benefit of the company (Coughlan and Schmidt, 1985).
However, Bamnea et al. (1981) suggest that market inefficiencies weaken the ability

of the market for managerial services to ensure congruence of principal-agent

interests'>.

The market of corporate control may be another device that enforces managers to
emphasise the interests of shareholders. Inefficiently managed companies become

targets for take-over bids. Relatively low share-prices are considered as sound

investing opportunities for more efficient management. Therefore, the threat of a
hostile take-over may keep managers in a line with the maximisation of shareholders
wealth (Coughlan and Schmidt, 1985). However, there are many reasons why this

discipline rule may not hold. First, low performance may be a result of a variety of

factors (e.g. industry growth, exchange rates, and adverse macroeconomic etfects).
Second, efficiently managed companies do become targets for hostile bids and also
the perception that low performance companies become take-over targets is not
always supported (Singh, 1975). Additionally, even take-overs may be prompted by

opportunistic reasons.

The market of corporate securities was also proposed to keep managers closer to the
stewardship function. Stock prices reflect managerial effectiveness and also
companies seeking finance from securities market are rewarded (or penalised)
according to perceived managerial effectiveness (Benston, 1982). The
aforementioned proposition assumes the existence of an efficient capital market,
which may not be the case in emerging markets. Moreover, even in the existence of
an efficient market in the strong form managers may not regard the maximisation of

shareholder wealth as their primary task (Amershi and Sunder, 1987).

'3 They suggested a way of mitigating that problem could be management retirement benefits to be
made as a function of their ex-post marginal products.
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Criticism of the Agency Model

Agency theory is accompanied by a set of criticisms. The criticism is focused on the
main assumptions of agency theory, and issues related to ontology, epistemology and
research procedures (Amstrong, 1991). Puxty (1985) challenged agency assumptions
on human nature. Rational utility maximisers would never undertake actions of
bravery, altruism, and offering, which are parts of social reality. Furthermore, agency
theory ignores institutional background (Tinker et al., 1985) and oversimplifies

complex business relations (Ogden, 1993).

Tinker et al. (1985) also criticise the tenuous connection between informational

efficiency and economic efficiency, which is assumed by agency theory. Tinker and
Ockabol (1991) argue that agency theory makes no distinction between value and
price and thus is theoretically incapable of dealing with monitoring consequences.

Christenson (1983) suggests that agency debate is concerned with at first with the

accounting entities and at second with issues associated with the relations between
managers, shareholders, accountants, debtholders. He argues that agency framework
is more relevant to the last. Finally, Whittington (1987) challenges the broader
positive reasoning of agency theory. He argues that this model is not free of bias
mainly associated with the views of researchers and also derives normative
implications, as Watts and Zimmerman (1986), based on their empirical study,
suggested no regulation.

Implications of Agency Theory for Voluntary Disclosure

Agents may choose accounting methods that maximise their wealth at the expense of
principals (Hagerman and Zmijewski, 1979; and Zmijewski and Hagerman, 1981).
According to agency theory, the main purpose of financial information is to monitor
the efficiency of agents and it is a form of minimising the agency costs. Therefore,

accounts are used as a measure of the agent’s performance. Accounting data are used

as an efficiency discipline device and also as a basis that managers are compensated

for their success to meet business challenges (see 2.4.2).

That has many implications for the regulatory scope and purpose of financial

information. Voluntary disclosure is used as a means of reducing the unfavourable
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effects of moral hazard and adverse selection implications, and so reducing agency

costs. Thus, management has sound incentives to provide excessive levels of

voluntary disclosure to reduce agency costs.

2.4.3 Costs Based Theories

The aim of this section is to discuss briefly the frameworks that explain voluntary
disclosure in terms of cost related factors. Those discussed here are political costs

and information costs.

2.4.3.1 Political Costs

Political cost theory may provide another theoretical framework that explains
voluntary disclosure. It has been suggested that various economic factors give rise to
political costs which influence the management on the selection of the adequate
accounting policy (Watts and Zimmerman, 1978; Hagerman and Zmijewski, 1979;
and Zmijewski and Hagerman, 1981). It has also been argued that, in order to
eliminate the potential for government interference, managers select accounting

policies and lobby for accounting standards that reduce political costs (Rahman and

Scapens, 1988).

Political costs can be experienced, at the extreme, in terms of nationalisation or
expropriation; more realistically, they may be observed in the imposition of price
controls, enhanced quality standards, fiscal penalties and a general increase in
sovernmental control over operations. Such activity may have a significant cost for
those listed enterprises that are the largest entities in the countries, especially in

emerging markets where their economic role is particularly significant.

Epstein et al. (1976) emphasise the enforceable role of regulatory bodies on
voluntary information in terms of a forthcoming potential regulation. Therefore,
companies may wish to develop procedures that eliminate any potential for further
governmental interference and that may be particularly true for companies more

vulnerable to political attacks. Voluntary disclosure may be one of these procedures
(Lim and McKinnon, 1993).
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However, there 1s no direct relation between political costs and the level of
voluntary disclosure. The theory 1s not specific over the sign of political cost proxies
and levels of voluntary disclosure. Many studies supported a positive relationship
between political costs and levels of voluntary disclosure (Firth, 1979a; Cooke,
1989b; Raffournier, 1995) but that has been critically challenged by Owusu-Ansah
(1997). Although there 1s a preference in the literature for a positive association
between political costs and voluntary disclosure, which is taken by this study, this
debate is still open.

2.4.3.2 Information Costs

While the framework of information costs cannot be considered as a separate theory,
it does provide conceptual and methodological tools to enlighten the disclosure
process. In deciding whether to make voluntary disclosures corporations weigh the
costs and benefits involved and disclose when the benefits exceed the costs of
disclosure (Gray et al., 1990). Costs of disclosure are classified into direct and
indirect, including those resulting from the impact of disclosures on company
decisions and activities (Lev, 1992). Direct costs include costs of gathering,
processing, developing, presenting and auditing. The determination of indirect costs
is an especially complicated process. Proprietary costs, particularly the costs of
competitive disadvantage, belong to this category. Litigation costs are also indirect

costs that arise from insufficient or misleading disclosures and in general decrease

with the extent of disclosure (Elliott and Jacobson, 1994).

