W Durham
University

AR

Durham E-Theses

Corporate Governance, Disclosure Content and

Shareholder Value: Impacts and Interrelationships from
the US Banking Sector

JIZI, MOHAMMAD

How to cite:

JIZI, MOHAMMAD (2013) Corporate Governance, Disclosure Content and Shareholder Value: Impacts
and Interrelationships from the US Banking Sector, Durham theses, Durham University. Available at
Durham E-Theses Online: http://etheses.dur.ac.uk/7359/

Use policy

The full-text may be used and/or reproduced, and given to third parties in any format or medium, without prior permission or
charge, for personal research or study, educational, or not-for-profit purposes provided that:

e a full bibliographic reference is made to the original source
e a link is made to the metadata record in Durham E-Theses
e the full-text is not changed in any way

The full-text must not be sold in any format or medium without the formal permission of the copyright holders.

Please consult the full Durham E-Theses policy for further details.


http://www.dur.ac.uk
http://etheses.dur.ac.uk/7359/
 http://etheses.dur.ac.uk/7359/ 
htt://etheses.dur.ac.uk/policies/

Academic Support Office, Durham University, University Office, Old Elvet, Durham DH1 3HP
e-mail: e-theses.admin@dur.ac.uk Tel: +44 0191 334 6107
http://etheses.dur.ac.uk


http://etheses.dur.ac.uk

“Corporate Governance, Disclosure Content and Shareholder Value:
Impacts and Interrelationships from the US Banking Sector.”
Jizi, Mohammad I. 2013.

Abstract

The recent financial crisis was the largest shock to the financial system in decades. Its
implications on banks' performance, corporate image and stakeholders' trust are of a high
concern for all interested parties. Banks market capitalisation dropped significantly, risk
levels increased and stakeholders’ confidence was shaken. This raises the importance of
researching this particular area of primary concern to seek potential approaches intended to
help banks to recover through increased disclosures, helping to rebuild trust and manage
risk levels.

Acknowledging societal needs and having effective dialogue with shareholders and
stakeholders regarding banks' social profile as well as risk management practices is likely
to reduce the uncertainty gap, shape banks' image and manage trust. These are indeed
valuable in the wake of the financial crisis for bank continuity and enhancing shareholder
value. | argue that effective corporate governance is likely to encourage more corporate
social responsibility (CSR) and risk management (RM) disclosure, which in turn is
expected to improve stock prices and reduce return volatility. The study examines potential
solutions that assist in the management of the increasing risk levels, shaken confidence and
falling market values resulting from the recent financial crisis. It contributes toward better
understanding to the influence of internal corporate governance mechanisms on CSR and
RM disclosure content and their substantive consequences on shareholder value.

Examining a sample of US national commercial banks in the wake of the financial crisis
indicates that boards with larger size, higher independence and CEO duality are inclined
toward reporting a wider range of CSR and RM disclosures in annual reports, aiming to
benefit the bank’s transparency and stakeholders’ long-term mutual relationship. Contrary
to CSR disclosures, the number of audit committee financial experts was found to
encourage better RM disclosure content implying the difference in influence on voluntary
and mandatory disclosures. Insights into the desirable consequences CSR and RM
disclosures content have on shareholder value are also evidenced. The study finds evidence
supporting the association between CSR disclosure content and stock return indicating
investors’ interest in, and consideration of, CSR information when valuing assets and
building their trading decisions. The results also suggest that higher RM disclosure score
reduces uncertainties of bank risk environment and provides investors with valuable
information to assess financial assets and monitor management practices. This was
reflected as an improvement to stock return and reduction to return volatility.

Thus, effective corporate governance is more tending to enhance shareholder value through
encouraging better CSR and RM disclosure content. Corporate governance should sponsor
and introduce the perception of doing business responsibly and benefit from RM disclosure
as a preventive tool assisting in the management of agency problems and bank risks. The
economic consequences of CSR and RM disclosures imply that CSR engagement and
reporting is an investment rather than an expense, and RM disclosure is a preventive tool
rather than an exercise to comply with legislation requirement. Consequently, considering
their content is important for better shareholder value.
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Chapter 1 Introduction

Chapter One

Introduction

Banks’ risk exposure and corporate image are two debatable issues especially after the
recent financial crisis. The 2007 financial crisis was the largest shock to the financial
system not only in the US, but in the world since 1930 (Cornett, McNutt, Strahan and
Tehranian, 2011). The banking sector was the centre of the crisis (Grove, Patelli,
Victoravich and Xu, 2011) that cost trillions of US dollars of losses in wealth on the stock
market between October 2007 and October 2008 (Brunnermeier, 2009). Most of the
security prices and banks' market capitalisation declined sharply and the volatility in
financial markets was at a peak (lvashina and Scharfstein, 2010). Consequently, it was
hard to find investors interested in buying a distressed asset (Acharaya, Shin and

Yorulmazer, 2011).

The confusion in the financial markets and the shrink in trading activities were
partially driven by the lack of information that limited asset evaluation (Gorton, 2009;
Acharya, Shin and Yorulmazer, 2011). According to a survey conducted by the Market
Watch, 57% of banks' customers have low trust in the banking sector. They believe that
effective communication might help in rebuilding the trust (Market Watch: Financial
Services, Nov. 2009). Being transparent and informative in disseminating information is
important in the management of the information asymmetry left in the market due to the
crisis. Indeed, since companies satisfy the demand for information to assess their future
position and uncertainties by disclosing voluntarily information (Meek, Robert and Gray,
1995), that reflects firms' transparency and reduces investors’ vagueness (Pashakwale and

Courtis, 2005). Managing uncertainty levels and reducing the degree of information
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asymmetry are most likely to be reflected on a firm's performance (Kothari, Xu and Short,

2009).

The enhancement to the disclosure practice and the volume of information provided
to capital markets has reduced the uncertainty gap between informed and non-informed
investors and encouraged trading, which in turn improved stock liquidity and price (Kim
and Verrechia, 1994). Diamond and Verrechia (1991) found that informed investors are
more confident in placing large orders in the market, which improves stock position. In
contrast, uninformed investors ask for a higher return for the higher risk resulting from the
lack of information (Easley and O’Hara, 2004). Therefore, investors favour to deal with
financial assets having low cost of information; accordingly the required rate of return will
shift in relation with the cost incurred to collect information (Hubbard, 2002). The same is
applicable from the depositors’ side, as the demand for a higher interest rate will increase

when information is limited, as risk premium will be higher (Hubbard, 2002).

From a signalling viewpoint, it is argued that investors have no motive to collect
costly information for undervalued firms (Lee et al., 1983). Consequently firms are more
responsible for signalling their performance by disclosing information that feeds the
uncertainty gap and attracts investors (Lee et al., 1983). Therefore, quality firm
management sends signals to shareholders and investors to differentiate their firms and
benefit from a higher share price; the strength of the signal will be reflected in more stock
participants, and more participants indicate a higher firm value (Levy and Lazarovich-

Porat, 1995).

During the latest financial crisis, the banking sector was experiencing increasing

pressure (Allen and Moessner, 2011; Brunnermeier, 2011; lvashina and Scharfstein, 2010)
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that scratched stakeholders and investors trust (Gorton, 2009) and shook their confidence
in the adopted risk management practices (Acharya, Shin and Yorulmazer, 2011; Gatev,
Schuermann and Strahan, 2009). Therefore, the financial crisis impacted on two main
banking pillars: the pillar of trust and the pillar of risk. This opened new challenges for
bank management to approach risks (Cornett et al., 2011) and convey their effort toward a
safer risk environment (Allen and Moessner, 2011; Gorton, 2009), as well as considering a
long-term view of their relation with shareholders in particular and stakeholders in general,
and responding and acknowledging the need for more transparency and society
involvement (Barth and Landsman, 2010; Matten, 2006; Money and Schepers, 2007; Gill,

2008; Buchholtz, Brown and Shabana, 2008; Grove, Patelli, Victoravich and Xu, 2011).

It is quite reasonable to argue that corporate social responsibility (CSR) and risk
management (RM) disclosures by businesses in general, and banks in particular, have
significantly increased following the recent global financial crisis. As Haji and Ghazali
(2012) argue, “the financial crisis might have forced companies to be involved in more
social activities to legitimise their existence. It could be argued that the public was in
greater need during the financial crisis, and hence their expectations from company
contributions might have been higher” (p.101). The situation for the banks in general, and
US banks in particular, is not different. Arguably, financial statements are not sufficient to
provide a complete picture of a bank (Scholes, 2000). To complete this picture and, more
importantly, to improve their image after the financial crisis, it would be expected that
banks’ management are led to disclose more RM information and be involved in more
social activities and, therefore, disclose more CSR information in their annual reports
(Conett et al., 2011; Helbok and Wagner, 2005; Humbbard, 2000; Godfrey et al., 2009;

Lourenco et al., 2012).
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The main objective, as the “traditional” disclosure studies argue, is to fulfil the
needs of stakeholders in terms of improving transparency, satisfying the decision needs of
interested parties (Meek et al., 1995), reducing agency costs (Jensen and Meckling, 1976;
Poshakwale and Courtis, 2005) and information cost in stock markets (Cormier and
Gordon, 2001; Verrecchia, 2001). Such disclosures can also be linked to a lower cost of
capital, better cash flows and higher share values. Other benefits include a reduction in
information asymmetry between banks’ managers and outsiders and an improvement of a
bank's reputation in the market. Risk is also present (and should be) in almost every aspect
of business operation (Lajili and Zeghal, 2005). Banks have come under increasing risk
levels during the credit crunch (Allen and Moessner, 2011; Brunnermeier, 2011; lvashina
and Scharfstein, 2010) that have led to shaking shareholders' and stock participants'
confidence in the effectiveness of banks’ risk management practices (Acharya et al., 2011;
Gatev et al., 2009). To appreciate the above points, the thesis examines two main streams
of disclosures: CSR disclosure and RM disclosure. Kytle and Ruggie (2005) reinforce this
by arguing: “CSR programmes are a necessary element of risk management for global
companies because they provide the framework and principles for stakeholder engagement,
can supply a wealth of intelligence on emerging and current social issues/groups to support

the corporate risk agenda, and ultimately serve as a countermeasure for social risk” (p.1).

The flow of information in general, and risk environment information in particular,
is a focal point in managing agency conflicts (Lajili and Zeghal, 2005). This is likely to be
of higher concern after the recent financial crisis due to the increasing risk levels (Cornett
et al., 2011). Risk management practices are intended to meet the increasing challenges of
the financial crisis by reducing the chance of failure (Solomon et al., 2000). In the recent
financial crisis, the absence of clear understanding of the banks' complex operations and

the dynamics of risk management damaged the financial markets (Allen and Moessner,

5
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2011; Gorton, 2009; Brunnermeir, 2011; Ivashina and Scharfstein, 2010). The complexity
of the business transactions promotes the need for quality risk management disclosures to
evaluate management effectiveness and approaches followed by dealing with the market

volatility (Lajili and Zeghal, 2005).

The link between risk management information as a driver to reduce information
asymmetry and lean the stress on asset pricing (Acharya et al., 2011) might be clearly
articulated. However, it might be debatable if financial markets consider CSR or disregard
it. The growing argument against focusing exclusively on stockholder value turned to be
more debatable after losing trust in how companies are being managed and the need for
social accountability to prevent firms' misbehaviour (Arvidsson, 2010). This raised the
issue of firms’ accountability to society (Matten, 2006). Stakeholders as well as investors
seek more firm-related information, especially with the increasing societal issues
(Berthelot, Coulmont and Serret, 2012). As a response, management communicates CSR
information through annual reports to meet the expectations of market actors (Arvidsson,

2010).

Surveying 27 companies and interviewing investor-relations managers (IRM),
Arvidsson (2010) found that management sensitivity to the shift in market needs and
stakeholders opinions is the driver behind the increasing trend of CSR involvement and
communication, “IRMs put forward CSR as if not the most important area of information
beside financial figures so one of the most important” (Arvidsson, 2010, p. 349). The
increasing demand for CSR information and investors realisation of the role of CSR in
preventing firms' value and appeasing the concerns of influential stakeholders’ groups,

lead to the development of stock market indexes (e.g. ‘Dow Jones Sustainability and FTSE
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4GOOD Index’) grouping firms that meet socially-responsible standards (Arvidsson,

2010).

Recent studies highlight CSR-desirable consequences on market reaction and firms'
value. Lourenco, Branco, Curto and Eugenio (2012) found that CSR is valuable to
investors and that markets penalise profitable firms having poor CSR activities. Such firms
are more likely to face higher stakeholder pressure (Lourenco et al., 2012). In line with
Lourenco et al., (2012), Berthelot et al. (2012) find that firms reporting on their
sustainability issues are rewarded in financial markets, which explains the financial motive
behind social reporting and investors’ interest in this type of disclosure. Moreover,
Cormier, Ledoux and Magnan (2011) examined the impact of social and environmental
disclosures on stock participants showing that social reporting reduces the level of
information asymmetry between management and investors, which was proxied by bid-ask

spread and stock price volatility.

CSR is valuable to shareholders as it protects the firm from stakeholders’ sanctions
and misjudgement when facing negative events (Godfrey et al., 2009). Firms might be
punished when they negatively impact key stakeholders. This might reach up to the level
of non-dealing with the firm. The moral capital created from CSR activities forms
contingent economic value that mitigates this risk and provides the firm “the benefit of
doubt” (Godfrey et al., 2009). CSR is also found to have desirable consequences on firms'
cost of capital (Ghoul et al., 2011). Examining a sample of 12,915 US firms covering the
period between 1992 and 2007, the study shows that firms with higher CSR score have a
wider investor base and lower perceived risk. In view of the substantive value of CSR, it
turns up on the agenda of both CEOs and boards of directors and is increasingly seen as a

driver for growth in a number of various institutions (Arvidsson, 2010; Spitzeck, 2009;

7
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Bassen et al., 2006). This increases the importance of examining the impact of bank
internal corporate governance mechanisms on CSR disclosure and reconciling its
consequences on bank value, which is, to my knowledge, an understudied area particularly

in the banking sector.

Previous literature highlighted the desirable consequences firms' CSR activities and
CSR reporting might have on firm performance, trust and reputation as well as risk profile
(Aguilera, Williams, Conley and Rupp, 2006; Simpson and Kohers, 2002; Scholtens, 2008;
Salama, Anderson and Toms, 2011; Ghoul, Guedhami, Kwok and Mishra, 2011). Its
importance might be of more value in regulated industries as a firm's failure might not only
have an influence on investors but also on regulators' reputation. Moreover, CSR
information is demanded by investors interested in dealing with socially-responsible firms
(Holder-Webb, Cohem, Nath and Wood, 2009). Additionally, it might be used as a
marketing tool to raise awareness (McWilliam and Siegel, 2001). The influence of CSR
activities on firms is most likely determined by effectively communicating them to the
largest group of stakeholders (McWilliams and Siegel, 2001; Godfrey, Merril and Hansen,
2009). Indeed, discussing a firm's social activities, charitable contributions, environmental
projects and their development to human capital acts as a dialogue with stakeholders to
achieve their acceptance and indicate a bank's good standing as well as its interest in
responding to society's obligations (Simpson and Koher, 2002; Gray, Kouhy and Lavers,

1995b; Rowley, 1997).

Empirical research by Simpson and Kohers (2002) found a positive link between
social performance and banks' financial performance. Long-term potential investors
consider corporate social and environmental behaviour as material to investment decisions.

Since they value CSR profile due to the competitive advantage it might give to the firm

8
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(Aguilera et al., 2006). Moreover, CSR activities protect and enhance a firm’s and
shareholders’ value especially when facing negative events (Godfrey, Merrill and Hansen,
2009). Surveying CSR studies over a 20-year period, Richardson, Welker and Hutchinson
(1999) concluded that disclosing CSR information reduces information asymmetry and
enhances market performance. While, Pava and Krausz (1996) found that socially
responsible firms count on the positive impact the CSR has on a firm's performance to

compensate for additional risks.