Overall, a negative association between information costs and voluntary disclosure is
suggested. This theoretical proposition should be related to sophistication of cost-
benefit analysis, managerial attitudes and market specific characteristics.

Information costs have been modelled by many studies with various results
(Verrecchia, 1983; Dye, 1985; Darrough and Stoughton, 1990; Wagenhofer, 1990
and Feltham and Xie, 1992).

2.4.4 Legitimacy Theory

Legitimacy has come to stress how corporate management will react to community
expectations (Tilt, 1994). Legitimacy theory is based upon the notion that business

operates in society via a social contract where it agrees to perform various socially
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desired actions in return for approval of its objectives, other rewards and its ultimate
survival (Guthrie and Parker, 1989). In a dynamic society, neither the sources of
institutional power nor the needs for its services are permanent. Therefore, an
institution must constantly meet the twin tests of legitimacy and relevance by
demonstrating that society requires its services and that the groups benefiting from

its rewards have the approval of society (Shocker and Sethi, 1974, p.67).

Legitimacy” emphasises that stakeholders within the community deliberate on those
activities which are acceptable and companies are expected to carry out activities
within the boundaries of community acceptability (Patten, 1992). Thus, business

tends to discharge some part of accountability obligations to the community through

disclosure since corporate citizenship may be partially served by accounting

disclosure (Elliott and Jacobson, 1994).

Abbott and Monsen (1979) claim that stockholders have a vested interest in the
stability and legitimacy of the entrepreneurial institution and its autonomy from state
control. Being aware of the criticisms that have been made of the corporation reading
its progressive views in the annual report can enhance confidence of the politically
savvy shareholder in management poliéies. Therefore, managerial legitimacy is an
outcome of pressures towards socially desirable performance. Moreover, because
legitimacy is a function of the public policy process, it can be argued that the greater
the likelihood of adverse shifts in public policy, the greater the need to attempt to
influence the process through disclosure (Patten, 1992).

Overall, legitimacy theory implies that, given a growth in community awareness and
concern, firms will take measures to ensure their activities and performance are
acceptable by the community. Voluntary disclosure in the annual report may

therefore be used to reinforce the community’s perception of responsiveness of

1% Legitimacy assumes that corporations have a propensity to be socially responsible and to care about
the welfare of the society which is a reason companies undertake costly actions that are enviable by

the society. That is in contrast with the laissez-faire approach where management is uninterested in

social welfare and also with the Neo-Liberal approach where social activities indicate managerial
failure for higher profits (Friedman, 1982, p.133).
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management to specific social responsibility issues (Patten, 1992; Wilmshurst and
Frost, 2000).

2.4.5 Applicability of Theory in Categories of Voluntary Disclosure

Theories of voluntary disclosure have been discussed in 2.4. However, 1t seems
there is no single theory to provide an adequate explanation of voluntary disclosure

since every theory, based on specific assumptions, explains voluntary disclosure

through a particular perspective. Some of the theories (e.g. agency theory) have been

widely debated in the literature overall including issues on accounting disclosure.
Some of the criticism may be related to the basic assumptions of these theories. In
general, the stronger the assumptions made, the more potential exists for criticism.
Therefore, while agency, signalling, political costs and capital need theories share to
a greater or lesser extent similar assumptions (e.g. separation of ownership and
control, information asymmetries, rationality and wealth maximising behaviour)
criticism may be focused on these assumptions and the explanation of voluntary
disclosure based on them. Legitimacy theory, although it does not explicitly reject
these assumptions, is based on different types of assumptions (e.g. social
consciousness of companies). Finally, information costs theory is probably the most
assumption-free theory since it probably assumes only rationality of disclosure
decisions. Moreover, when these theories are applied to emerging markets there may

exist some further challenges (see discussion in 2.6).

While the discussion of the theories of voluntary disclosure provides an
understanding about the various reasons why companies may disclose differential
levels of overall voluntary disclosure, considering the objectives of this study (1.2), a
discussion about the theoretical expectations relating to different categories of
voluntary disclosure becomes of particular importance. What appear to be different
assumptions of theories and different predictions for the direction of disclosure may
become more consistent when these are related to types of disclosure with some
homogeneous nature within the specified type. These types of disclosure therefore
can be linked with a potential desirability for and demand by specific groups of
users. Thus, corporate policy on disclosure could be related with specific corporate

objectives that management aims to meet in disclosing more or less in separate types
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of disclosures. That aims to relate to a potential for a larger evaluation of theories
and to emphasise the different strengths of theories in explaining different types of
voluntary disclosure. That will also be relevant to institutional settings and it

discussed further in the context of Greece (3.11).

There is no complete theoretical framework to provide adequate guidance on the
relative reasons companies may disclose different levels of information in different
categories, where these categories may emerge. The literature has favoured two types
of categorisation, namely categorisation according to location (e.g. balance sheet etc;
Cooke, 1989a) and according to information content (Gray, S, et al., 1995; Meek et
al., 1995). This study follows the later approach since theories could be more easily
related to information content rather than location (additional reasons are explained
in 7.3.2.3). Thus, following Gray, S, et al. (1995) and Meek et al (1995), a set of
theoretical frameworks is evaluated on the basis of three categories of voluntary
disclosure, namely corporate environment, social responsibility and financial

information.

Corporate environment information has strategic elements and may be of interest to a
very broad set of users of accounts. Therefore, many theories may provide an
explanation of this category. Agency theory may view this type of disclosure as a
function of minimising information asymmetries between managers and shareholders
to reduce agency costs. Signalling theory may explain this type of disclosure by
reference to a good news or bad news scenario. Thus, management may wish to
stress the reasons that lead to a satisfactory performance or may wish to explain
factors that affect a negative performance of the company. Yet another explanation
of corporate environment information could be found in the pressures of the capital
market in relation to the reduction of risk and cost of capital. Increased demands for
corporate information from the investment community may affect positively the
extent of the corporate environment category. Political costs theory may relate
corporate environment information to corporate procedures that eliminate any
potential for governmental interference. Politically sensitive companies may wish to

disclose information related to their environment and operations and they may wish
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to make public their point of view on the influential activity of the state. Information
costs may be relevant. Companies that confront lower direct and/or indirect costs
may be in a position to disclose higher levels of corporate environment information.
Finally, legitimacy theory is unlikely to have a strong influence except to the extent
that corporate environment information could be explained as an outcome of

pressures towards socially desirable performance.

Social responsibility disclosure may be a reaction to user needs (Guthrie and Parker,
1990), economic or political motivations (Freedman and Stagliano, 1992), share
price reactions (Ingram, 1978; Shane and Spicer, 1983) and demands for decision-
making (e.g. Belkaoui, 1984). Therefore, while agency and signalling theory may
explain social responsibility disclosures as an attempt to reduce information
asymmetries, capital need may relate this category to demands for decision-making.
Political costs may explain social responsibility disclosures under an overall
corporate procedure to minimise state intervention in corporate matters. Although
these theoretical frameworks may provide some explanation for social responsibility
disclosure this may be only partial. Legitimacy and information costs may provide
more adequate conceptual grounds where social responsibility requires richer
understanding. Thus, this type of disclosure may be explained through the
community’s perception of managerial reaction to specific social responsibility
issues which could be related to a wider agenda of corporate responsiveness to

socially desired actions. Finally, social responsibility disclosure could also be

explained through the differential information costs confronted by companies.

Financial disclosure is considered to be information highly important for investment
decisions and it is particularly relevant to existing and potential investors (Firth,
1978). Therefore, agency theory may be particularly relevant here. Financial
information has been widely associated with signalling impact in the literature (e.g.
Waymire, 1984). Thus, signalling may be of consideration in relation to financial
information. Capital need may be relevant through the relation between financial
information and cost of equity. Political costs may also be of some relevance,

although the association between state intervention and financial information may be
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particularly complex. Information costs may appear strong in influencing financial
information, considering the high direct and proprietary costs of this category.
Finally, although there may be legitimating impacts in financial information,

legitimacy may not appear of similar strength compared to capital-based theories.

2.5 Emerging Capital Markets

The role of the capital market is to facilitate and encourage the economy’s capital to
flow to those individuals, firms and organisations with the most promising
investment opportunities. This affects the functioning of the economy through 1its

impact on the national income and also impacts on the efficient allocation of funds
(Hevas, 1984).

The main purpose of this section is to provide some background information on the
characteristics of emerging capitals markets, to enable a critical evaluation of the
disclosure theories and their implications on voluntary disclosure. That will be
further examined in the relative applicability to emerging capital markets of models
developed in mature capital markets to emerging ones (2.6) and also in the particular
institutional characteristics of Greece (chapter 3). Emerging capital markets differ

significantly from developed capital markets (Errunza and Padmanabham, 1983;

Saudagaran and Diga, 1997). Although they do not constitute a homogeneous group

in terms of size, structure and sophistication (Feldman and Kumar, 1995), they have

some common characteristics. These include the following:

1. Efficiency. Emerging markets are less efficient than developed capital markets
(Keane, 1993).

2. Liquidity. Emerging markets are in general illiquid due to the limited number of
companies listed, and funds raised and also due to trading values consolidated
around a small range of stocks (Feldman and Kumar, 1995). Thin markets
provide limited diversification and prices are vulnerable to large transactions.

3. High Returns. Emerging markets have experienced significant growth providing
rcturns larger than the developed markets (Saudagaran and Diga, 1997).

Investors can explore good values and also gain benefits of diversification.
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4. Institutional Characteristics. Institutional characteristics tend to be different to
emerging capital markets compared with mature capital markets (see Gray,

1988). Culture 1s also different between the two groups of these capital markets
(Hofstede, 1980).

5. Underdeveloped Regulatory Frameworks. These markets are characterised by
insufficient regulation and inefficient procedures in the entire system of the

securities market (Owusu-Ansah, 1998).

6. Information and Investor Protection. Firms In emerging markets divulge less
information with a relatively longer time lag (Errunza and Losq, 1985).
Enforcement of investor protection and sanctions against insider trading are
sometimes lax (Keane, 1993).

7. Political Risk. Although that may particularly refer to specific developing
economies it is considered higher than in developed capital markets (Saudagaran
and Diga, 1997).

8. High Volatility. This may reflect lags in the incorporation of new information,

insider or infrequent trading. It may also be caused by the thinness of the markets
(Sedaghat et al., 1994).

2.6 Discussion of the Applicability of Disclosure Theories for
Emerging Capital Markets

A serious issue emerging when theories are adopted to explain research observations,

is the relative applicability of these theories. That may be particularly true when

theories have been introduced and developed based on specific characteristics of
countries or capital markets. That may be the case in information economics theories
where the majority of theories refer to an Anglo-Saxon corporate culture and can be

applied elsewhere based only on a culture free hypothesis (Wallace and Naser,
1995).

The relative applicability to emerging capital markets where there are different

institutional and cultural characteristics of several theories (e.g. agency, signalling,

political costs) then becomes less straightforward (Wallace and Naser, 1995).