As stakeholders trust was shaken due to the crisis, engaging and reporting on CSR
is likely to help firms in strengthening the link with stakeholders and maintaining their
existence, business growth, and continuity (Branco and Rodrigues, 2006). This might be,
in addition to obtaining stakeholders' commitment, due to the impact of social involvement
in improving customers’ brand loyalty and motivating employees (Mackenzie, 2007).
From a theoretical perspective, Gray, Kouhy and Lavers (1995) argued that stakeholder
theory provides the rationale behind a firm’s motivation to disclose voluntary information,
particularly CSR and environmental information. As firms’ existence and continuity are
related to stakeholders' support and acceptance (Gray et al., 1995), firms should provide
tools and mechanisms to address the needs of different stakeholders having different
concerns (Rowley, 1997). CSR disclosures are considered one of the methods firms might
use to reflect their appreciation to society and acknowledgement to stakeholders needs
(Gray et al., 1995). Communicating the level of community involvement reflects firms’
coherence with society values and how they are acting to the best of stakeholders’ interest.
This in turn is likely to maintain their virtual contract and develop their reputation (Branco

and Rodrigues, 2006).
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On the other hand, a closer look at the US banks' risk management shows the need
for improving their risk disclosure practice as stakeholders are not receiving adequate risk
management information (Lewis, 2006). By disclosing RM information investors will be
more able to diagnose bank risk (Helbok and Wagner, 2006) and evaluate management
effectiveness (Lajili and Zeghal, 2005). Indeed, risk management practices are aiming to
reduce financial failure and maintain shareholders' value (Solomon, J., Solomon, A.,
Norton and Joseph, 2000). Being more informative in disclosing information to provide
better understanding to the followed risk management mechanisms assists in diagnosing
firms' risk profile and valuing assets (Scholes, 2000; Beaver, Eger, Ryan and Wolfson,

1989).

Disseminating information concerning portfolio quality and risk levels might assist
in the management of uncertainty and relax stakeholders concerns regarding their interest
in the bank (Hubbard, 2000). Generally, firms disclose information over and above what is
mandatory to satisfy investors' need for information in order to help them in assessing
firms’ value (Meek, Roberts and Gray, 1995). Even if the disclosure is mandatory, the
extent of information provided and its comprehensiveness is determined by management
(Kent and Stewart, 2008). Increasing the number of informed investors is most likely to
improve stock price (Poshakwal and Courtis, 2005; Healy and Palepu, 2001) as stock
prices are influenced by the level of information available in efficient markets (Fama,
1991; Helbok and Wagner, 2006). Therefore, incomplete information discourages investors

and will not attract them to be stockholders (Merton, 1987).

As the relationship between firms and stakeholders is based on the positive
exchange of benefits (Bear, Rahman and Post, 2010) risk information is important to any

party interested in the firm in order to assess its risk profile (Linsley, Shrives and

10
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Crumpton, 2006). Along with the pressure that the US banking sector was experiencing on
their stock performance and stakeholders trust (Allen and Moessner, 2011; Brunnermeier,
2011; Ivashina and Scharfstein, 2010; Gorton, 2009), one might expect that banks with
more effective corporate governance mechanisms will encourage the disclosure of wider-
content CSR and RM information. Consequently, stakeholders’ acceptance is most likely
to be achieved (Branco and Rodrigues, 2006; Gray et al., 1995) and information
asymmetry reduced, improving stock performance (Kothari et al., 2009; Akhigbe et al.,
2008; Scholtens, 2009) as well as corporate image and trust (Gray et al., 1995; Li et al.,
2010; Mackenzie, 2007). Therefore, the present thesis examines through three interrelated
empirical chapters, in the wake of the financial crisis, the impact of US banks' internal
corporate governance mechanisms on the content of CSR and RM disclosures on one hand,
and on the other hand, how the content of disclosed CSR and RM information is being

discounted by investors and reflected on stock return and bank risk.

To my knowledge, the drivers and potential benefits of CSR and RM disclosures
are understudied areas, where further researches are recommended to uncover important
insights. The present study is an attempt toward better understanding of the power of CSR
and RM disclosures and what benefit banks might expect from such reporting as well as
the substantive consequences of drafting CSR and RM disclosure. The three papers
comprising this thesis shed light on the interrelationships between corporate governance,
disclosures content and shareholder value. The first paper examines the impact of board of
directors and audit committee structures on the content of CSR and RM disclosure. The
second investigates if CSR disclosure content has economic consequences reflected as an
improvement on stock price, average return and total investment return. While the third
questions the reliability and informative level of RM disclosures, and to what extent they

are being discounted by investors and reflect on stock return and volatility.
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Previous CSR literature addressed either the relationships between CSR and firm
characteristics or its impact on reputation (Haniffa and Cooke, 2005; Scholtens, 2009;
Branco and Rodrigues, 2006; Simpson and Kohers, 2002), though studies exploring the
influence of corporate governance on CSR reporting are lacking in the literature (Li,
Fetscherin, Alon, Lattemann and Yeh, 2010; Kolk and Pinkse, 2010; Spitzeck, 2009; Gill,
2008). On the other hand, voluntary disclosures and corporate governance studies were
either conducted using a sample excluding the financial sector, due to its special disclosure
requirements (Revert, 2008; Chau and Gray, 2010) or used a mixed sample of financial and
non-financial firms. Such samples ignore the difference in the reporting regulations and the
regulatory bodies governing the banking sector and mandating special reporting
requirements. With respect to the impact of disclosures on stock reaction, this relation was
examined widely. However, to my knowledge, few studies investigated in particular the

impact of CSR or RM disclosures content on bank stock reaction.

Previous studies which intended to assess CSR and RM disclosure have generally
used two main approaches. The first is to use CSR ratings provided by CSR rating agencies
(Johnson and Greening, 1999; Barnea and Rubin, 2010; Bear et al., 2010). | excluded this
option as the approach followed for the ratings tends to remain unclear. For example, the
“Association for Investment Management Research” (AIMR) produces ranking for
aggregate and disaggregate voluntary disclosures in annual reports and form 10-Ks. The
processes of selecting the firms to be ranked and the approach followed in ranking firm
disclosures are not clearly understood (Healy and Palepu, 2001). The second approach is to
measure the disclosure content using word, sentence or page counts (Li et al., 2008;
Kothari, Xu and Short, 2009; Bushee and Noe, 2010; Haniffa and Cooke, 2005; Lajili and
Zeghal, 2005). 1 also exclude this option as such quantity scoring based approach says little

about the quality of the disclosures (Hasseldine, Salama and Toms, 2005).
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Reviewing the disclosure studies in general and the voluntary disclosure studies in
particular, one can identify the contradicting results explaining the relationships between
corporate governance and disclosure levels (Lim, Matolcsy and Chow, 2007; Li et al.,
2010; Bear, Rahman and Post, 2010; Barnea and Rubin, 2010). In addition there is doubt
on how applicable these results are on the banking sector due to the sampling strategies
followed as mentioned earlier. Moreover traditionally, one or two internal corporate
governance attributes were addressed in isolation without considering a comprehensive set
of variables reflecting both the board of directors, and the audit committee structures (Li et

al., 2010; Bear, Rahman and Post, 2010; Barnea and Rubin, 2010; Chen and Jaggi, 2000).

Responding to the identified literature gaps, the current research contributes by
examining a unique sample of the US listed national commercial banks in the wake of the
financial crisis, i.e. the years 2009-2010. This is likely to provide a better understanding of
the intersection between bank internal corporate governance mechanisms and bank
reporting strategy concerning their social and risk profile, and how drafting their
disclosures reflects on stock performance. In addressing these interesting empirical
questions, the thesis seeks to provide evidence on how banks' internal corporate
governance mechanisms, i.e. board and audit committee structures, can influence on the
content of disclosed CSR and RM information, and consequently, what benefits
shareholders might achieve, in terms of stock price improvement and risk management as a

result of better disclosures content illustrating bank social and risk profile.

The study argues that more effective corporate governance structure, in particular
higher board independence, large board size, CEO duality, large audit committee size and a
higher number of financial experts in the audit committee, will encourage the disclosure of

better CSR and RM information content. Boards of directors can have an important role in
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setting and overseeing CSR standards (Mackenzie, 2007) and providing quality reporting
(Cohen et al., 2004). Moreover, being transparent and providing informative content of
disclosures assists in the management of agency conflicts, reduces asymmetry, which is
likely to improve stock price and reduce volatility (Welker, 1995; Kothari et al., 2009;
Poshakwal and Courtic, 2005; Jenning and Stacks, 1985). The estimated results might be
valuable to banks’ corporate managers considering their reporting strategy and aiming to
benefit from CSR and RM reporting as a tool to enhance shareholders' value. As well, the
estimated relationships might signal investors’ reactions on whether CSR information is
discounted or disregarded in the financial markets. Also, the thesis examines if disclosed
RM information is considered reliable and valuable in valuing assets and assessing bank

risk.

The content analysis technique, defined by Holder-Webb et al. (2009) as “a way of
codifying text and content of written narratives into groups or categories based on selected
criteria”, is employed to measure the content of CSR and RM disclosures in 2009-2010
annual reports, i.e. the existence and quality of disclosures. Following the guidelines
provided by Gray, Kouhy and Lavers (1995a), | construct a CSR disclosure measure based
on the definitions, frameworks and methods employed in the mainstream CSR literature.
Accordingly, the content of community involvement, environment, employees, as well as
social product and service quality disclosure is examined (Gray et al., 1995b; Haniffa and
Cooke, 2005; Branco and Rodrigues, 2006; Scholtens, 2008; Holder-Webb et al., 2009).
The content of RM disclosures that discusses bank risk exposure and the techniques
adopted, to assess, mitigate and manage identified risks (Campbell and Slack, 2008;
Helbok and Wagner, 2006) is measured according to six categories, which are: credit risk,
interest rate risk, liquidity risk, market risk, legal and compliance risk and operational risk

(COSO, 2009; Linsley et al., 2006; Baumann and Nier, 2004; Ahmed et al., 2004).
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As a tool to communicate firms' specific information and valuable messages
(Campbell and Slack, 2008), annual reports were used by previous researchers to measure
disclosures (Perignon and Smith, 2010; Linley and Shrives, 2006; Ahmed, Beatty and
Bettinghaus, 2004). In line with previous research, the study focuses on self-reported
information revealed by the firms in their annual reports (Gray et al., 1995b); the
recognisable channel for firms to disclose information (Toms, 2002). The information
contained in the annual report is under much more control of the CEO and the board of
directors, than information in the press or published by interest groups, that many ratings
agencies rely on (Johnson and Greening, 1999; Barnea and Rubin, 2010; Bear et al., 2010).
Annual reports disclosures illustrate CSR activities and RM practices conducted and
communicated throughout the year. Moreover, annual reports are widely distributed (Gray,
Meek and Roberts, 1995) and tend to have a much wider readership among shareholders,
stakeholders and information intermediaries, such as financial analysts and credit rating

agencies.

There are broad options available to companies about where and how to report their
related activities. Although the main disclosure mechanism is the annual report, some
might argue that there are also other disclosure mechanisms, e.g. interim and quarterly
reports, media releases, personnel handbooks, employee newspapers, Internet home pages,
and CEOs’ speeches (Zeghal and Ahmed, 1990; Marston and Shrives, 1991). Ideally,
however, if a researcher is to measure all CSR disclosures by a company, all
communications forms by this company reaching the public domain should be considered
to be part of the accountability-discharge activity (Gray et al., 1995b). Nonetheless, it is
impossible to be certain that one has identified all communications (Zeghal and Ahmed,

1990).
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CSR disclosures are seen as a mechanism that companies use to enhance their
reputations, provide information to stakeholders and discharge the social contract between
the entity and the relevant public (Gray et al., 1988). Most of the previous empirical studies
have examined companies’ annual reports to draw conclusions about various aspects of the
firm’s CSR (Milne and Adler, 1999). There are valid reasons for choosing the annual
report to measure CSR activities (see, for example, Abbott and Monsen, 1979; Wiseman,
1982; McConnell et al., 1986; Gray et al., 1995b; Robertson and Nicholson, 1996;
Wilmshurst and Frost, 2000; Salama, 2003). First, it is widely recognised as the principal
and permanent means for corporate communication of economic activities and CSR issues
that top management regard as important for shareholders and the public domain, and so is
a record of the entity’s historical social consciousness. The annual report contains valuable
signals about what lies ahead in terms of the company’s CSR and RM. Secondly, because
of the ready availability and easy access of annual reports, it is possible to derive CSR
involvement and RM practices scores. Finally, it is a statutory report incorporating both
statutory and voluntary disclosures, which is provided on a regular basis year after year,

and one over which management exercises editorial control.

Building on the above and keeping with the majority of the literature, | argue that
CSR and RM disclosures in the annual report can provide important information about the
particular values embedded within the bank and hence serve as an important signalling
function for a bank in terms of allowing it to convey its distinctiveness in terms of how it

values particular CSR issues and RM practices.

In line with the set argument and supporting most of the hypotheses, the results
indicate that effective internal corporate governance mechanism has a positive influence on

the content of CSR and RM disclosures provided through annual reports. The results also
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highlight the importance of CSR reporting in showing improvements on stock prices and
total investment return. Furthermore, | find that better content of RM disclosures reduces
total risk for the subsequent year, proxied by stock return standard deviation, and improves
the current year's stock price. The results propose an alternative approach to enhance
shareholders' value through engaging, reporting on CSR activities, and improving the risk-
management disclosures practice. These findings have significant implications for
understanding CSR and RM disclosures content drivers in the banking sector from a
corporate governance angle, while previous attention was given to firms' characteristics
and the non-financial sector. Moreover, the findings also suggest that bank’s leadership
might use CSR and RM disclosure in annual reports not only to market the bank’s
activities to its stakeholders, but also to signal the quality of the bank’s corporate

governance.

The first model estimates the relationships between corporate governance variables
and the content of CSR and RM disclosures. The results suggest that banks with higher
board independence, larger board size and CEO duality encourage more communication of
the bank'’s social profile, by disclosing enhanced content of CSR information in annual
reports. The higher proportion of independent directors on the board and their diversified
backgrounds (Gray et al., 1995b; Ibrahim et al., 2003; Guest, 2009) seem to be more
efficient in bringing CSR onto the board agenda and promoting a wider range
communication of CSR disclosures. Moreover, the accumulated experience associated with
boards having larger size facilitates the allocation of workload needed to manage banks'
complex operations (Beiner at al., 2004; Grove et al., 2011; John and Senbet, 1998),
keeping room for discussing topics beyond the banking operations territory. Therefore,

boards with larger size tend to consider the disclosure of better CSR information content.

17



Chapter 1 Introduction

The results also indicate that CEOs with a dual role are inclined more toward
disclosing better content of CSR disclosures. Combining the CEO and the chair of the
board authorities appears to increase the sensitivity and accountability of the CEO position,
particularly after the crisis, encouraging higher transparency. At the same time, having
these two authorities might facilitate the process of engaging and reporting on CSR
(Barnea and Rubin, 2010; Haniffa and Cooke, 2002). This is either to signal their ethical
standards to stakeholders for personal benefit or to reflect banks' behaviour and achieve

stakeholders’ acceptance in the period after the financial crisis.

A lens on the association of corporate governance and RM disclosures indicates
that banks with larger board size, higher independence and CEO duality are more inclined
to communicate their RM practices through enhanced content of RM disclosure in annual
reports. The diversified experiences and backgrounds characterising boards with larger size
and higher independence (Guest, 2009; Ibrahim et al., 2003) enhance their ability to
monitor management (Lee et al., 2004) and consequently promote higher transparency.
With more effective communication, a clearer image on how a bank is being managed will
be spread, trust levels are likely to be managed and stronger stakeholders’ relations are to
be developed (Simpson and Koher, 2002; Meek et al., 1995; Poshakwale and Courtis,

2005).