Monitoring costs, for example, may be different in many emerging markets where
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state, banks, or certain families have substantial equity holdings, and so there is
generally little physical separation between ownership and management of capital
(Adhikari and Tondkar, 1992). That may impact on the relative usefulness of agency
as an explainer of voluntary disclosure variation in emerging capital markets.
Moreover, there are several characteristics existing in emerging capital markets
suggesting that agency outcomes may vary. The ‘market discipline’ (discussed in
2.4.2) as expressed by the market of corporate control and the market of corporate
securities may not be directly applicable in many emerging markets where hostile
take-over bids happen rarely and inefficient securities markets may not punish
managerial ineffectiveness. Moreover, political and litigation costs as described by
the majority of the studies (Jensen and Meckling, 1976; Watts and Zimmerman,
1978; Hagerman and Zmijewski, 1979) refer to the US regulatory framework which
may be quite different from many unregulated emerging markets. Therefore,
political costs may either be less strong in the majority of emerging capital markets
where regulatory enforcement is less stringent than the majority of mature markets
(Owusu-Ansah, 1998) or they may be directed in forms different from voluntary

disclosure.

Furthermore, the majority of these theories are based on strong assumptions that may
not hold for emerging capital markets. Some of them have been widely criticised
even in the context of well-developed markets (e.g. Tinker, 1985). One of those
assumptions is the rationality of market participants which is a strong base of agency
and signalling models and it seems to differ significantly between developed and
emerging market participants (Keane, 1993). Additionally, the relatively inefficient
emerging capital markets may not provide grounds for strong signalling effects or
they may be directed into different forms. The assumption undertaken by legitimacy
that corporations have a propensity to be socially responsible may not fully hold in
some emerging markets. Differing community awareness for corporate issues,
managerial responsiveness to social responsibility and the broadly public policy
process may suggest some variance of the approach to legitimacy. Finally, although
capital need may be more easily approached to emerging capital markets considering

the high returns provided in these markets and the relative high demand for capital, a
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strong assumption on equity capital may be different in markets where debt finance

1S excessive.

Therefore, 1t seems that a rather culture-free hypothesis is assumed when these
theories are applied to different capital markets. However, if culture is a strong
determinant of accounting values (Jaggi, 1975; Gray, 1988, Perera, 1989), cultural
impacts should be considered by research designs. That may take the form in
voluntary disclosure studies on the determination of corporate attributes and their
influence to disclosure practices and also on the relative interpretation of empirical
findings. In order to assist such an attempt, the disclosure theories, presented in this

chapter, are related to Greek institutional characteristics as described in chapter 3.

2.7 Empirical Studies

There 1s a particularly extensive volume and variety of empirical research in the area
of corporate disclosure. That 1s especially true after the 1980s where the development
of theoretical frameworks provided scope for further empirical testing. Empirical
studies differ in many factors and therefore classification is difficult to attempt. The
studies examined in this chapter are those that have applied the theoretical
frameworks discussed earlier, that make use of similar research methods and are
relevant to the objectives of this research. Empirical studies are classified here as: (1)

specific interest disclosure and (2) overall disclosure. The particular categorisation of

reviewed empirical studies may seen in Figure 2-2.

Figure 2-2: Categorisation of Empirical Studies

Empirical Studies

4/\.

Specific Interest Disclosure: Overall Disclosure:

¢ Market Based

| | e National:

e Particular Information -Developed Capital Markets

e Social Disclosure: -Emerging Capital Markets
-Disclosure Practices ¢ Cross-National

-Association with Economic Performance
o Cost-Benefit Analysis
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There is fairly extensive literature on specific interest disclosure (Table 2-1).

Table 2-1: Empirical Studies on Specific Interest Disclosure

Social Disclosure

Market Based IPﬁI‘thU'?l‘ Disclosure {Assomatmn- Cost-Benefit
nformation : with Economic
Practices
Performance
Patell (1976) Leftwich et al. Guthrie & Alexander & McKinnon
(1981) Parker (1989) Buchholz (1978) (1984)
Penman (1980) Benston (1986) Roberts Cochran & Wood Benston
(1991) (1984) (1984)
i Ajinkya & Gift Bradbury (1992)  Freedman & Mills and Gardner Gray &
(1984) Stagliano (1984) Roberts
| | - (1992) (1989)
Waymire (1984) McKinnon & Adams et al. Ullmann (1985) Elliott &
Dalimunthe (1995) Jacobson
(1993) (1994)
Pownall & Waymire  Scott (1994) Gray, R,etal. McGuire et al.
(1989) (1995) (1988)
Lev & Penman Adams et al. Balabanis et al.
(1990) (1998) (1998)
Skinner (1994) Wilmshurst
and Frost
(2000)
Cooper & Grinder
(1996)
Coller & Yohn
(1997)

Healy et al. (1999)
Dechow et al. (2000

Market-based research studies have employed signalling theory to explain the
operation of voluntary disclosure, mainly management forecasts. Findings were
concerned with the incremental value of voluntary disclosure (e.g. Patell, 1976;
Ajinkya & Gift, 1984; Cooper & Grinder, 1996). Studies on particular information
have examined segmental disclosure (e.g. Bradbury, 1992), pension plan information
(Scott, 1994), interim reports (e.g. Leftwich et al., 1981) and current cost disclosures
(Benston, 1986). Studies on social disclosure have examined social disclosure
practices (e.g. Guthrie and Parker, 1989; Roberts, 1991; Freedman and Stagliano,
1992) or the association of social disclosure with economic performance measures
(e.g. Ullmann, 1985; Balabanis et al.,, 1998). Finally, there 1s another trend in

disclosure studies of a cost-benefit analysis on relative disclosures (e.g. Gray and
Roberts, 1989).
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Considering the sizeable number of empirical papers in all categories, a brief review
and main conclusions of overall disclosure category are presented here. A more

analytical presentation in relation to this study is reported on the development of

testable hypotheses in chapter 6.

2.8 Overall Disclosure

‘The extent of overall disclosure has received much attention and research by the

academic community (Table 2-2).

Table 2-2: Empirical Studies of Overall Disclosure

Overall Disclosure

National Studies

Cross National

Developed Capital Markets

Emerging Capital Markets

Studies

Cerf (1961) USA Singhvi (1968) India Barret (1977)
Singhvi & Desai USA Firer & Meth South Africa Spero (1979)
(1971) (1986)
Buzby (1974b; USA Wallace (1987) Nigeria Kahl & Belkaoui
1975) (1981)
Stanga (1976) USA Chow & Wong- Mexico Meek & Gray (1989)
Boren (1987)
Belkaoui & Kahl  Canada Tai et al. (1990) Hong Kong Gray, S, et al. (1995)
(1978)
Firth (1979a) UK Abayo et al. (1993) Tanzania Meek et al. (1995)
McNally et al. New Ahmed & Nicholls  Bangladesh
(1982) Zealand (1994)
Cooke (1989a) Sweden Hossailn et al. Malaysia
(1994)
Lutfi (1989) UK Al-Modahki (1995) Saudi Arabia
Cooke (1991; Japan Nicholls and Bangladesh
1992; 1993) Ahmed (1995)
Malone et al. USA Wallace & Naser Hong Kong
(1993) (1995)
Wallace et al. Spain Patton & Zelenka Czech
(1994) (1997) Republic
Hossain et al. New Suwaidan (1997) Jordan
(1995) Zealand
Raffournier Switzerland  Owusu-Ansah Zimbabwe
(1995) (1998)
Inchausti (1997)  Spain Abd-Elsalam Egypt
(1999)
Tauringana UK Sarpong (1999) Ghana
(1997)
Depoers (2000 France

[t was Cerf (1961) who first developed a quantified model to examine disclosure
issues. He developed a 31-item index of information desirable to financial analysts
and he applied 1t to 527 US-listed companies. Cerf tested scores of disclosure with

corporate characteristics, namely asset size, number of shareholders, profitability and
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of particular importance here since they may stress the relative usefulness of
theoretical frameworks 1 emerging markets and also they may emphasise relative
peculiarities of these markets. Furthermore, this research study belongs in this

category and an examination may assist when locating Greece within this cluster.

Overall research findings indicate a strong support for corporate size and listing
status significantly to explain variations in levels of accounting disclosure policies
(Appendix 2-1I). Corporate size 1s of particular importance since it is the only
significant factor in some research studies (Chow and Wong-Boren, 1987: Wallace.

1987; Tai et al., 1990) and the single most important factor in most studies.

Table 2-4: Empirical Results on Emerging Capital Markets

Variables Significant Results Non-Significant Results
Gearing!+. .« Chow and Wong-Boren (1987), Hossain
L s et al. (1994). Patton and Zelenka (1997),
Sl Abd-Elsalam (1999)
Profitability =~ | Wallace and Naser (1995. Singhvi (1968), Wallace (1987),
e L negative), Patton and Zelenka Suwaidan (1997)
o ] (1997), Owusu-Ansah (1998)
Liquidity Wallace (1987), Wallace and Naser,
SR g (1995), Owusu-Ansah (1998), Abd-
L Elsalam (1999)
Industry | Wallace and Naser (1995) and Wallace (1987), Tai et al. (1990), Patton
| Suwaidan (1997) and Zelenka (1997), Owusu-Ansah
it Factor | Ahmed and Nicholls (1994), Patton | Singhvi (1969), Tai et al. (1990),
B | and Zelenka (1997). Suwaidan Hossain et al. (1994), Al-Modhaki
o | (1997), Abd-Elsalam (1999) (1995), Owusu-Ansah (1998)
= | Singhvi (1968) Wallace (1987)

ip | Hossain et al. (1994), Suwaidan
re | (1997), Owusu-Ansah (1998)

| Chow and Wong-Boren (1987), Hossain
| etal. (1994)

There 1s a considerable number of additional variables tested in cited studies.
Foreign mvestment, corporate age, length of incorporation, qualification of principal
accounting officer, origin of parent, risk. multinational affiliation, legal form. share
trading, foreign registration, familiarity, language and subsidiary of parent were
variables which cannot be generalised since they have been tested only in single

research studies.
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Overall, research findings in emerging capital markets tend to support a strong
significance for corporate size, listing status and ownership structure. They also
support no association for gearing, liquidity and assets in place. Evidence on
profitability, industry factor, audit firm, and management type is mixed. There 1s also
a sizeable number of other variables, included in single studies of different markets,

that cannot be generalised.

2.8.1.3 Comparison of Empirical Findings on Developed and Emerging Capital
Markets

A comparison of empirical findings on developed and emerging capital markets aims
to enable conclusions to be drawn on the relative similarities and differences among
these studies. That may provide further insights about the institutional contexts, as
they influence reporting practices. This is essential to form expectations on

independent variables and also may assist in the interpretation of empirical findings.

Corporate size and listing status were the variables with strong support in both
institutional environments. That may be particularly true for size in emerging capital
markets where many studies found it to be the only variable of explanatory power.
These outcomes suggest that corporate size and listing status are of particular
relevance to accounting disclosure issues. The variable assets in place was also found
in both contexts to have no explanatory power in relation to accounting disclosure.
While assets in place is backed by agency theory this may suggest that agency
conflicts may not be adequately captured by this variable. Similar findings were

found for profitability and the industry factor where there are mixed results in both

environments.

Contrary to findings on developed capital markets where the association for gearing
and liquidity was found to be inconclusive, studies on emerging capital markets
showed no significance for gearing and liquidity. That may offer some insights into
weak agency and signalling effects in emerging markets. The audit firm factor was
found to be of mixed evidence in emerging markets, but of no association in

developed markets. That may suggest that audit firm may be of some relevance to

emerging markets which lack sophisticated professional expertise.

46



Overall, research findings in developed and emerging capital markets have similar
outcomes in some specific variables (size, listing status and assets in place) but also
quite different in some others (gearing, liquidity, audit firm, ownership structure).
Findings on profitability and industry are inconclusive in both frameworks. A
considerable number of other variables tested to emerging markets may also point to
the relative non-identical characteristics of these markets. Related issues are further
analysed 1n chapter 6.