Contrary to CSR disclosures, audit committee financial experts' variable is found to
be related to the content of RM disclosure. This difference might be due to the nature of
each disclosure type examined as well as the role of audit committees. Audit committees in
general are more oriented toward overseeing the sufficiency of risk management practices,

the reliability of financial reporting and the compliance with regulations (McMullen, 1996;
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Krishnan and Visvanathan, 2009). Presumably, in the period after the crisis, they were
more focused on these roles with less intention to voluntary reporting. Future studies
examining longer time horizons after the crisis will be helpful to spot any change in audit
committee behaviour toward voluntary disclosures in general and CSR disclosures in

particular.

The second model investigates the consequences of CSR disclosures content on
stock price change, total investment return and average monthly return. Proving the
association between CSR and stock performance signals the interest of shareholders and
investors in, and the consideration to CSR information, when valuing assets and building
their trading decisions. The reported results support the link between CSR annual
disclosure content and stock performance suggesting positive influence on price change
and total investment return. This indicates that better content of CSR disclosures has
economic implications, and management participation in CSR activities and reporting on
them is likely to gear shareholders’ value. The reported association is consistent across the
alternative measures used, stock price change, total investment return, average monthly
return and categorical return, signalling the economic benefit of CSR disclosure content.
With respect to the examined control variables, the reported results evidence the

improvement of stock price when banks achieved lower leverage and book to equity ratios.

CSR disclosures being recognised by investors and reflected on stock price is in
line with the agency theory as more information is likely to assist in reducing uncertainties
as well as agency conflicts (Welker et al., 1995). With a lower level of information
asymmetry and less agency problems, a firm's value is likely to be improved and better

shareholders' value to be achieved (Diamond and Verrechia, 1991; Watson et al., 2002;
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Kothari et al., 2009). Having a wider view to visualise the estimated relationships in model
one along with model two, an extended role to corporate governance could be seen to
enhance shareholders' value. Banks’ corporate governance should consider in their
strategies and introduce the perception of doing business with a sense of social
responsibility. In addition to encouraging effective communication to banks' social profile
which conveys the bank image as a 'good citizen'. In doing so, boards of directors will be
more aligned with the interest of both stakeholders and shareholders as the exchange of

benefits is more fair.

The third model examines the influence of RM disclosures content on stock return
and return volatility. The study argues that, if the content of disclosed RM information in
banks' annual reports after the financial crisis period were considered reliable by investors,
then the disclosure content is likely to enhance the knowledge base of investors and be
mirrored on stock performance. Theoretically, investors react to new available information
(Merton, 1987) and the level of revealed information assists in reducing information
asymmetry (Humbard, 2000) as well as evaluating management effectiveness (Lajili and
Zeghal, 2005). Accordingly, stock price is affected by the level of information available in

efficient markets (Fama, 1991; Helbok and Wagner, 2006).

In line with my argument, the reported results indicate that better content of RM
disclosures is likely to improve the return of the current year and to reduce the return
variance of the subsequent year proxied by the standard deviation of monthly stock returns.
The influence of RM disclosures on stock performance suggests that investors appreciated
and valued the content of disclosed RM information as they were discounted when pricing

stocks. The content of information revealed through RM disclosures seems to provide an
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efficient tool to monitor management practices and their alignment with shareholders
interest. This is likely to reduce information asymmetry and the uncertainty gap improving
stock performance. In addition to RM disclosures content, the reported results show the
improvement of stock price and reduction to return variance when banks achieved better

return on assets and book to equity ratio.

In addition to the current introduction, the thesis consists of three papers followed
by a conclusion. Each paper comprises an introduction followed by four main sections.
The first section covers the literature review and theoretical framework. The second
section discusses the research design along with the sample selection and data collection.
The third section addresses the results of the analysed data and the interpretation of the

estimated hypotheses. The conclusion of each paper is drawn in the final section.
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Chapter Two

Corporate Governance and the Content of Corporate Social
Responsibility and Risk Management Disclosures

2.1 Introduction

The banking sector was the centre of the recent financial crisis and has come under
increasing pressure to consider the long-term view of their relations with shareholders in
particular and stakeholders in general, and to respond to and acknowledge the need for
more transparency and societal commitment (Barth and Landsman, 2010; Matten, 2006;
Money and Schepers, 2007; Gill, 2008; Buchholtz, Brown and Shabana, 2008; Grove,

Patelli and Victoravich and Xu, 2011).

Banks, as financial intermediaries, are the backbone of the economy playing a
major role in managing clients’ assets and financing other industries as well as households
(Howells and Bain, 2008). As a consequence of the financial crisis they lost stakeholders’
trust and the crisis panic started when investors were faced with poor information
hindering them from assessing the level and location of risk causing financial
intermediaries to stop dealing (Gorton, 2009). A survey conducted after the financial crisis
found that 57% of banks’ customers believed that opportunities to rebuild customer trust in
the banking sector were low and gaining trust might be through effective communication

(Market Watch: Financial Services, Nov. 2009).

Previous studies suggest that firms' corporate social responsibility (CSR) activities
and CSR reporting might positively influence firms' performance, trust and reputation as

well as risk profile (Aguilera, Williams, Conley and Rupp, 2006; Simpson and Kohers,
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2002; Scholtens, 2008; Salama, Anderson and Toms, 2011; Ghoul, Guedhami, Kwok and
Mishra, 2011). The importance of CSR activities becomes more of value in regulated
industries where negative effects might impact not only investors' but also regulators'
reputation. Moreover, the impact of CSR activities on firms is most likely determined by
effectively communicating them to the largest group of stakeholders (McWilliams and
Siegel, 2001; Godfrey, Merril and Hansen, 2009). Indeed, providing information about the
level of community involvement, such as social activities, charitable contributions,
environmental projects and developing human capital, will act as a dialogue between the
bank and its stakeholders to achieve their acceptance and convey the message that the bank
is financially healthy and responding to society's obligations (Simpson and Koher, 2002;
Gray, Kouhy and Lavers, 1995b; Rowley, 1997). In addition, CSR information might be
used as a marketing tool to raise awareness (McWilliam and Siegel, 2001). Therefore, CSR
information is demanded by investors interested in dealing with socially responsible firms

(Holder-Webb, Cohem, Nath and Wood, 2009).

On the other hand, having a look at US banks from the risk management (RM)
angle shows that banks are not adequately disclosing risk management information to their
stakeholders and their current risk disclosure practices need improvement (Lewis, 2006).
Disseminating information concerning portfolio quality and risk levels might assist in
managing clients’ uncertainty and transmit the impression that clients’ assets are properly
safeguarded (Hubbard, 2000). In general, companies satisfy the need for information to
assess their future position and manage uncertainties by providing information beyond
what is required (Meek, Roberts and Gray, 1995). Moreover, Merton (1987) found that
investors react to the diffusion of information instantly once it is received and mentioned

that investors having incomplete information will not be stockholders.
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As the relationship between the firm and its stakeholders is based on the positive
exchange of benefits (Bear, Rahman and Post, 2010), and risk information is important to
any party interested in the firm in order to assess its risk profile (Linsley, Shrives and
Crumpton, 2006), one might expect that a bank with more effective corporate governance,
in particular higher board independence, larger board size and CEO duality, will provide
better content of CSR and RM disclosures than banks with less internal corporate
governance mechanisms. Indeed, boards of directors can exercise a vital role in setting and
overseeing the proper implementation of companies’ CRS standards (Mackenzie, 2007)

and providing quality reporting (Cohen et al., 2004).

Consequently, the current study seeks to examine whether corporate governance
influences the content of CSR and RM disclosures in US-listed national commercial banks’
annual reports. The focus on annual reports is due to their importance and being checked
by insiders and outsiders as key documents revealing management messages and firms'

strategies.

Traditionally, previous literature lacks such studies (Li, Fetscherin, Alon,
Lattemann and Yeh, 2010; Kolk and Pinkse, 2010; Spitzeck, 2009; Gill, 2008), since
previous CSR studies were either examining the trend of CSR or the interrelationships
between CSR and firms' reputation as well as firms’ characteristics, such as performance,
number of branches and listing status (Haniffa and Cooke, 2005). On the other hand, the
studies that examined the relationships between corporate governance and the level of
voluntary disclosure were either based on a sample that excluded the financial sector, due
to its special disclosure requirements, or used a pool of financial and non-financial firms.
This ignores the difference in the reporting regulation and the regulatory bodies governing

the banking sector and mandating special reporting requirements. The present study
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examines a unique sample of US-listed national commercial banks and uses a content

analysis technique to measure the content of disclosures.

The findings suggest that banks with a higher proportion of independent directors,
larger board size and CEO duality are more inclined to communicate their social profile
through enhanced content of CSR disclosure in annual reports. These results imply that the
diversified backgrounds of boards with higher independence and larger size promote more
transparency and consideration to disclose better content of CSR information. Since banks
are complex organisations, a relatively large number of directors assist in having more
accumulated experience and distributing the workload, which impacts on the bank’s
attitude towards stakeholders. Role duality is also found to be positively associated with
CSR disclosure content, implying CEOs' interest in signalling their ethical standards to

stakeholders either for personal benefit or to reflect a bank’s behaviour.

With respect to risk management disclosures, the results suggest that banks with
larger board size, higher proportion of independent directors and CEO duality are more
inclined to communicate their risk management practices through enhanced content of RM
disclosure in annual reports. However, and in contrast to CSR, audit committee financial
experts are positively related to the content of RM disclosure. This might be due the role of
audit committee in ensuring a proper internal control system, safe risk environment and the
integrity financial statements. The findings also suggest that banks’ leadership might use
CSR and RM disclosure in annual reports not only to market the banks’ activities to its

stakeholders but also to signal the quality of the bank’s corporate governance.
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The following sections provide a review of the literature and theoretical framework
followed by the research design and the hypotheses testing. This is followed by the results
discussion section. Finally, the conclusions and research limitations are discussed in the

last section.
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2.2 Literature review and theoretical framework

2.2.1 Literature review

Corporate governance could be seen as the mechanism of managing the internal and
external network of relationships (Aguilera, Williams, Conley and Rupp, 2006; Money and
Schepers, 2007). It was defined by Donnelly and Mulcahy (2008) as “a set of control
mechanisms that is specially designed to monitor and ratify managerial decisions, and to
ensure the efficient operation of a corporation on behalf of its stakeholders”. Corporate
governance is influenced by society norms and values (Mackenzie, 2007) as well as
political and legal legislations, such as the Sarbanes Oxley Act 2002 (Aguilera et al.,
2006). Banks’ governance in particular might be more sensitive to society influences since
depositors, who form a major part of a bank’s stakeholders, are the core-funding source
(Grove, Patelli, Victoravich and Xu, 2011). Therefore, effective governance which
efficiently monitors management behaviour, avoids the risk of ethical violation and bad

reputation (Arora and Dharwadkar, 2011).

The traditional scope of corporate governance, as controlling and directing
companies (Cadbury, 1992) and managing agency conflicts, to maximise shareholders'
value (Gill, 2008), has been developed (Money and Schepers, 2007) to include firms' CSR
behaviour and balance between social and economic objectives (Buchholtz et al., 2008;
Balasubramanian, 2012). Social responsibility is becoming part of corporate governance
and on the agenda of both CEOs and boards of directors (Spitzeck, 2009). Its importance in
managing the needs not only of shareholders but also a broad group of stakeholders is
captured by effective corporate management (Pava and Krausz, 1996), since neglecting

stakeholders’ expectations might hinder the achievement of the firm's goals (Kolk and
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Pinkse, 2010). Consequently, CSR turned to be more integrated with corporate
governance, blending the social aspect in decision- making and considering the interest of

employees, clients and society in the same manner as shareholders' interest (Gill, 2008).

Corporate governance is likely to enhance the monitoring level which in turn
provides higher assertions to shareholders (Chen and Nowland, 2010). Its effectiveness
provides assurance to shareholders that management is acting to the best of their interest,
that maintaining acceptable values and operations will sustain in the long-term;
consequently firms with better corporate governance are likely to be less risky and have
better firm's value (Chen, Chung, Hsu and Wu, 2010). In contrast, weaknesses in
governance might influence firms' transparency and lead to poor financial reporting

(Cohen, Krishnamoorthy and Wright, 2004).

In promoting confidence and illustrating current and prospected achievements or
goals, companies disseminate information to the public tackling several business aspects
and reflecting firms’ transparency. The need for information to assess a firm's position and
lower uncertainty level might be satisfied by disclosing voluntarily information beyond
what is required (Meek et al., 1995). One of the mediums used by companies to transmit
information is their annual reports, which are divided into two main sections: the
legislative mandatory reporting requirement (financial statements and their related notes)
and the voluntary reporting (Stanton, 2002). The voluntarily-released information might
include both qualitative and quantitative information, such as corporate general and
strategic information, environmental information, social responsibilities, non-mandatory

financial and market information.
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The level of disclosed information reflects companies’ transparency and provides
different users with needed information, which assists in lowering the level of uncertainty
and decreasing investors’ vagueness (Poshakwale and Courtis, 2005). It was noticed that
the demand for CSR activities and information was increasing, as investors interested in
social responsibility investments needed related information which could not be found in
the traditional financial reports (Holder-Webb et al., 2009). From a risk management angle,
banks are not adequately disclosing risk management information to stakeholders and their

current risk disclosure practices need improvements (Lewis, 2006).

Several studies were conducted to examine the relationship between different
corporate governance factors and the level of voluntary disclosures in general or a
dedicated disclosure segment in particular. These studies were conducted on developed,
emerging, and transforming economies and different results were reached. The following
section presents a critical review of some prior research that investigated the determinants
and implications of CSR and RM disclosures as well as voluntary disclosures in general.
Reviewing voluntary disclosures studies is valuable as they include the CSR disclosure
within the non-financial voluntary disclosures and additional risk information within the
financial and strategic voluntary disclosures. In doing so, a comprehensive review to
various disclosure studies will be conducted to help in aligning the present study and

achieving the optimal results.

The World Bank defined CSR as activities looking for society welfare and
enhancing business progress “Corporate social responsibility is the commitment of
businesses to contribute to sustainable economic development by working with employees,

their families, the local community and society at large to improve their lives in ways that
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are good for business and for development” (Starks, 2009, p. 465). The engagement in
CSR might have both financial and strategic advantages (Kolk, 2010; Standburg, 2005).
The voluntary aspect of social activities and reporting on them might help firms mitigate
risks and achieve better performance due to the trust, buffer of goodwill developed and the
accompanied competitive advantage (Gill, 2008; Money et al., 2007; Aguilera et al., 2006).
This is one of the reasons why investors increasingly require boards and managers to

engage in CSR and report on this engagement (Kolk and Pinks, 2010).

Banks as financial intermediaries, bridging between lenders (the depositors) and
borrowers, need a high level of trust and ethical behaviour to succeed. Demonstrating
ethical behaviour and commitment could be through developing social products, helping
charities, assisting in education and health care (McWilliams and Siegel, 2001). CSR
disclosure, which is according to Revert (2009) defined in the literature as the voluntary
interaction between the firm and its stakeholders through addressing their social and
environmental issues within business activities, assists in developing their reputation and
shaping their image (Branco and Rodrigues, 2006). Consequently, by engaging and
reporting on CSR, companies strengthen the link with their stakeholders and maintain their
existence, business growth, and continuity (Branco and Rodrigues, 2006). Indeed, social
responsibility assists in strengthening customers’ brand loyalty and motivates employees

(Mackenzie, 2007).