2.8.1.4 Discussion of Diverse Findings of Disclosure Studies

It has been become evident from the previous sections that there is a particularly
wide variation amongst results of empirical studies. That exists for studies in
developed and also emerging capital markets. While a direct comparison of these
studies 1s impossible owing to fundamental differences, a review of these differences
may enlighten the relative conflicting results. A possible reason for conflicting
results may lie in the different institutional frameworks. Institutional characteristics
and cultural differences (Jaggi, 1975; Gay, 1989; Perera, 1989) may provide different
influences in reporting practices which might have been reflected in empirical

findings. While studies have been divided between developed and emerging capital

markets there are material differences in markets included within these categories.

Differences in the number and type of variables adopted may also be a possible
reason for diverse outcomes (see 7.4). Variations in sample size, different statistical
methods, differences in index construction, have also either individually or severally
contributed to mixed results (Wallace et al., 1994). Finally, differences in nature of
disclosure examined (voluntary-mandatory-comprehensiveness), period of time,

definition of disclosure and judgements on scoring process may have had an impact

on diversity of results.

2.8.2 Cross National Studies

While studies on single countries provided diverse results as a result of fundamental

differences discussed 1n 2.8.1.4, cross national studies provided more direct

comparisons amongst different countries. They measured accounting disclosure

using the same index at the same period of time, they applied similar independent
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variables tested by similar statistics, and they also had a similar approach to the

scoring process.

In an initial study comparing 17 disclosure items in 30 companies (belonging to US,
UK, Japan, Sweden, Netherlands, Germany and France) for ten years (1963-1972),
Barrett (1977) concluded that US and UK companies disclose more than companies
in other countries. The extent of disclosure was found to be positively related to the

degree of efficiency in domestic financial markets. Spero (1979) compared 275

voluntary items of 60 companies belonging to France, Sweden and UK. He found

that that the firm’s need for capital explains voluntary disclosure. Furthermore, the
first industry-specific study was conducted by Kahl and Belkaoui (1981) in the
banking sector. They examined 70 companies belonging to 18 different countries.

They concluded US banks disclose significantly more voluntary disclosure.

Meek and Gray (1989) investigated 10 voluntary disclosure items of 28 continental
companies (belonging to France, Germany, Netherlands and France) listed on the
LSE. Contrary to other disclosure studies they controlled for multiple listing by

excluding items required by other stock exchanges. They found excessive levels of
voluntary disclosure, particularly in some specific areas, where national

characteristics played a dominant role.

In two more comprehensive studies Gray, S, et al. (1995) and Meek et al. (1995)
examined the relative influence of corporate specific characteristics on types of
voluntary disclosure, suggesting voluntary disclosure should not be examined as an
amorphous group. Gray, S, et al. (1995) examined 128 voluntary items of 116 US

and 64 UK multinational companies. They found that international listing status and
country of origin influence levels of voluntary disclosure. That is particularly true
for specific categories of voluntary disclosure, namely strategic information for
international status and non-financial information for country of origin. Finally,
Meek et al. (1995) examined factors influencing categories of voluntary disclosure,
as measured by an 85-item index, of 116 US, 64 UK and 46 Continental European
multinationals (16 French, 12 German and 18 Dutch). They concluded that size,
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country/region and listing status had overall explanatory power. Results were more
diverse when categories of voluntary disclosure (strategic, non-financial, financial)

were examined. These two studies are of particular consideration in the research

methods (chapter 7).

2.9 Summary and Conclusions

This chapter has presented the theoretical background of underlying issues relating to
the operation of voluntary disclosure. That provides the essential theoretical
background to develop hypotheses (chapter 6) and also interpret empirical results
(chapter 9). This chapter is based on the presumption that accounting information
serves stewardship and decision-making functions. Accounting information plays a
crucial role in many financial and economic matters, as discussed in 2.2. Accounting

information is shaped and determined by a variety of factors. That may be

particularly true for voluntary disclosure. Voluntary disclosure was argued to be a
balance between the demands of users and the willingness of management to supply.

It is also a compromise between costs and benefits.

Since quantification of demands for, and costs and benefits of, accounting
information is difficult to determine there is a long debate on the means leading to
optimality of information (2.3). Proponents of regulation argue that mandatory
disclosure is the only means of avoiding market failures. However, free market
advocates argue for an invisible hand approach where market forces lead to
information efficiency through voluntary disclosure. The existence of modern
regulatory environments make empirical tests of the free market position rather
difficult. Moreover, both stances tend to be based on strong conceptual arguments
which leaves the question of approaches to information optimality still open but

beyond the objectives of this thesis.

There are many frameworks providing theoretical reasons to explain voluntary
disclosure (2.4) which are critically evaluated in this chapter. These theories are
divided into capital market based, agency, costs based and legitimacy. Signalling

explains voluntary disclosure as an attempt of companies to distinguish themselves
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from others. Capital need theory views voluntary disclosure as a method by which
companies seek to reduce levels of uncertainty (risk) and cost of capital. The agency
model explains voluntary disclosure in relation to problems caused by the separation
of ownership from control and considers i1t as a medium of reducing agency costs.
Voluntary disclosure 1s viewed as a medium to reduce political costs derived from

operations and it may be determined on an information costs basis. Finally, voluntary
disclosure may also be a way companies legitimise their operations to the general

public.

While the applicability of disclosuré theories may be straightforward in Anglo-Saxon
developed capital markets where these theories have been introduced, their relative
power may be less clear in emerging markets. That may be the consequence of
different fundamental characteristics of these markets (2.5). Thus, the way these
theories are applied to different institutional contexts should be considered In

research designs. Interpretation of empirical results should also be cautious (2.6).