From the financial view, Simpson and Kohers (2002) evidenced a clear link
between bank social performance and financial performance. They argued that addressing
non-stockholders' needs and reporting on firm community involvement positively affect

firms' performance and develops trust with stakeholders. Moreover, firms’ participation in
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social responsibility is reflected on a firm's value by having lower cost of capital and less
risk (Ghoul et al., 2011). This might be due to the influence of social reputation in reducing
a firm's systematic risk which is affected by risk of claims and social violation (Salama,
Anderson and Toms, 2011). As a result, socially responsible firms are less subject to future
penalties resulting, for example, from employees’ disputes, product safety as well as

consumer fraud (Waddock and Graves, 1997).

In building marketing strategies, banks might differentiate their products and
services to develop a new market need or to get a better price for an existing service
(Mcwilliams and Siegel, 2001). CSR and CSR reporting might be used as a diversification
strategy and a marketing tool to raise customers' and investors' awareness of those who are
interested in dealing with firms having a high social responsibility attitude and is
delivering social products. This increases the demand for CSR activities and reporting, as
investors interested in social responsibility investments need related information which
cannot be found in the traditional financial reports (Holder-Webb et al., 2009). Moreover,
from signalling-theory perspective, company performance is linked to the level of
voluntary disclosed information (Watson, Shrives and Marston, 2002). Therefore, banks
are motivated to disclose CSR information to reflect their community investment activities

as a signal of good standing and healthy financial position.

Within the context of CSR and firm performance relationship, Scholtens (2008)
argued that providing a proper set of information discussing management activities,
resources allocation, financial position and market competitiveness assists in evaluating a
firm's risk. Scholtens (2008) assessed CSR performance of 32 international banks covering

the United States, the Pacific and Europe in both the years 2000 and 2005. Scholtens
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mentioned that there is no optimal methodology used in previous studies to quantify banks’
involvement in social responsibility to be able to follow. Therefore, he identified four CSR
categories and developed a framework that divided the four categories into 29 CSR
indicators. The four social responsibility categories were as follows, “code of ethics and
sustainability reporting, environmental management, responsible financial products and
social conduct”. The content of sustainability and CSR reports as well as websites was

reviewed and a CSR score was assigned to each bank.

The results of the study indicated that in general banks are becoming more involved
in social responsibility and it is more spread among the financial sector. In addition, the
regression analysis results provided a strong support to the relationship between CSR score
and bank financial performance and size. These results were explained from the view of
stakeholder theory mentioning that companies are part of their society and they should be
coherent with it, appreciate its values and behave to the best of its interest in order to
maintain their social contract. In conducting CSR activities and reporting on their
achievements, they reflect their appreciation to society values shaping their image and
strengthening the link with stakeholders to preserve their existence, business growth and

continuity.

The content of social responsibility disclosures using a sample of Portuguese banks'
annual reports in 2004 was also analysed by Branco and Rodrigues (2006). A scoring sheet
was developed to analyse the content of social disclosures, giving one point for each CSR
theme discussed in the annual report across the four social responsibility categories. The
study concluded that banks with a higher number of branches, which makes them more

monitored by the public, disclose more CSR information to enhance their image. This
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assisted banks in differentiating themselves from peers, “community involvement as part
of the legitimating strategies when compared with less known banks” (Branco and
Rodrigues, 2006, p. 244). Furthermore, it was noticed that banks are motivated to report on
their CSR and especially human capital information since they are an essential asset as

banks and investors demand such information in their assessments.

The study added that social and environmental issues are not only important to
manufacturing companies that may cause damage to the society, but also applicable in the
banking industry. Banks are operating through several branches and they consume a
considerable amount of energy and paper and consequently this will generate waste.
Therefore, the public will be interested in knowing banks’ policies and treatments

regarding all similar issues, such as recycling.

Using the content analysis technique to assess CSR disclosures in the UK
companies’ annual reports, Gray et al. (1995b) examined the change in trend and type of
CSR disclosure across 13 years. In studying the change in CSR trend, the researchers
divided CSR into four main categories, which are employees, environment, community,
and customer service. Gray et al. found that community and environmental disclosures
varied across time and witnessed considerable increase in the early 1990s and were
affected by firm size. The study added that companies are using environmental disclosures
to maintain a good relationship with stakeholders and as a defence tool against pressure
groups. CSR in general is being used as “wax and wane” to capture public awareness
toward the firm’s brand, however companies should not expect better profitability within a

short term period. These results were related to stakeholder theory since the continuity of
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companies is linked to stakeholders’ support and acceptance, which could be achieved by

engaging in CSR activities and communicating them.

Focusing on one type of CSR disclosure, Toms (2002) found that environmental
disclosures in the annual reports significantly assisted in the development of environmental
reputation, arguing that annual reports are the quality channel to signal environmental
investments. The reputation rate for 215 UK firms in 1996 and 1997 were obtained from
“Management Today survey of Britain’s most admired Companies”. The environmental
disclosures were rated from zero to five; a zero rate was given if no disclosures were
presented in the annual report and a rate of five if the disclosures presented information
discussing the environmental plans as well as their implementation and results. The overall
disclosure score was a dummy variable: one was assigned if the disclosed information was
above required level and zero otherwise. Other company publications were reviewed only
if the annual report mentioned that additional information was provided. The study found
that better environmental disclosures led to better reputation, which in turn developed the
firm's intangible asset “reputation is arguably the most important of intangible assets”,
adding that corporate governance could influence the development of corporate reputation
(Toms, 2002, p.259). Moreover, the study concluded that the reputation of the firm
affected the level of systematic risk and consequently enabled the firm to raise capital

cheaper.

Corporate governance and corporate social responsibility are considered jointly and
systematically interrelated and therefore firms with strong corporate governance are likely
to be involved in more CSR activities and reporting on them (Jamali, Safieddine and

Rabbath, 2008). Similarly, Hess (2007) noticed that CSR reporting integrates with

35



Chapter 2 Corporate governance and the content of CSR and RM disclosures

corporate governance mechanism to ensure room for accountability and reflect the firm’s
transparency and stakeholders’ engagement, “Corporate social reporting has the potential
to become a successful and effective form of New Governance regulation” (Hess, 2007, p.
470). Hess, according to feedback obtained from executives at one of the big four audit
firms, mentioned that companies can benefit from the expansion of their social disclosure
practice by enhancing their image and reputation. However, the benefit of social reporting
will be at the cost of disclosing information. The company will pay the cost of preparing
and providing unfavorable disclosures that might be used by competitors; on the other
hand, social disclosures users are also paying a high cost due to the volume of unrelated or
unreliable disclosed information. Therefore, the study recommended a more structured
system of social reporting to ensure transparency and maximise the benefit from the

disclosed information for both users and companies.

The empirical link between governance attributes and information was examined
by Lim, Matolcsy and Chow (2007). They indicated that board composition determines the
level of forward-looking and strategic-voluntary disclosures, but not affecting the level of
historical quantitative and non-financial disclosures. They argued that appointing non-
executive directors on the board might manage agency issues due to their independent
supervision of management activities. Their presence encourages management to provide
more information above what is required in order to maintain their reputation. On the other
hand, inside directors have different motivations to provide information resulting from the
link between their compensation and firm performance. Therefore, executive directors
might be interested in disseminating information to demonstrate their performance and
proper decision taking. This protects the firm from stock undervaluation and minimises the

risk of unseemly valuation.
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Lim, Matolcsy and Chow (2007) examined the annual reports of 181 non-financial
and mining Australian companies for the period ended 2001, using a checklist to measure
the unweighted voluntary disclosure score across 67 disclosure items. The results showed
that the level of the full disclosure score is explained by the percentage of independent
directors on the board. However, the independent directors influence the level of forward-
looking quantitative and strategic disclosure level, they did not affect the level of non-
financial and historical disclosures. In addition, a positive association was found between
the level of voluntary disclosure and firm size, industry type and price to book value; while
the level of disclosure was not explained by the size of the audit firm. ROA was correlated
with the level of historical voluntary disclosure reflecting company’s intention to disclose
historical results when they have good performance, and lower level of information when

they have poor performance.

CSR disclosures in particular and the governance environment was examined by Li,
Fetscherin, Alon, Lattemann and Yeh (2010) using a sample of 105 companies from the
emerging markets, Brazil, Russia, India and China. The study argued that the disclosure of
CSR is the result of stakeholders' demand for more community involvement and better
transparency. CSR disclosures in 2007 annual reports, websites and social responsibility
reports were assessed and classified in to three categories. The first category was the
“motives for CSR activities”, which included items related to “value driven, performance
and stakeholder-driven”. The second category was the “managerial CSR process”, which
included items related to the activities conducted by the company such as “sponsorships,
voluntarism, code of ethics, health and safety”. The third category was “stakeholders’

issue”, which included items related to “community, employees, suppliers, shareholders
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and customers”. The CSR score was computed according to the number of items

communicated. The total score was the sum of points given in all the three categories.

The results of the multiple regression analysis showed that the percentage of
independent directors on the board and the separation between the role of the chairman and
the CEO were significantly associated with the intensity of CSR disclosures. It was
mentioned that CSR disclosures are becoming part of the firms' social marketing strategy
and they are positively influencing the firm's image. Moreover, the study indicated that the
size of the firm, measured by the volume of total sales, was positively related to the

intensity of CSR communicated.

In contrast, Bear, Rahman and Post (2010) examined a sample of 51 firms in the
healthcare industry selected from the “Fortune 2009 World’s Most Admired Companies”
and found a statistical relationship between CSR and CEO role duality. CSR performance
was also found to positively influence firms’ reputation as stakeholders relationship is built
on positive trade of benefits. The study mentioned that the results of a survey conducted by
“Mercer Investment Consulting” found that 46% of the investors take into consideration
firm’s corporate governance, corporate social and environmental practices in their analysis

and resulting decisions.

Barnea and Rubin (2010) explored the conflict of what benefit will be generated
from investing in CSR, highlighting that companies increased their investments in CSR
activities in the previous years as they support firm’s value maximisation. The study used
the ‘Kinder Lydenburg Domini’ (KLD) rating to develop the CSR variable for 2,649 US

firms. The CSR variable was a dummy variable given the value of one if the company was
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classified as socially responsible and zero if classified as socially irresponsible. The
leverage and CEO duality were introduced into the model in addition to the ownership

variables.

The results of the OLS regression showed that leverage and inside ownership were
negatively associated with the CSR rating, while CEO duality was not statistically
significant. However, they argued that managers might conduct and report CSR as this
might enhance their reputation and reflect their good practices toward society. The results
reflected the interest of inside directors in limiting the investments in CSR activities unless
they will incur low cost. Moreover, companies experiencing high debt have low

opportunities to invest in social activities due to cash unavailability.

Johnson and Greening (1999) examined the association between outside directors
on the board and two dimensions of firms’ social performance. In doing so, 252 US
companies from the KLD database were randomly drawn and their corresponding social
performance regarding people (“community, women and minorities, employee relations’)
and product quality dimensions (“environment and product quality”’) were obtained for the

year 1991.

The result evidenced consistent and significant positive relationship between CSR
and the proportion of outside directors. Firm size and performance (ROA, ROE, and ROS)
were tested as control variables evidencing a positive correlation with the people
dimension and a negative correlation with the product quality dimension. The study

concluded that according to agency theory, the outside directors tend to encourage CSR
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practices to reflect the alignment of their performance with shareholders interest and

companies’ long term benefit.

Analysing the responses of 307 questionnaires conducted on US board members in
the service industry, Ibrahim, Howard and Angelidis (2003) examined the relationship
between CSR and board independence. The results of the Manova analysis validated their
assumptions and supported Johnson and Greening (1999) that outside directors gave more
concern to society than insiders due to their background diversity. The analysis evidenced
that outside directors have a significantly different attitude and are more committed to CSR

than inside directors.

Reverte (2009) examined the determinants of CSR in a sample of 46 Spanish-listed,
non-financial companies in the years 2005 and 2006. Reverte argued that CSR disclosures
are an important mechanism used by management to satisfy stakeholders' need for
information and that stakeholder theory is relevant in illustrating firms' CSR behaviour,
“the stakeholder theory explicitly considers the expectations impact of the different
stakeholder groups within society upon corporate disclosure policies” (Revert, 2009, p.

353).

The results were based on CSR score and content rating obtained from the
‘Observatory on corporate social responsibility” (OCSR) that issued a report on the
disclosure practice of all companies included in ‘IBEX35” index. The results suggested
that companies which are more visible to the public disclose more CSR information.
Moreover, the study supported the relationship between company size measured by the log

of market capitalisation and the content of CSR disclosures. Conversely, the analysis
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showed that both profitability measured by return on assets and leverage were not
significant in explaining the variation in the content of CSR disclosures. Furthermore, it
was mentioned that companies in the manufacturing industry disclose more environmental
and safety disclosures, while companies in the financial and services sectors tend to

disclose more social responsibility disclosures.

Money and Schepers (2007) conducted an exploratory study and captured data
through interviews held with 13 UK companies’ senior corporate governance and social
responsibility practitioners. The results obtained from the interviews as well as the review
of companies’ websites and social responsibility reports reflected an increase in the social
responsibility practices in the previous years and a look toward a long term strategic
perspective, instead of a short term performance view only. One of the conclusions drawn
was the direct link between the shareholders and stakeholders value. The study found that
management is using CSR activities to manage risk indicators and enhance a firm's
performance. This could be achieved through the reputation and trust obtained from the
relationship built between the company and its stakeholders as a result of their social

behaviour.

In reviewing risk disclosure literature, | found that risk disclosure in the banking
industry has been examined by different researchers highlighting interesting results. The
article by Lewis (2006) pointed out that banks are not adequately disclosing risk
management (RM) information to their stakeholders, and that their current risk disclosure
practices need improvement. For example, only half of the banks disclosed the methods
used in computing their risk ratios; Moody’s recommends banks to disclose more risk

management information due to its importance in deriving credit rating, “banks' risk
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management and disclosure practices are increasingly taken into account in their credit
ratings” (Lewis, 2006, p. 8). Indeed, enhanced risk management disclosures by disclosing
voluntarily information concerning bank risk and capital adequacy can be used as a
mechanism to discipline the market and complement the regulators' supervision without

one replacing the other (Estrella, 2004).

The association between the disclosures of maturity gap and interest rate risk was
examined by Ahmed, Beatty and Bettinghaus (2004) using a sample of US commercial
banks that submitted the ‘Report of condition and Income’ for the years from 1989 to
1997. This period witnessed a large variation in interest rates compared to other periods.
The study found evidence supporting the relation between maturity gap disclosures and
interest rate risk, “a single, disclosed number, maturity gap, could be very informative

about this important risk” (Ahmed et al., 2004, p.224).

By testing the association between a one-year maturity gap and the changes in the
interest rate after one year, Ahmed at al. (2004) showed that the one-year maturity gap was
significantly related to the changes in the interest rate of not only one year ahead but also
for three years ahead. Moreover, the maturity gap disclosure was correlated with the
changes in interest rate income. The study concluded that maturity gap disclosure could be

more informative than the information presented in the bank’s financial statements.

The few risk disclosure researches, especially in the banking sector, and the lack of
support for the development of risk reporting, triggered Linsley, Shrives and Crumpton
(2006) to investigate the practice of risk disclosure in a sample of UK and Canadian banks'

annual reports, “Risk disclosure is still evolving within the academic literature and
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therefore suggestions are made for further empirical research” (Linsley et al., 2006, p.268).
The study selected RM disclosures to explore the nature and types of information disclosed
as well as the relationship with other variables such as size, profitability and risk definition.
They argued that risk information is important to any party interested in the firm in order to
be able to assess its risk profile. Moreover, the Basel committee recommended the
enhancement of bank transparency through the disclosure of six categories that include risk
management and risk exposure as two significant categories. The importance of risk
disclosure is derived from its ability to be used as market stabiliser to discipline banks with
poor performance and risk profile as well as encourage banks with adequate risk

management.