This chapter has also presented a review of the empirical literature in order to locate
the area within which this study is conducted (2.7). Studies of overall disclosure and
specific interest disclosure were presented with particular reference to the former
(2.8). Studies conducted in developed, emerging and cross national contexts were
outlined. With the exception of size and listing status evidence was mixed for other
variables tested. However, there seem to be some homogenous trends in similar
institutional frameworks. This thesis examines variables discussed in this chapter and
also others relevant to the Greek environment. Theories of disclosure with reference
to empirical studies and Greek institutional characteristics (chapter 3) rely upon the
development of hypotheses, expectations (chapter 6) and the interpretation of

empirical findings (chapter 9) and are all brought together in chapter 11.
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CHAPTER 3

3. Influences on the Greek Accounting Environment

3.1 Introduction

It has been suggested that mandatory and voluntary accounting practices are

influenced by institutional, cultural and historical factors (Gray, 1988). While the
accounting environment is influenced by a variety of factors, it has been argued that
political, economic, legal, financial and professional factors are the most significant
(Puxty et al., 1987). Although this study focuses on the ASE developments, they are
only one aspect of a wider set of influences on accounting disclosure which are
discussed here. This chapter provides background information which enhances
understanding of the approach taken by Greek financial reporting, peculiarities of
accounting practices, and levels of disclosure. The main focus of this chapter is to
provide insights into the relative applicability of voluntary disclosure theoretical

frameworks and observations which will assist the interpretation of results.

This chapter introduces Greece (3.2) and its political (3.3), legal (3.4) and economic
systems (3.5). It describes the Greek financial system and addresses issues relevant
to accounting disclosure (3.6). The accounting profession and the particular approach
taken after its liberalisation is outlined in 3.7. It discusses basic elements of taxation
(3.8), the main characteristics of Greek management (3.9), and the societal culture
(3.10) as they impact on accounting. A critical evaluation is provided 1mn 3.11.
Finally, 3.12 summarises the main conclusions and points to the implications of the

institutional characteristics for voluntary disclosure.

3.2 The Country

Early evidence of bookkeeping and auditing can be seen in ancient Greece and
reliable and developed accounting methods in the centuries of the Byzantine Empire
(Ballis, 1998). The main influences on the political regime after the long period of
the Ottoman Empire were French and German in the 19" century and British and

American in the 20™ century. Its current governmental system is based on a
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constitution established as recently as 1974. Greece became the tenth member of the
European Economic Community (EEC) in 1981, which significantly influenced the
Greek economic system. European integration and accounting harmonisation

processes caused fundamental changes to financial reporting.

3.3 The Political System

3.3.1 Background Information

The modern Greek State dates from 1821. Because of the political instability of this
era the ‘Great Powers’ created the Greek Monarchy which was abolished by a
plebiscite in 1975. It was through the abolition of the monarchy, the end of the junta
(1967-1973) and the establishment of a new constitution that the transition to
democracy took place. The new constitution lays down that Greece 1s a
parliamentary democracy (Kohler, 1982, p.146). The authority of the state is divided

into the legislature, the executive exercised by the government and the judiciary

powers exercised by courts.

The parliament consists of 300 members elected every four years. The proposal for a
new law may originate in either parliament or the government, although financial
laws are proposed only by the government. In the period since 1974, which 1s the
most politically stable era in the history of modern Greece, the political parties that
have succeeded each other in power are the New Democracy (centre-right) and
PASOK (centre-left). Efforts for the democratisation of the political system,
economic reforms, social and structural modemisation succeeded the full
membership of Greece 1n the EEC (1981). EEC membership, in turn, was
particularly important for the transition to democracy. Moreover, compulsory .
harmonisation of legislation and institutions facilitated both the transition to and
consolidation of the Greek democratic system by limiting possibilities for significant
diversions from the Western European norm (Doﬁcas, 1993, p.509). However,
despite the transition to democracy and the EU membership, clientelistic networks,
party elites, illiberal and corrupting norms of behaviour are still major problems of

the political system (Pridham, 1990).
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3.3.2 The Political System as Related to Accounting Information Issues

The Greek political system is a crucial determinant of financial reporting and
particularly accounting regulation because it influences decisions about the
organisation and the structure of the economy and the overall role of accounting in
Greece. Politics have played a significant role in economic relations, especially in
the orientation of the economy towards a free market system. Greece has a large

public sector compared with that of other EU countries, which means higher

governmental intervention. However, there are current trends towards a more liberal

economic system. Although the political system is significant for its influence on

Greek economy there has been potential attention given to the accounting system and
the capital market. The politicisation of the economic environment, the particular
approach to the liberalisation of the auditing profession (3.7.2), and also implications
for accounting regulation were some of them. Furthermore, there is evidence of

especial influence of political factors on stock prices (Alexakis and Petrakis, 1991).

The Greek political system could be related to the relative applicability of theoretical
frameworks in matters of accounting disclosure (see chapter 2). Thus, the political
system could be related to political costs theory in the way it intervenes in the
economy and business regulation and supervision (Table 3-1). Moreover, it relates
to signalling and agency theories through the influence of politics on the economic
organisation, structure and economic efficiency and on particular regulatory
initiatives (e.g. transparency, corporate governance). The particular approach of the
Greek government to liberalisation of state-owned utilities and their listing to the
ASE and the strategic orientation of state managed listed companies relate to capital
need theory. Finally, it is also related to the legitimacy theory because politics

determine the way good citizenship is perceived in Greek society through time.

Table 3-1: Political System Influence as Related to Theoretical Frameworks

Systems Agency  Signalling Capital Political Legitimacy Information

Need Costs - Costs
Political 4V v v v v N/A*

*N/A = NonxAppIicable

Overall the structure of politics in Greece is seen as not providing strong incentives

for excessive voluntary disclosure by listed companies.
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3.4 The Legal System

3.4.1 Background Information

Greece 1s a code law country. The law has influences from the ancient Greek law,
the law of the Hellenistic ages, the Roman and the Byzantine law and finally German
and French laws. Nowadays international, and mainly European, laws play the most
influential role. The primary sources of law are defined to be legislation and custom

and secondary case law since the function of the judge is not to make law but to
make decisions according to the existing law. However, judicial precedents are
considered important because frequently they are regarded as interpretations of laws
(Timagenis, 1993). The written constitution provides the basic law of the state and
decrees how the country is organised. Although theoretically the law can be
developed through custom, in practice almost the entire body of the present law 1s
statutory. A system of hierarchy exists whereby each piece of legislation should
comply with superior legislation and all is governed by the constitution. The most
important laws to Greek accounting are the tax law, the company law and the
accounting plan. The tax law is one of the factors most influential on financial

reporting since 1t prescribes valuation rules. These sources of legislation are analysed

further in Chapter 4.