The examined sample that covered eighteen UK and Canadian banks similar in size
was selected from ‘The banker 2002’ that ranks the top 1,000 banks. The content of risk
disclosure practice was examined by sentence count rather than word count to have a more
reliable disclosure score. The risk disclosure was divided into six types which are “Credit
risk, market risk, interest rate risk, operational risk, capital structure and adequacy risk and
risk management framework and policies”. A scoring grid was developed based on
previous studies to count risk disclosure sentences and to categorise the quantitative and

qualitative disclosure sentences into good news, bad news and future news.

The findings support a positive relation between bank size and the content of risk
disclosure, using the total assets and market capitalisation as a proxy of size. In contrast, no
association between the content of risk disclosure and profitability as well as risk level was
found. This was explained by either the ratio of book-to-market value was not the proper

proxy for risk level, or banks are interested in keeping their risk practices confidential and
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not to be publically spread. Moreover, the study found that the number of risk disclosures
Is associated with the number of risk definitions. This is important, since defining the risk
will provide a clear understanding to the reader on the type and scope of risk being
discussed and avoid undesired conclusions. The study also noticed that the content of
quantitative and future risk disclosure was significantly less than the content of qualitative

and historical information.

The effect of banks disclosure quality and timeliness on market was examined by
Penas and Tumer-Alkan (2010). The examination was performed using a sample of listed
Turkish banks for the period from 1995 to 2001, the period before the Turkish liquidity and
currency crisis. The accounting and financial data was collected quarterly and adjusted for
any stock split or dividend distribution. The researchers selected the variation in non-
performing loans, maturity gap and currency mismatch as explanatory variables and proxy
of financial fragility. By employing the OLS, the study found that shareholders and stock
participants were negatively impacted by the financial indicators such as maturity gap and
non-performing loans. This reaction was explained by shareholders' concerns regarding
bank performance and future profit. In contrast, shareholders were positively impacted by
the disclosure of good news such as profit increase. The study concluded that disclosing
information in a timely manner is highly important, however it should not affect
disclosures' reliability. Such bank disclosures can act as a monitoring tool by stock

participants and a discipline to the market.

The influence of independent directors on enhancing the comprehensiveness of
financial disclosures, board monitoring and transparency was examined and evidenced by

Chen and Jaggi (2000). 87 listed firms in Hong Kong were selected covering the two years,
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1993 and 1994, and diversified across twenty-four industries. Annual reports were
examined and the comprehensiveness of mandatory financial disclosure as a dependent
variable was assessed according to the quality and extent of information provided. The
overall disclosure score was computed by dividing the sum of disclosure types score by the

maximum score in order to get the dependent variable value.

Employing the OLS, the study found that a positive correlation exists between the
proportion of independent directors and the comprehensiveness of financial disclosures.
This relation was weakened in the case of family-controlled companies. Therefore, the
study argued that the higher the percentage of independent directors on the board the
higher the influence will be on management to provide more information and to show
transparency. In addition to the independent directors and the family control, a set of
control variables were examined and the analysis showed that the comprehensiveness of
financial disclosures is affected by the total sales and the size of the audit firm. The other
control variables, such as liquidity, debt over equity, net sales and market value of equity

were not significant to explain the comprehensiveness of disclosures.

The trend and quality of value at risk disclosure by US, Canadian and international
commercial banks were examined by Perignon and Smith (2010). The study started
computing the annual value at risk disclosure in the annual reports of ten US commercial
banks for the period between 1996 and 2005 and then expanded the analysis to cover
Canadian and international banks. They found that value at risk disclosure is beneficial in
forecasting the change in the future trading return and the relation between them is likely
to be linear. The study evidenced a growing trend in the information quality disclosed by

the commercial banks over the period of the study.
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While the previous literature explored the CSR and RM disclosures, the following
set of studies will spotlight on some studies conducted on the association between
corporate governance and the voluntary disclosure practice. Voluntary disclosures consist
of financial and non-financial disclosures such as social disclosures, strategic information
and risk ratios. Previous studies examining the association between corporate governance
and voluntary disclosures refer to the board characteristics role in facilitating a high degree

of transparency.

Cheng and Courtenay (2006) studied the association of the level of voluntary
disclosure with board of directors’ role, board size and CEO role duality. The reported
results showed that the proportion of independent directors was associated with the level of
voluntary disclosure and the higher proportion of independent directors led to a higher
level of voluntary disclosure. On the other hand, board size and CEO duality were not
associated with the level of voluntary disclosure. The study identified that the existence of
a regulatory environment strengthened the relationship between the independent directors
on the board and the level of voluntary disclosure. These conclusions were based on the
results of the cross-sectional OLS regression analysis conducted on 104 non-financial
companies distributed along eight industries and listed on the Singapore Stock Exchange in
2000. The level of voluntary disclosure was measured based on a checklist consisting of
three main categories: business data, management discussions and forward looking
information. Each disclosure item was rated according to its importance in investment

decisions by investors and financial analysts.

Another study was conducted by Eng and Mak (2003) and achieved different

results when using a sample of financial and non-financial companies listed on the
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Singapore stock exchange. Eng and Mak examined the effect of ownership structure and
board composition on the extent of voluntary disclosure. The ownership structure was
attributed by managerial ownership, block-holder ownership and government ownership,
while the board composition was measured by the percentage of independent directors. A
disclosure score sheet was developed to measure the level of strategic, financial and non-
financial information, such as employees and product information presented in the annual
reports. The disclosure level was measured as the total score of disclosed items across the
three mentioned categories. By employing the OLS regression on a sample of 158 firms
listed at the end of 1995, the study found that lower managerial ownership and significant
government ownership increased the level of voluntary disclosure. On the other hand, it
was found that a higher proportion of independent directors was inversely proportional to
the level of voluntary disclosure. They argued that the enhanced level of monitoring
provided by the higher proportion of independent directors replaces the need for more
disclosure. The study also found that larger firms as well as firms having lower debt had a
higher level of voluntary disclosure. The remaining control variables; industry type,
auditor, profitability and growth opportunity were not significant with the extent of

voluntary disclosure.

Using a sample of 51 listed Irish companies, Donnelly and Mulcahy (2008)
employed the Poisson regression to examine the influence of the board structure on the
extent of voluntary disclosure. The voluntary disclosure list was divided into three
segments, which are strategic, financial and non-financial information. The level of
voluntary disclosure was computed as the sum of disclosed items. The study found that the
level of voluntary disclosure was positively correlated with the proportion of non-

executive directors on the board and none-CEO duality. On the other hand, the managerial
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and institutional ownership was not statistically significant with the level of voluntary
disclosure. Moreover, the study found that firm size as well as board size was associated

with the level of voluntary disclosure.

While the previously discussed studies identified opposing relations between the
level of voluntary disclosure and the independent directors on the board, Ho and Shun
Wong (2001) found that the level of voluntary disclosure was not influenced by the
proportion of independent directors. Ho and Shun Wong tested the relationship between
the voluntary disclosure and four corporate governance attributes using a sample of 92
listed companies in Hong Kong, covering multiple industries. The study identified twenty
voluntary disclosure items to compute the dependent variable, the level of voluntary
disclosure and to test its relationship with the independent variables, the proportion of
independent non-executive directors on the board, existence of an audit committee, CEO
role duality and the proportion of family members on the board. The multiple regression
results showed a positive relationship between the existence of an audit committee and the
extent of voluntary disclosure, and a negative relationship with the percentage of family
members on the board. The remaining two corporate governance explanatory variables,
CEO role duality and independent directors on the board, were not supported by the tested
model. With respect to the control variables, only firm size measured as log of total assets
was found to impact the level of voluntary disclosure, while profitability, leverage and

assets in place were not associated with the level of disclosure.

The positive relationship between the existence of an audit committee and the level
of voluntary disclosures was supported by the study conducted by Barako, Hancock and

Izan (2006). Barako et al. (2006) examined the association of ownership structure as
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corporate governance proxy in addition to a set of company characteristics with the level of
voluntary disclosure. The study was conducted on 43 listed Kenyan companies across four
economic sectors: agricultural, commercial and services, finance and investment and
industrial sectors. A voluntary disclosure index of 47 items, including both CSR and
financial disclosures, was used to measure the level of voluntary disclosure in the annual
reports. Each disclosure item was scaled from zero to four in order to weight the disclosure
according to its importance. The disclosure checklist was categorised into four groups; the
first group covered the strategic and general disclosures, the second group included
financial non-mandatory data, the third group consisted of forward-looking data and the

fourth group included the social responsibility disclosures.

The results of the multivariate analysis showed that the presence of an audit
committee, institutional and foreign ownership, are significant factors and positively
impact the level of voluntary disclosure, while the proportion of the non-executive
directors on the board is negatively related to the level of voluntary disclosure. The study
also concluded that large companies proxied by total assets and companies having high
debt ratio disclose more information. All other tested variables, board leadership structure,
liquidity, profitability, and the external audit firm, had no impact on the extent of voluntary
disclosure. As robustness tests, the study examined the set hypothesises using the

unweighted disclosure score and consistent results were obtained.

The impact of board independence and CEO role duality was also examined by
Chau and Gray (2010) using evidence from Hong Kong. The results supported Cheng and
Courtenay (2006) regarding the positive relation between board independence and

disclosure level and contradicted with their conclusion as having no influence on the CEO
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duality on disclosures. Chau and Gray (2010) examined a sample of 273 non-financial
companies listed on the Hong Kong stock exchange in the year 2002. The level of
disclosure was measured using the unweighted score, i.e. the count of disclosed voluntary
items divided by the maximum score a company could achieve. The disclosure checklist
included, among others, disclosures on employees, research and development, social and
product safety as well as financial review information. Using the OLS regression, Chau
and Gray found that the percentage of non-executive directors on the board encouraged
voluntary disclosure, while family ownership and CEO duality were negatively correlated
with the level of voluntary disclosure. The impact of independent directors on the board
was mitigated by the effect of separation between the CEO and chairman responsibilities.
The researchers tested the impact of several control variables and found that among firm
size, return on equity, size of the audit firm (big four), growth rate and listing status, only

the size of the firm was positively associated with the level of voluntary disclosure.

The influence of role duality on the level of voluntary disclosure was examined in
Malaysian companies by Haniffa and Cooke (2002). Haniffa and Cooke indicated that
CEO duality and the proportion of family members on the board relate to the level of
voluntary disclosure. The study analysed 138 annual reports for the period ended 1995 for
companies listed on the Kula Lumpur stock exchange, excluding the financial sector, since
it is subject to different disclosure requirements. The level of voluntary disclosure, the
dependent variable, was measured using an unweighted index. It contained corporate social
disclosure items such as community involvement, relationship with employees’,
environmental, product and service information as well as strategy and capital market
disclosure items used in previous studies. Implementing the multiple regression analysis,

the study indicated that the proportion of family members and the separation between the
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role of the chairman and CEO were inversely associated with the level of voluntary
disclosure, suggesting that the executive chair might consider more voluntary disclosure to
satisfy the need for monitoring. This result opposed the agency theory, which argues that
the separation between the chairman of the board and any executive position is needed to
maintain proper control. The second main finding derived from the full regression model

was the absence of cultural factors' influence on the level of voluntary disclosure.

The clear relationship between the level of voluntary disclosure from one side and
the CEO duality and board independence on the other side identified in the above studies
was not the case when the same relation was examined using Canadian companies.
Labelle (2002) used the rates published by the ‘Canadian Institute of Chartered
Accountants’ (CICA) concerning firms' disclosure quality to examine their relation with
corporate governance practices. Labelle examined years 1996 and 1997 and showed the
absence of consistent association between the disclosure quality and the percentage of
independent directors on the board and the CEO duality. On the contrary, the size of the

company was found to be the most impacting explanatory variable.

While some of the previously-discussed studies evidenced a correlation between
the presence of an audit committee and the extent of voluntary disclosure, Ho and Shun
Wong, 2001, Barako, et al. 2006 and Li et al., 2008 investigated the effect of the audit
committee size in addition to the board structure on the level of intellectual capital
disclosure. The relationship between the intellectual capital disclosure and the corporate
governance structure was examined using a sample of 100 UK-listed companies' annual
reports issued in the period from March 2004 to February 2005. A checklist of 61

disclosure items was used to assess the level of disclosure through three measurement
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techniques. The first technique was the unweighted score obtained by calculating the sum
of disclosed items divided by the maximum number of defined intellectual capital
disclosure items. In the second method, the disclosure score was measured as the log of the
number of words related to intellectual capital disclosures. The third measurement
calculated the percentage of intellectual capital disclosure word count to the total annual

report word count.

The results of the multiple regression analysis indicated that there is a direct
correlation between the board composition and the three disclosure level measurements.
The size of the audit committee and meeting frequency were only associated with the
unweighted disclosure score and the word count. On the other hand, the study indicated
that CEO duality is not associated with the intellectual capital disclosure. The study
concluded that companies governed by efficient corporate governance practices tend to
disclose more information at a higher quality. Li et al. mentioned that independent
directors' concern to reduce information asymmetry and lower agency cost drives them to
enhance the level of disclosed information, while an active audit committee with more
members might enforce governance mechanisms and encourage transparency. As control
variables, firm size (log of sales) and ROA were significant with the extent of intellectual

capital disclosure.

The relationship between the corporate governance and the level of disclosures in
Australian companies was examined by Kent and Stewart (2008). The study examined the
disclosure extent regarding the expected impact of adopting the Australian International
Financial Reporting Standard (AIFRS). They argued that even if there is a mandatory

requirement to disclose a category of information, the extent of information provided and
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its comprehensiveness is determined by management. The quantity of information
provided was used to measure the level of disclosure, since more disclosures will enhance
informativeness and indicate higher transparency. The first measure used to assess the
extent of disclosures was the number of sentences providing information on the transition
and its effect on changing accounting policies. The second measure was an index capturing
the number of discussed accounting policy changes that would result from the adoption of

the standard.

The board of directors and the audit committee characteristics were selected as
corporate governance independent variables along with external audit firm rating. The
proportion of independent directors was used to measure the independence of the board of
directors and the audit committee, while a dummy variable was used to reflect the CEO
duality and the existence of audit committee. The number of directors on the board and the
audit committee was used to measure their size. In addition to the corporate governance
variables, the study introduced into the model the amount of intangible assets, tax loss,

geographical segments, industry and log of total assets as control variables.

All listed firms on the Australian stock exchange with a 30 June 2004 balance date
were selected, excluding firms that did not provide information or having missing figures.
The results showed that the size of the board relates directly to the extent of disclosure,
while audit committee size is negatively correlated with the extent of disclosure. Moreover,
it was evidenced that the CEO duality and the audit committee independence were not
associated with the disclosure level. The study found that companies that hired large

external audit firms disclose more information than companies that hired smaller audit
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firms. Kent and Stewart concluded that effective governance, aiming for quality

monitoring, discloses more voluntary disclosures.

Patelli and Prencipe (2007) hypothesised that the level of voluntary disclosure as an
external monitoring tool and the percentage of independent directors on the board are
positively associated, arguing that the existence of independent directors enhances the level
of disclosed information and assists in decreasing the agency cost. They mentioned that
acting as a director on the board and handling a managerial position might limit their
ability to monitor management activities. Patelli and Prencipe (2007) examined 171 non-
financial companies’ annual reports in the year ending 2002 and characterised by having
domineering shareholders. To ensure robustness of the results, both the weighted and the
unweighted disclosure scores were computed. Firm size, leverage, profitability, labour

pressure and residual ownership diffusion were used as control variables.

The regression results showed that, with both weighted and unweighted disclosure
scores, the level of voluntary disclosure is positively correlated with the percentage of
independent directors on the board, supporting the set hypothesis and aligned with agency
theory. Moreover, the study concluded that both the firm size and the percentage of shares
owned by shareholders having less than two per cent of shares contributed to the
explanation of the change in the level of voluntary disclosure. Therefore, the higher the
percentage of independent directors on the board and the larger the firm size, the higher the

level of voluntary disclosure and the less the information uncertainty and agency cost.

While the above studies examined the relation between the corporate governance
factors and the level of voluntary disclosure, other studies examined the same relation but

using a specific group of voluntary disclosure. Research by Laksmana (2008) studied the
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relationship between board structure and the level of voluntary compensation and
governance disclosures, obtaining results consistent with Eng and Mak (2003), Chau and
Gray (2010) and Donnelly and Mulcahy (2008). The study selected a sample of non-
regulated industries listed on the Standard & Poor’s and examined two periods, 1993 and
2002. The selected sample covered six industries; 64% of the sample was from the
manufacturing industry and the remainder from the retail, wholesale, services,
transportation, mining and construction. The total sample size was 218 firms in the year

1993 and 232 firms in 2002.

The extent of voluntary disclosure was measured based on a checklist containing 23
disclosure items using the unweighted score, i.e. the company was given one point if the
disclosure item existed and zero otherwise. Applying the ordinary least square (OLS) the
study found that board size is directly related to compensation information transparency,
showing that the higher the level of disclosed information the lower the information
asymmetry (Laksmana, 2008). The study argued that boards with a high proportion of
independent directors are characterised by low conflict of interest, wise assessment in case
of disagreement with management and act according to shareholders' interest. Therefore,
companies having a higher percentage of independent directors on their boards disclose
more compensation-related information, which enhances their reporting quality. Moreover,
they mentioned that having an adequate number of directors on the board will assist in
having proper distribution of responsibilities, which influences the effectiveness of

decisions.

The impact of CEO duality, the proportion of independent board directors and the

existence of an audit committee on the level of share options disclosure was examined by
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Forker (1992). Forker provided evidence supporting the relationship between the CEO
duality and disclosure level found by Chau and Gray (2010) and Donnelly and Mulcahy
(2008), while the results contradict Ho and Shun Wong (2001) and Barako et al. (2006)
regarding the audit committee impact. The study argued that the higher the level of
uncertainty the lower the monitoring ability and therefore, by providing quality disclosure,
uncertainties might be reduced and shareholders could assume more reliability. Examining
a sample of 182 firms selected on the bases of the largest and smallest 100 UK-quoted
firms, the study found that the quality of disclosures was negatively impacted by CEO
duality. However, the existence of an audit committee and the proportion of non-executive
directors on the board were marginally influencing the disclosure quality. Therefore, the
study concluded that audit committees and independent directors need to be more involved

in the monitoring of disclosures quality.

A trend analysis on the volume of environmental reporting across eight industries
was performed by Gibson and O'Donovan (2007) using the annual reports of 41 Australian
companies for the period between 1983 and 2003. The study showed that the volume of
environmental disclosure increased in three categories (financial, quantifiable non-
financial and descriptive environmental), and the percentage of companies reporting
environmental information increased from 27% in year 1983 to 100% in year 2003. The
number of companies reporting financial environmental disclosure increased from 3% in
year 1983 to 33% in year 2003 after achieving 41% in year 1996, while companies
disclosing descriptive environmental disclosures increased from 29% in 1984 to 100% in

2003.
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In addition to the studies that investigated the association between corporate
governance factors and the extent of voluntary disclosure, there is a considerable volume
of literature that examined the determinants of voluntary disclosures with respect to firms'
characteristics. Exploring this area enhances my understanding of the factors determining
the variation in voluntary disclosure level and contributes to aligning the research to

achieve the desired contribution.

The existence of a relationship between voluntary accounting ratios disclosure and
a set of company characteristics was assessed by Watson, Shrives and Marston (2002). The
study selected seven company characteristics that measure performance, profitability and
size. Watson et al. argued that according to the agency theory management disclose more
information to present their success and convince shareholders of their proper leadership.
At the same time, providing more information is likely to reduce uncertainty and lower the
cost of capital. The researchers also referred to the signalling theory that links the company
performance to the level of voluntary disclosure. Companies with good standing, clear
strategy and future growth will favour signalling their good news in the form of voluntary
disclosures. Moreover, they mentioned that according to the legitimacy theory, spreading a

company’s legitimacy can reduce monitoring and consequently other costs might decrease.

The study used ‘Times UK’s Top 1000’ list to select the large UK firms according
to their turnover. The selected sample covered 313 firms from the mineral extraction,
utilities, manufacturing and consumer goods and services. The financial data regarding the
period between 1989 and 1993 was requested from the selected companies and the
disclosure level was examined in the corresponding annual reports. The study used several

statistical techniques, such as the multivariate analysis and the stepwise model, to identify
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the independent variable that better explains the level of voluntary disclosure. They
concluded that performance measures have minimal effect on the disclosure level, while
company size and industry are significantly associated with the disclosure level. The
remaining independent variables: profitability ratios, return (dividend per share) and debt
to equity, vary in explaining the level of voluntary disclosure from year to year. Finally,
the study indicated that liquidity had no impact on the level of ratio of voluntary

disclosure.

Using different firms' characteristics, Raffournier (1995) investigated the
determinants of the voluntary information disclosed by Swiss-listed, non-financial
companies, using a sample of 161 annual reports for the period ended 1991. Raffournier
adopted the unweighted disclosure index to avoid the inherent subjectivity in assigning
weights for each disclosure item and to provide equal importance to all users. Therefore,
the disclosure index was computed by having the ratio of the obtained disclosure score, i.e.
the total number of disclosed items to the total number of disclosure items, according to the

company’s industry.

To measure the effect of each variable independently, the researcher employed first
the univariate analysis and then the multivariate analysis. The results of the univariate
analysis showed that firm size considerably impacts the level of voluntary financial
disclosures. In addition to the size, a strong correlation exists between the level of
voluntary disclosure and both the firm's internationality (listed on international stock
exchanges) and the size of the appointed external audit firm. The remaining examined
variables such as profitability, leverage and ownership diffusion were not significant in

explaining the variation in disclosures level. When employing the multivariate analysis,
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only firm size and internationality were significant. They argued that large firms tend to
disclose more information due to the lower cost they will pay in preparing it, since most of
the disclosed information will be prepared for internal use. Conversely, small companies

are likely to disclose less information not to be at a competitive disadvantage.

2.2.2 Stakeholder Theory

The current study is based on stakeholder theory that relates the success and continuity of
the firms to their ability to address stakeholders' concerns and management success in
achieving stakeholders’ acceptance. “A stakeholder in an organization is any group or
individual who can affect or is affected by the achievement of the organization's
objectives" (Freeman, 1984). According to Donaldson and Preston (1995) stakeholders are
all parties that have an interest in the firm and can exercise power influencing its activities.

Donaldson and Preston summarise the stakeholders in the below model:

Figure
Stakeholder Model

Investors Political
Groups
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Source: Donaldson, T. and Preston L. (1995). The stakeholders Theory of The Corporation: concept,

Evidence, and Implications. Academy of Management Review, 20(1): 65-91.
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Jawaher and Mclaughlin (1995) argued that firms use different strategies to manage
stakeholders according to the relative importance of the stakeholders’ group and their
serious role in the firm's survival. Four types of strategies were defined in the study
describing the firm's behaviour toward different stakeholders having different patterns of
influences on organisations. The first approach, the proactive approach, is adopted when
the stakeholder group is important to the success and continuity of the firm. According to
this approach management deals seriously and with considerable involvement to satisfy
stakeholders’ issues and answer their concerns. The second approach is the
accommodation approach, where less priority is given to related stakeholders due to their
marginal influence, “accommodation involves accepting responsibility but, at the same
time, bargaining to obtain concessions” (Jawaher and Mclaughlin, 1995, p.402). The third
approach is the defence approach where minimum effort is performed by the firm to
address related stakeholders concerns: “The defence strategy involves doing only the
minimum legally required to address stakeholder’s issue” (Jawaher and Mclaughlin, 1995,
p.400). The fourth approach is the reaction approach which either neglects stakeholders’

issues or manoeuvres in order not to respond to their issues.

Jawaher and Mclaughlin argued that different strategies could be used to address
the concerns of the same stakeholders group according to their relative importance in each
stage across the life cycle of the firm. Since firms are part of the accommodating
environment, the relative importance of stakeholders will vary according to their
importance for the firm's survival in each stage of the firm's life cycle, “because the needs
of an organization change overtime, the relative importance of stakeholders will also
change as the organization evolves through the stages of start-up, growth, maturity and

transition” (Jawaher and Mclaughlin, 1995, p.405).
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In the start-up stage, the firm's main concern is the survival and non-failure.
Therefore, issues related to stakeholders having a key role in controlling the firm’s
resources will be managed actively. In this stage, sources of finance, shareholders and
clients are highly important to kick-off the business. In the growth stage, companies focus
on expanding their business and the need for more employees, presence in new locations
and investment growth. Therefore, the relative importance of such groups of stakeholders
grows and firms deal with them proactively, while the accommodation strategy will be
adopted with other groups. In the mature stage, the company and its management feel
confident and accept their success. Therefore, they deal with all stakeholders, with the
exception of creditors, proactively, to maintain the maturity stage and maximise
management benefit. Finally, in the decline or transition stage firms will deal proactively
with customers, creditors and stockholders. Their issues and concerns are managed with
great attention to minimise the effect of the downturn in the business, while the

accommodation approach will be used with other types of stakeholders, such as suppliers.

The researchers concluded that dealing with stakeholders will vary according to
their relative importance across the company’s life cycle, “use different strategies to deal
with the same stakeholders over time” (Jawaher and Mclaughlin, 1995, p.410). During the
recent financial crisis, banks' concern was to minimise the negative implications of the
financial crisis and to limit its influence, which is similar to the declining stage. Therefore,
it is logical to assume that a thorough attention should be given to important stakeholders
at this stage, such as customers and creditors, to absorb the crisis shock and decrease its

effect on the bank.
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While Jawaher and Mclaughlin divided the life of the firm into stages and
mentioned that the relative importance of each stakeholder’s group varies from stage to
stage and consequently the way of addressing their issues, Rowley (1997) defined two

main objectives to address stakeholders’ related studies.

Rowley (1997) mentioned that the interaction between the organisation and its
environment as well as predicting organisational behaviour is emphasised by the
stakeholder theory identifying two main objectives when studying stakeholder-related
research. The first objective is to identify stakeholders, and secondly to identify the
influence of related stakeholders on the organisation. Therefore, organisations should
predict methods and tools to manage stakeholders’ influences, since they vary from
company to company. Companies should satisfy the need of multiple groups of

stakeholders having different patterns of pressures.

Donaldson and Preston (1995) described and justified stakeholder theory on the
bases of three aspects, concluding that management is responsible to conduct activities and
allocate resources to achieve stakeholders’ acceptance. They argued that stakeholder
theory is broad and not limited to describing observations, but it guides in structuring,
developing corporations and estimating their behaviour. “It does not simply describe
existing situations or predict cause-effect relationships, it also recommends attitudes,
structures, and practices that, taken together, constitute stakeholder management”
(Donaldson and Preston, 1995, p.67). In interpreting stakeholder theory, they divided it

into three types, descriptive, instrumental and normative.
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The descriptive aspect of the theory is used to explain and describe the firm’s
attitude and characteristics. “The descriptive aspect of stakeholder theory reflects and
explains past, present and future states of affairs of corporation and their stakeholders”
(Donaldson and Preston, 1995, p.71). Using this aspect, the theory describes, for example,
the relationship between management and stakeholders and their practices to satisfy a wide

scope of stakeholders and not only the shareholders.

The instrumental aspect goes beyond the description to identify the existence or
absence of relationships by testing and analysing available data to support the descriptive
explanation of the theory. “Many recent instrumental studies of corporate social
responsibility, all of which make explicit or implicit reference to stakeholder perspectives,

uses conventional statistical methodologies” (Donaldson and Preston, 1995, p.71).

The third and the core of the theory is the normative aspect. While the instrumental
aspect is hypothetical, the normative is categorically diversifying between two events:
what to do and what not to do. The normative aspect diagnoses the corporation and
provides guidance and support based on philosophical and ethical principles. “The theory
is used to interpret the function of the corporation, including the identification of moral or

philosophical guidelines for operation and management of corporation” (Donaldson and

Preston, 1995, p.71).

Gray, Kouhy and Lavers (1995) argue that among the theoretical perspectives,
stakeholder theory draws a clear understanding to the motive behind voluntary disclosure
information, in particular CSR and environmental disclosures. Similarly, Foote, Gaffney

and Evans (2010) argue, “Stakeholder theory’s support of CSR is much clearer as it
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expands management’s accountability past owners and to everyone affected by the
company’s practices and products which infers a responsibility to the public.” (p. 809).
According to stakeholder theory the firm will not be able to continue without stakeholders’
support. Consequently, firms’ internal governance mechanisms are likely to encourage
activities that lead to stakeholders’ acceptance to ensure continuity. The effort performed
to achieve stakeholders’ acceptance varies from company to another according to
stakeholders’ power. Therefore, companies facing powerful stakeholders need to show
more concern for their issues to get stakeholders' approval. Gray et al. (1995) added that
CSR disclosure forms part of firms’ communication with stakeholders reflecting firms'
appreciation and respect for society. For that reason, the quality of the communicated

information might vary to answer the issues of powerful stakeholders.

As part of their society, companies should show coherence, appreciate society
values, and behave to the best of its interest (Branco and Rodrigues, 2006). Stakeholder
theory argues that a relationship exists between the firm and its society, and that the firm's
success depends on how they are maintaining this virtual contract. CSR disclosure is one
of the mechanisms used to communicate a firm’s respect for society and the level of
involvement, which is likely to assist in developing their reputation and shaping their
image. In doing so, companies strengthen their link with stakeholders and maintain their
existence, business growth, and continuity (Branco and Rodrigues, 2006). Indeed, the CSR
concept evolved to be a significant form of firms’ competitive strategy (Gugler and Shi,
2009). The use of CSR by effective corporate governance as a tool to resolve conflict
among different stakeholders could be explained by stakeholder theory (Jo and Harjoto,

2011).
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Communities, customers and key stakeholders have expectations of the firm, and
management should act to meet these expectations to avoid disciplinary actions and
dealing less with the firm (Foote, Gaffney and Evans, 2010; Reverte, 2009). Customers
and shareholders, as key stakeholders, are important to the existence and progress of banks
(Simpson and Kohers, 2002). Banks lost the stakeholders’ trust, as a consequence of the
financial crisis, and remedial actions should be taken by banks’ management to maintain
an acceptable level of trust and to obtain key stakeholders' approval. Stakeholder theory
highlights that each group of stakeholders has diverse incentives to deal with a firm and is
looking for different benefits from their relationship. Therefore, if a firm addresses the
concerns of limited stakeholders groups and neglects other stakeholders, their advocacy
might be compromised (Kolk and Pinkse, 2010). Communicating information in general
and CSR information in particular through annual reports is a response to stakeholders
demands for higher transparency and societal involvement as well as meeting the
expectations of market actors (Li et al., 2010; Arvidsson, 2010). Stakeholder theory clearly
refers to the influence of stakeholders' expectations on a firm's disclosure strategy,
“corporate disclosure is a management tool for managing the informational needs of the
various powerful stakeholder groups (employees, shareholders, investors, consumers,

public authorities and NGOs, ...)” (Reverte, 2009, p. 353).

Surveying 27 companies and interviewing investor relation managers (IRM),
Arvidsson (2010) found that management sensitivity to the shift in market needs and
stakeholders opinions is the driver behind the increasing trend of CSR involvement and
communication, “IRMs put forward CSR as if not the most important area of information
beside financial figures so one of the most important” (Arvidsson, 2010, p. 349).