3.4.2 The Legal System as Related to Accounting Information Issues

It has been argued that the legal system influences ownership structure, capital
structure, development of capital markets and extent of disclosure (e.g. Jaggi and
Low, 2000). Legislation impacts directly on accounting practice since it prescribes
rules that have to be followed, and they comprise the only acceptable accounting
behaviour for all companies operating in Greece. The main objective of those laws is
the sound organisation of business and also the protection of creditors and
shareholders. ‘True and fair view’ is justified by compliance with the law which
restricts the options managers may take in reporting on the position of their
companies (Papas, 1993, p.172). Managers are more concerned to comply with the

law usually by reporting the minimum requirements.
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The legal system influences agency relations by regulating the legal framework for
the relations between management and shareholders, corporate governance. and the
structure, type and voting power of shares (Table 3-2). This in turn influences
directly the market ot corporate control and agency considerations (2.4.2). The
legislation also influences the credibility of signals in terms of imposing penalties on
misleading information. The influence of the legal system on accounting disclosure
could be viewed through the rationale of legitimacy theory since good citizenship
refers to compliance with legal requirements. Companies also may eliminate political
costs through adhering to existing laws since they avoid turther interference by state

authorities.

Table 3-2: Legal System Influence as Related to Theoretical Frameworks

Systems Agency Signalling Capital Political Legitimacy Information

| Need Costs
Legal v v N/A v v N/A

N/A = Non Applicable

Hence, the form that accounting has undertaken through the impact of the legal
system is expected not to encourage the possibility of enhanced extent of voluntary

information reported by listed companies.

3.5 The Economic System

3.5.1 Background Information
Greece is located on the European Mediterranean periphery with less developed
economic structures and institutions and relatively low income per head. compared

with other EU countries (Table 3-3).

Table 3-3: Macroeconomic Indicators

Measure (1997) Greece EU (15)
GDP (Billion Dollars) 03 2 75272
GDP per Capita* | 1 684 23042
Inflation (%) 6.9 o
Government Fiscal Balance (% GDP) 4.0 24
Balance of Payments on Current Account (Billion $) -2.9 1 2.3.3
Measure 1975 1985 1997
Government Total Outlays (%GDP) 27.9 47 O 47 9
Government Gross Public Debt (%GDP) 18.5 47.8 109.5

——— S BN

— o= —— e ———

Source: OECD. 1998 *1996 data
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Greece i1s characterised by a mixed capitalist economy which means that the
production 1s generally privately owned, but the government intervenes in the
economy In many ways. The state owns major public utilities and that tends to
influence a major part of the economic life, including listed companies (Leventis,
1998). Major problems for the economy have been the high inflation rates,
macroeconomic imbalanées with a chronic deficit in the trade balance, imperfect
labour market with low productivity, ageing population in an ill-designed pension
system, weak ability to compete internationally and state protectionism for

industries. These are some significant reasons for the relatively underdeveloped

nature of the economy.

Greece experienced unprecedented growth rates (6-7% annually) during the mid-
1950s until the first energy crisis. After the exceptional growth rates registered until
the mid-1970s, over the second half of the 1970s the growth of real GDP receded (3-
4 per cent) but it was still higher compared with that of the western European
countries. Between 1981 and 1989 an expansionary macroeconomic policy was
pursued which increased the public sector and caused the macroeconomic
fundamentals to deteriorate. During the 1990s the main economic philosophy was the
liberal proposition of cutting down the role of state through an extensive programme
of privatisation and rationalisation of the tax system and the improvement of

competitiveness with a strong European orientation (Lolos, 1998).

Greece specialises mainly in resource-intensive and labour-intensive products.
Agricultural products play a significant role in the economy. The main products

exported are textiles and metals (nickel and aluminium) and cement. Chemicals and

- petroleum products are also major industries. Tourism also plays a particularly

significant part in the economic development. Shipping is a dominant industry which

places Greece 1n the top three ship-owning countries in the world (Bornozis, 1993,
p.371).

Special feature of the Greek economic system is the relatively small sized and
family-owned nature of companies in the private sector which are mainly

horizontally organised. These companies tend to be short-lived, lasting only one
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generation. They look mainly to the domestic market, which results iIn
underdeveloped export potentiality and an unspecialised labour force (Korres, 1998).
They have been traditionally financed by retention of earnings for equity, and by
bank loans secured by mortgage for debt which makes debt to equity ratios appear
imprudent compared with Anglo-Saxon countries (Papas, 1993). This has a direct
impact on the accounting practice, namely the reduction of agency problems and the

relative lack of influence of foreign accounting practices from the source of
multinational enterprises, although there is a significant influence from both
historical roots and mainly the EU (Neal, 1997). Foreign companies operating 1n
Greece are limited in number compared with other EU countries and mainly operate

branches rather than establishing manufacturing bases.

An extensive privatisation scheme, added to the approval of Klisthenis programme to
modernise public sector and information technologies, were significant structural
changes. Moreover, the approval of the independence of the Bank of Greece (end-
1997) which is expected to strengthen price stability, and pressures from the
convergence of EU criteria, are all expected to advance economic bases in the
following years. Mergers and acquisitions (M&A) did not occur until the late 1980s.
Issuance of new legislation influenced M&A activity which took place mainly in the
manufacturing and insurance industries (Katsos and Lekakis, 1991). A particular
aspect of M&A activity was that mergers referred to domestic firms, though
acquisitions have been predominantly a foreign matter. Hostile acquisitions did not

occur, although there have been some recently reported c<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>