According to the above discussion, to achieve the trust of significant stakeholders, as well

65



Chapter 2 Corporate governance and the content of CSR and RM disclosures

as investors, banks might show their acknowledgement and response to society needs as
well as a higher level of transparency in illustrating their CSR and RM practices.
Disclosing CSR and RM information reflects banks’ involvement in the community and
efforts performed to safeguard assets. This is likely to share in developing positive
interaction with their culture and manage stakeholders’ expectations. Indeed, effective and
continuous dialogue illustrates the firm’s behaviour and assists in obtaining stakeholders'
engagement (Hess, 2007) as well as attracting trust and providing competitive edge against

peers (Simpson and Koher, 2002).

If considering stakeholder interest, through better CSR involvement and reporting,
manages stakeholder attitude, strengthens their relationship with the firm and enhances
their stakeholder supportive behaviour (Du, Bhattacharya and Sen, 2010), then banks with
effective corporate governance are expected to be more inclined toward disclosing more
CSR information. On the other hand, if reporting wider content of RM information
enhances performance and manages stakeholders’ expectations (Kotari et al., 2009;
Hubbard, 2000; Perignon and Smith, 2010; Lajili and Zeghal, 2005) one might expect that
banks with more effective corporate governance structure will disclose more RM

information than banks with less effective corporate governance.

Based on the review of literature and the discussed theoretical framework, the study

hypothesizes the following:

H1la. The larger the board size the higher the CSR disclosures score.

H1b. The larger the board size the higher the risk management disclosures score.
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H2a. The higher the degree of board independence the higher the CSR disclosures score.

H2b. The higher the degree of board independence the higher the risk management

disclosures score.

H3a. CEO duality is positively related to CSR disclosures score.

H3b. CEO duality is positively related to risk management disclosures score.

H4a. The size of the audit committee positively impacts the CSR disclosures score.

H4b. The size of the audit committee positively impacts the risk management disclosures

Score.

H5a. The number of financial experts in the committee is positively related to the CSR

disclosures score.

H5b. The number of financial experts in the committee is positively related to risk

management disclosures score.
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The table below summarises the research techniques and results achieved in some of the previous studies:

Table 2.1

Summary of Previous Studies

Journal Article name Research technique D\?gfigg?gt Significant with Non-s\:\%?kl]flcant
The Association between
Board composition and Non-financial _
different types of disclosures Independent directors

European Accounting
Review

voluntary disclosure.

Lim, Matolcsy and Chow
(2007)

Two-stage least square

Quantitative and
strategic disclosure

+ ROA
+ Board size

Size of audit firm

Management
International Review

Corporate social
responsibility in emerging
markets: the importance
of the governance
environment.

Li, Fetscherin, Alon,
Lattemann and Yeh (2010)

Multiple regression

CSR

+ Independent directors
— CEO role duality
+ size (total assets)
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Journal

Article name

Research technique

Dependent

variable

Significant with

Non-significant
with

Journal of Business
Ethics

The impact of board
diversity and gender
composition on corporate
social responsibility and
firm reputation.

Bear, Rahman and Post
(2010)

Regression analysis

CSR

+ Firm reputation
+ CEO role duality

Journal of Business
Ethics

Corporate social
responsibility as a conflict
between shareholders

Barnea and Rubin (2010)

OLS

CSR

— Leverage

CEO role duality

Academy of
Management Journal

The effect of corporate
governance and
institutional ownership
types on corporate social
performance.

Johnson and Greening
(1999)

Structural equation
model

CSR

+ outside directors
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Journal

Article name

Research technique

Dependent
variable

Significant with

Non-significant
with

Journal of Business
Ethics

Board members in the
service industry: an
empirical examination of
the relationship between
CSR orientation and
directorial type.

Ibrahim, Howard and
Angelidis (2003)

Manova

CSR

+Qutside directors

Journal of
Accounting and
Public Policy

Association between
independent non-
executive directors,
family control and
financial disclosures in
Hong Kong.

Chen and Jaggi (2000)

OLS

Financial disclosures

+ Independent directors
+ size of audit firm

Liquidity
Debt over equity

The International
Journal of
Accounting

Evidence on the
efficiency of interest rate
risk disclosures by
commercial banks.

Ahmed, Beatty and
Bettinghaus (2004)

Cross sectional
regression

Risk disclosure
(maturity gap)

+ Change in interest rate
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Journal Article name Research technique Depgndent Significant with Non-5|g_n|f|cant
variable with
Risk disclosure: An
exploratory study of UK
Journal of Banking and Canadian banks. U-test Risk management : Profitability
) . . + Bank size .
Regulation Pearson correlation disclosures Risk level
Linsley, Shrives and
Crumpton (2006)
The level and quality of
value at risk disclosure by
i commercial banks. i
Journgl of Banking Regression analysis V_alue at risk + future trading revenue
and Finance disclosures
Perignon and Smith
(2010)
Board composition,
. regulatory regime and . CEO duality
The International voluntary disclosure. Cross-sectional OLS : + Independent directors Board size
Journal of . Voluntary disclosure | + Firm size
. regression . . Leverage
Accounting — Inside ownership

Cheng and Courtenay
(2006)

ROA
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Journal Article name Research technique Depgndent Significant with Non-5|g_n|f|cant
variable with
Block-holders
Corporate governance and - increased presence of Profitability
Journal of voluntary disclosure. OLS outside directors
Accounting and Voluntary disclosure | + Firm size Industry type
public policy Eng and Mak (2003) — Managerial ownership Auditor
+ government ownership )
Growth opportunity
A study of the )
relationship between . . I_Droportlon of .
Journal of + existence of audit independent directors

International
Accounting, Auditing

corporate governance
structure and the extent of

Multiple regression

Voluntary disclosure

committee
— percentage of family

CEO role duality

& Taxation voluntary disclosure. members on the board Profitability
) + Firm size L

Ho and Wing (2001) everage

Factors influencing :OT;](:TS]E?{;? of audit
Corporate voluntary disclosure by proportion of non d

. - - Liquidit

Governance an Kenyan Companies. Multivariate regression | Voluntary disclosure | executive directors a Y
International Review Barako, Hancock and + Firm size Profitability

Izan (2006)

+ Foreign ownership
+ Institutional ownership
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Journal Article name Research technique Depgndent Significant with Non-5|g_n|f|cant
variable with
Board str_u cture, + proportion of non-
Ownership, and voluntary executive directors
Corporate disclosure in Ireland. Managerial ownership

Governance an Poisson regression

International Review | Donnelly and Mulcachy

Voluntary disclosure | + Non- CEO role duality Institutional ownership

(2008) + Board size
Family ownership, board —CEO role duality
] | of independence and 5 o of ROE
ournal 0 . : + Proportion o
International vo!gntaryfdlscloHsure. Multiole rearession _ independent directors Listing status
Accounting, Auditing | €VI0€nce Irom Hong plereg Voluntary disclosure Growth
and Taxation Kong. + Firm size
Size of audit firm
Chau and Gray (2010) —Family ownership

Culture, corporate

governance and .
disclosure in Malaysian + CEO role duality Cultural variables

ABACUS Multiple regression Voluntary disclosure

corporations. —Family members

Haniffa and Cooke (2002)
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Journal

Article name

Research technique

Dependent
variable

Significant with

Non-significant
with

Accounting and
business research

Intellectual capital
disclosure and corporate
governance structure in
UK firms.

Multiple regression

Intellectual capital

+ Board composition
+ Audit committee size

+ Firm size

CEO role duality

Accounting and
Finance

disclosure Listing age
Li, Pike and Haniffa + ownership structure
(2008) + ROA
Corporate governance and
disclosures on the + board size

transition to International
Financial Reporting
Standards.

Kent and Stewart (2008)

Regression analysis

Level of disclosure

—size of the audit
committee

+ size of the audit firm

Audit committee
independence

CEO role duality

European Accounting
Review

The Relationship between
Voluntary Disclosure and
Independent Directors in
the Presence of a
Dominant Shareholder.

Patelli and Prencipe
(2007)

Multivariate least
squares regression

Voluntary disclosure

+ Proportion of
independent directors

+ Firm size

ROI

Leverage
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. . Dependent L . Non-significant
Journal Article name Research technique be Significant with 9
variable with
Corporate Board
Governance and Voluntary dsi
; + Board size

Contemporary Voluntary disclosure of oLS compensation and
Accounting Research | EXecutive Compensation corporate + Proportion of

Practices. governance independent directors

disclosure

Laksmana (2008)

Accounting and
Business Research

Corporate governance and
disclosure quality.

Forker (1992)

Multivariate analysis

Share option
disclosure

— CEO role duality

+ Existence of audit
committee

+ Proportion of non-
executive directors

Big six auditors

Proportion of the firm
owned by management
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2.3 Research Design

2.3.1 Sample Selection and Data Collection

The present study seeks to examine the effect of corporate governance on the content of
CSR and risk management (RM) disclosures presented in the US national commercial
bank's annual reports in the wake of the 2007-2008 financial crisis, i.e. years 2009 and
2010. The focus on annual reports rather than other reporting channels is since they are
more controlled by firm management (Johnson and Greening, 1999; Bear et al., 2010) and
the most scrutinised documents by both inside and outside stakeholders “The obvious place
for signalling disclosures is the annual report” (Toms, 2002). The research focused on
national commercial US banks in order to have a coherent sample subject to the same
regulations and disclosure requirements. Therefore, | filtered the listed US banks to select
only the national commercial banks and excluded credit unions, saving institutions and
central reserve depositories. Thomson One Banker was used to retrieve the listed US banks
and apply the needed search criteria. The initial obtained sample comprises 193 banks with
total assets varying from $48 million to $2,223,299 million. The banks were then sorted
according to their total assets as per the 2009 figures and banks having total assets less than
$1 billion were omitted to avoid very small banks. Therefore, the initial sample was

selected according to the following criteria:

= Active listed US bank
= National commercial bank
= Total assets greater than $ 1 billion
The initial sample selected according to the above mentioned criteria is 107 US listed

national commercial banks (appendix C).
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CSR disclosure content was measured based on banks' 2009 and 2010 annual
reports. Data on the corporate governance variables, namely the board size, board
independence, CEO role duality, audit committee size and number of financial experts
were collected from banks’ annual reports and proxy statements. The study collected
financial data from Thomson One Banker and referred to Thomson One Banker, form 10-K
and banks’ websites to collect data not available in the annual reports. If one or more of the
variables were not found in the mentioned data sources then the corresponding bank was
omitted from the sample. The final examined sample comprises of 99 observations for year

2009 and 96 observations for year 2010.

2.3.2 Dependent Variable

This section illustrates the method used to measure the dependent variables: the CSR and
RM disclosure content. In doing so, | will start by reviewing different methods used in
previous studies to measure the disclosure practice in corporations, knowing that the
selection of the disclosure measurement method depends on the type of the study and the

objectives intended from it.

Some of the studies used the unweighted approach to measure the level of
disclosures in annual reports. These studies prepared a checklist by the disclosure items
and consequently the disclosure score was computed by counting the existing disclosure
items. Raffournier (1995) developed a disclosure score sheet to measure the level of non-
mandatory strategic, financial and non-financial information in the annual reports. He
argued that the unweighted disclosure index avoids the inherent subjectivity in assigning
weights for each disclosure item and provides equal importance to all users. Similarly, Eng

and Mak (2003) reflected the level of disclosure as the total score of disclosed items in
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three disclosure categories which were strategic, financial and non-financial disclosures.
The unweighted score was also used by Chau and Gray (2010) by counting the disclosed
voluntary items and dividing them by the maximum score a company could achieve. Using
twenty-three disclosure items, Laksmana (2008) computed the disclosure score by giving
one point for each disclosed item and dividing the total by the number of disclosure items

in the checklist.

Other studies used the weighted disclosure score approach. In doing so, the
importance of each disclosure item was considered and rates were given to reflect the
relative importance of each item. Cheng and Courtenay (2006) prepared a disclosure
checklist that consisted of three main categories: business data, management discussions
and forward looking information. Each disclosure item was rated according to its
importance in investment decisions according to investors and financial analysts. Barako et
al. (2006) developed a disclosure checklist including 47 disclosure items rated based on a

scale from O to 4 in order to weight the disclosure according to its importance.

Patelli and Prencipe (2007) employed both the weighted and unweighted disclosure
score in examining the level of disclosures as an external monitoring tool and the same
regression results were achieved. The two methods were also alternatively used by Chow
and Wong-Boren (1987) to test the factors influencing the voluntary disclosures and

similar results were also achieved.

While some of the studies adopted the weighted or unweighted approach to
measure the disclosure score, other studies employed the content analysis approach to

measure the richness of information provided. Holder-Webb, Cohen, Nath and Wood
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(2009) defined the content analysis as “a way of codifying text and content of written
narratives into groups or categories based on selected criteria, with the end goal of
transforming the material into quantitative scales that permit further analysis” (Holder-

Webb et al., 2009, p.504).

Kent and Stewart (2008) argued that even if there were a mandatory requirement to
disclose a category of information, the extent of information provided and its
comprehensiveness is determined by management. They measured the quantity of
information by the number of sentences disclosed, since more disclosures will enhance
informativeness and indicate higher transparency. Forker (1992) as well, developed the

disclosure score according to the level of detail presented in the annual reports.

Gray et al. (1995a) drew a methodology to analyse the content of CSR disclosures
in the annual reports, mentioning that the content analysis could be performed in different
ways and vary in its complexity. The study emphasises three main mile-stones whenever
performing a content analysis. First, a clear definition to the categories and types of CSR
should be set to identify what will be classified as CSR and what should not be considered
as CSR. CSR categories may differ over time to reflect changes in the CSR practice;
however, maintaining the categories used by previous researchers is important for

comparability purposes.

Secondly “where”, defining where the researcher should look to review and assess
the content of disclosures is essential, since it is impossible to cover all types of
communications. The study used the annual reports since they reflect the financial status of

the company that might conflict with its ability to conduct CSR activities. Presenting CSR
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disclosures in the same document that presents the financial position of the company will
convey the balance the company can afford, “The presentation, within the same document
or reporting process, of the financial on the one hand and the social and environmental on
the other, becomes an important element in demonstrating the extent (if at all) to which the

organization reconciles these matters”.

Thirdly “how”: how the researcher will analyse the content of disclosures. The
study identified two main measurement dimensions which are the amount and the number
of disclosures. The researchers consider that the sentence count is the most suitable
measurement unit if the researcher is concerned about the meaning imbedded in the

disclosures.

Extending the research conducted by Toms (2002), Hasseldine, Salama and Toms
(2005) investigated the effect of quantitative and qualitative environmental disclosures on
corporate reputation. The researchers argued that not only should sentence count be used to
reflect the extent of environmental disclosures, but also the content and quality of
information provided should be weighted to test its significance. Their study, which was
conducted on 139 UK firms listed by ‘Most Admired Companies 200 survey’, concluded
that the quality of environmental disclosures is more important and has more impact than

the quantity of disclosures on the development of a firm’s reputation.

The examined quantitative disclosure score was developed by Hasseldine et al.
(2005) using the content analysis. Sentence count was used as text measurement unit and
the score was computed as the percentage of environmental sentences over the total

number of sentences in the annual report. The researchers argued that sentence count
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simplifies the identification of environmental disclosure, provides more reliable measure
and avoids issues such as having proportions of pages. The researchers then developed
“quality adjusted measure” to adjust the obtained quantitative disclosure score. The
disclosure sentences were read and a score was assigned based on a scale from zero to five
according to Toms' (2002) categories. The results of the scoring exercise were three
environmental disclosures measures, which are the quantitative measures based on
sentences count, the qualitative measure based on Toms' categories and the “quality

adjusted measure”.

The content of CSR disclosure of fifty listed US firms was examined by Holder-
Webb et al. (2009) to identify the media mostly used to disclose CSR information and to
analyse if the content varies with the industry type and firm size. The selected sample was
diversified among several industries excluding the financial sector. Seven categories of
CSR disclosures were developed in accordance with a ‘Global Reporting Initiative’ that
identified eight groups of stakeholders (“communities, civil society, customers,
shareholders and capital providers, suppliers, employees, other workers and unions”). A
scale from 0 to 6 was used to evaluate each disclosure within the seven main categories,
(“community, diversity and HR, environment, health and safety, human rights, political
and others”). By using this scale the study argued that it combined between scoring the

existence and the richness of provided information.

To ensure reliability of coding, a sample of five out of fifteen companies was
selected by the researchers and the content of disclosures was coded by different coders.
The new codes along with the initial coding were tested for agreement and a coefficient

above 70% was obtained indicating that the disclosure scores are reliable and could be
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used in the analysis. The results of the analysis showed that 46% of the firms in the sample
used their websites to disclose CSR information and this result was consistent across all
industries. Furthermore, the Chi-square test indicated that the format of reporting was
associated with the firms' industry and size, however firms having the highest asset size

showed an inconsistent trend in reporting content and frequency.

Using the data available in four data bases ‘Dow Jones, Infotrac, Factiva and SEC
EDGAR’, Kothari, Xu and Short (2009) analysed the content of disclosures related to 889
US listed firms. Software was developed to retrieve and map the content of the disclosed
information for a sample covering firms from the financial, technology, telecommunication
and pharmaceutical sectors. The downloaded data was categorised according to the
reporting cycle in quarterly format and coded by industry to simplify the analysis and

future data manipulation.

Disclosures were then classified into one of six groups, which are: the market risk,
firm risk (firm strategies), organisational risk (capital and human resource risk), reputation
risk, performance and regulatory risk. Two dictionary categories were developed to
facilitate filtering the negative and positive disclosures. Using the developed software, the
disclosure texts were scanned to identify the frequency of selected disclosures’ words that
match with the words defined in the dictionary as well as the ratio of positive and negative
words. The result of this process was a count of the words that matched with the dictionary

compared to the total number of words in the disclosure text per company, per period.

The average score was then computed quarterly and the mean score for the six

categories mentioned above was calculated. Therefore, the final disclosure score, which
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was used in the analysis, was the mean score for the positive and negative disclosures

classified by reporting period and data source.

2.3.2.1 Corporate social responsibility disclosures

The present study uses the content analysis approach in line with Gray et al. (1995a) and
Holder-Webb et al. (2009) to measure the richness of the CSR and risk management
disclosures in the annual reports. | avoid using rating agencies (Johnson and Greening,
1999; Barnea and Rubin, 2010; Bear et al., 2010) since the rationale for rating tends to be
unclear and disclosure rating is not only affected by disclosures communicated by firms. |
also prefer not to use word, sentence or page count (Li et al., 2008; Kothari et al., 2009;
Haniffa and Cooke, 2005) since such approach, as previously discussed, has little to say
about disclosure quality (Hasseldine et al., 2005). The content analysis approach used to
measure the disclosure score is likely to reflect both the existence and the quality of

information disclosed (Holder-Webb et al., 2009).

In examining the content of CSR disclosures presented in the annual reports, the
study benefits from the previous studies and selects the most commonly used CSR
categories. Using CSR categories similar to the categories used in previous studies is
important for comparability purposes (Gray et al., 1995a). For example, research by
Scholtens (2009) assessed the CSR performance of 32 international banks by examining
among other categories the content of environmental management and social conduct
disclosures. In studying CSR trends, Gray (1995b) divided CSR into four main categories,
namely: employees, environment, community involvement and customer services.
Similarly, Li et al. (2010) examined CSR and governance environment considering

activities related to health and safety, community, employees, suppliers and customers as
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part of CSR practice. Moreover, Johnson and Greening (1999) examined the determinants
of people and product quality as two CSR dimensions dealing with “community, women
and minorities, employees relations” and environment. In line with Gray et al., (1995b) and
according to previous studies, Branco and Rodrigues (2006) grouped CSR disclosures into
four categories “environmental, human resources, products and customers, and community

involvement”.

The study examines the content of four social responsibility categories which are
community involvement, environment, human resources, and social products and service
quality. Each CSR category is rated from zero to five according to the richness and support
of information disclosed. A zero rate is given to a CSR category if no information is
disclosed for the corresponding category. One point is given if the narrative content of the
disclosed information in a CSR category is rated as fair; two points were given if the
narrative content of the disclosed information is rated as marginal and three as a maximum
narrative score if the content is rated as comprehensive. One additional point is given per
category if the disclosures present quantitative figures supporting the narrative discussion,
and another point if the disclosed quantitative figures are in comparison with previous or
prospective figures. Therefore, a maximum of five points could be assigned to each

category and twenty points as a total score across the four categories.

The disclosure score is computed as the ratio of points awarded over the maximum
points a bank could achieve. For example, if the bank gets fifteen points in the four CSR

categories then the disclosure score is equal to fifteen over twenty, i.e. 0.75.
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Disclosure score = points obtained / maximum points a bank can achieve

CSRDS = Y points of CSR sub-categories (Community, environment, human resources

and social products) / 20

Scoring the narrative content of the four CSR categories from zero to three is
according to the existence and comprehensiveness of information disclosed in each
category. A score of one point is given if the bank expresses its commitment to society and
acknowledges the societal obligations as well as showing the interest and will to involve
and support individuals and communities, but without demonstrating how this is
implemented. If the disclosure illustrates a single dimension of a social category, addresses
only one of the conducted activities (e.g. employees’ compensation ignoring employees
development, safety and satisfaction) or lists the types of social activities (e.g. types of
community services, organisations approached, environmental initiatives, social products,
indicators of employees development and satisfaction) along with a brief discussion, then
two points are given. A comprehensive discussion that achieves a score of three is likely to
include information clarifying topics not limited to geographical locations covered by a
social activity, explanation on the nature of a social product and to whom it is addressed as
well as the desired impact, nature of programmes offered to employees to learn and grow,
available channels of employees feedback and ideas, reward programmes and event

photos. For illustrative samples see appendix D.
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The table below illustrates the discussion topics related to each sub-category:

CSR category CSR sub-category

e Contributions and donations to charities, NGOs and
community activities

Community e Educational programmes and sponsoring

involvement e Sponsoring health programmes

e Sponsoring arts and culture

e Supporting sports and/or recreational projects

e Participation in government social campaigns

e Bank’s environmental policies and concerns

¢ Implemented systems for environmental management

e Environmental projects such as recycling and protection
of natural resources

e Energy saving in performing business operations

2 Environment

e Number of employees, health and safety policies and
measures.

e Equal opportunities in employment (e.g. minorities,
women)

e Training and education provided to employees (training

policies and nature of training)

Employee assistance/benefits

Employee compensation

Employee expertise and backgrounds

Employee share purchase schemes

The confidence and self-esteem of employees

Employees’ appreciation

Issues related to the recruitment process

Photos to document employees’ welfare (e.g. at social

activities, award ceremonies)

Discussion of employees’ welfare

¢ Policies adopted regarding staff profit sharing

3 Human resources
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CSR category CSR sub-category

o Diversity of social products (e.g. climate products,
educational loans, etc.)

e Discussion of the types of social products

e Geographical distribution and marketing network of the
offered social products

e Discussions in relation to customers' feedback

e Provision for disabled, aged, and difficult-to-reach
customers

¢ Investments in social responsibility activities

e Strategies and plans for future expansion in social
products and services

e Loyalty programmes, awards granted to customers

Social products and
services quality

Source: Based on categories identified by Gray et al., 1995b; Haniffa and Cooke, 2005; Branco and
Rodrigues, 2006; Scholtens, 2008; Holder-Webb et al., 20009.
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2.3.2.2 Risk management disclosures

The same approach used in measuring the content of CSR disclosures is used to measure
the content of risk management (RM) disclosures in the management discussion and
analysis section of the banks’ annual reports. The management discussion and analysis is a
window for management to discuss their financial condition and operational results. This
section also incorporates references to related sections in the annual report that provide
detailed information on a particular matter such as the consolidated financial statements
and related notes. Management discussion and analysis contains information on various
business aspects that include, but limited to, business overview, performance overview,
economic environment, regulatory overview, risk factors, performance overview, financial

highlights, analysis to the financial statements and risk management.

Forms 10-K or annual reports are on average larger than one hundred pages in
length, which makes it not practical to read the whole document especially when
examining a large sample of annual reports. This limitation requires defining the section
that risk-management information is centred in and contains references to other risk-
management information available in other sections. Therefore, the management
discussion and analysis, which contains information on risk management as well as
financial condition and operational results, is the starting point and where references are
incorporated other sections are visited. This forms an efficient approach to cover a wider
range of risk management information within annual reports. Understanding bank risk
requires a look beyond the static balance sheet, which is limited in detailing with entity risk
(Scholes, 2000). Management discussions on risk management are important to understand
bank-risk dynamics and the impact of economic changes, such as interest rate or liquidity

risk (Beaver et al., 1989; Scholes, 2000).
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The risk management disclosure is classified into six categories according to the
risk types. Therefore, the risk management disclosures cover information disclosed
regarding the management of the credit risk, interest rate risk, liquidity risk, market risk,
operational risk, legal and compliance risk. The identified risk categories were derived
from previous studies as well as risk categories mentioned by the “Committee of

Sponsoring Organizations of the Treadway Commission” (COSO).

A thought paper issued by the COSO highlighted for firms’ boards and executive
management the core elements to manage enterprise risks, and mentioned the main risk
categories that include among others the financial risk, market risk, operational risk,
reputation risk, strategic risk and compliance risk. The paper within the discussion of the
improvement opportunities regarding risk management after the time of crisis referred to
comments by the chairman of the Security and Exchange Commission “the Commission
will be considering whether greater disclosure is needed about how a company and the
company's board in particular manages risks”. Linsley et al. (2006) examined the content
of risk management disclosure by dividing it into six risk categories: “credit risk, market
risk, interest rate risk, operational risk, capital structure and adequacy risk and risk
management framework”. Moreover, Beatty and Bettinghaus (2004) used a single risk-type

disclosure, the interest rate risk disclosures, to explore its efficiency in the US banks.

Consequently, the disclosure score is computed as the ratio of points awarded
across the six risk categories over the maximum points a bank could achieve, i.e. thirty.
For example, if the bank obtains fifteen points across the six risk categories then the

disclosure score is equal to fifteen over thirty, i.e. 0.5.

Disclosure score = points obtained / maximum points a bank can achieve
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RMDS =} points of risk types (credit risk, liquidity risk, interest rate risk, market risk,

operational risk, legal and compliance risk) / 30

The narrative content of each risk type disclosure is assessed and scored from zero
to three according to the information communicated in each of the corresponding risk
indicators presented in the table below. Therefore, a score of one point is given if the bank,
when discussing a risk management type, provides definition for the risk and its scope
accompanied by a brief discussion on how they are approaching it. If the discussion is
extended to include the policies, frameworks and techniques used (e.g. stress testing,
calculating value at risk, portfolio classification and concentration, net portfolio value
estimation and earning simulation) to assess their risk exposure as well as discussing the
results of the testing conducted, then the disclosure is given a score of two points. If the
assumptions employed and considered when applying the testing or adopting a framework
and/or the rationale behind selecting a testing technique in particular is discussed then the

disclosure is given a score of three points. For illustrative samples see appendix E.

Risk type Risk management indicators

e Definition

o Policies developed to ensure loans are extended within
tolerable risk measures

e Mechanisms used to measure various credit risks (credit rating
and related discussions and how they are impacting cost of

1 | Credit risk funds and the ability to raise funds)

e Monitoring tools to assess the portfolio performance
(presentation to credit portfolio classified by industry, credit
type, geographical concentration, etc.)

e Loan restructuring (non-performing loans and borrowers
experiencing financial difficulties)

e Provisions for credit losses
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Risk type Risk management indicators

e Definition

e The framework implemented to ensure cash availability to
lenders and depositors (discussion on employed liquidity
testing and stress testing and the underlined assumptions)

e The role of the ALCO committee

e Cash and liquidity sources such as “available for sale
securities”

e Contingency funding plans, how the bank can response to
liquidity stress events at various levels of severity

e Definition

e Describing the techniques used to measure and monitor
changes in interest rate

Interest rate * re-pricing assets

risk = liabilities and derivatives

= earning simulation modelling and related assumption
= net portfolio value estimation and discussion on
assumptions used in the estimation

e Tools adopted to manage the interest rate risk

e Definition

e Trading and non-trading portfolios market risk exposures

¢ Describing the tools used to monitor and manage risk
exposures

4 | Market risk e Discussions on foreign exchange risk

e Discussion on trading risk management (value at risk
disclosure if available)

e Discussion on commodity risk

e Discussion on equity risk

o Discussion on issuer credit risk (if available)

e Definition

e Policies and procedures followed to manage operational risk

e Trainings provided to minimise the occurrence of operational
risk

Operational e The assessment and reporting of operational risk

risk ¢ Identifying and managing key human capital risks

e Presenting information about employees turnover rates and
performance

o Policies and procedures adopted to mitigate IT risks

e Tests and procedures employed to ensure the adequacy of IT
controls

2 | Liquidity risk

e Definition

¢ Policies and procedures followed to manage fiduciary risk

o Categories of risks covered under the fiduciary risk policies
and procedures

e The role of fiduciary risk management function (if any)

Source: COSO, 2009; Linsley et al., 2006; Baumann and Nier, 2004; Ahmed et al., 2004.

Legal and
6 | compliance
risk
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2.3.2.3 Disclosure score reliability

Communicated information is addressed to a wide range of users including but not limited
to shareholders, investors and creditors. Each group of users has different needs and is
looking for different types of information. This limits the ability to classify the best
reported data that might be useful to interested parties (Benston, 1967). Previous studies
highlighted the interest of different groups to different information types and the
importance of each information type on firms’ performance. For example, portfolio quality
information and risk levels assist in managing clients’ uncertainty (Hubbard, 2000), while
financial indicators, such as maturity gap and non-performing loans, impact negatively on
investors (Linsley at al., 2006). Ahmed et al. (2004) conclude that maturity-gap disclosure
could be more informative than the information presented in banks’ financial statements.
Moreover, risk disclosures that reflect firms' internal control mechanism and decision
making process are valued by institutional investors (Solomon et al., 2000). Jorion (2002)
suggests that value at risk disclosure assists in forecasting the trading revenue volatility

due to its importance in comparing the risk of banks’ trading portfolios.

With respect to social reporting, it was found to reduce uncertainty and lower firms'
risk, protecting firms' value (Godfrey et al., 2009; Richardson et al., 1999). Salama et al.
(2011) provide evidence on the inverse relationship between environmental performance
and firms' risk. Within the same context, Toms (2002) finds that environmental disclosures
in annual reports significantly assist in developing a firm's reputation, which influences on
the firm's systematic risk and cost of capital. Environmental disclosure might also be used
by firms to maintain good relationships with stakeholders and appease pressure groups
(Gray et al., 1995b). On the human resources dimension, Li et al., (2008) mention that

human resource disclosure is significant to stakeholders to build their decisions, arguing
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that intellectual capital information assists in reducing return volatility and enhances firms'
value. Moreover, discussing different social responsibility topics is itself a measure and a
reflection of management willingness to disclose firms' social responsibility (Bewley and

Li, 2000).

In view of the absence of a clear guide that assists in prioritising among the
different types of disclosed RM and CSR information or giving different weight to each
type, the study provides equal weighting across the examined types, as each disclosure
type is of equal importance (Branco and Rodrigues, 2006). This is likely to avoid the
inherent subjectivity in providing weights for each disclosure type and to provide equal

importance to all users (Raffournier, 1995).

In terms of the scoring scale used, a scale from zero to five might encounter some
limitations. The distances between the intervals are not necessarily equal (Kothari, 2004,
p.69-95), which might fail to measure the actual amount of disclosed information.
Moreover, the rating provides ordinal measure with skewed distribution that raises
statistical issues such as robustness, running regressions and calculating correlation
(Norman, 2010). To avoid such limitations, the sum of points each bank achieves is
divided by the maximum number of points a bank can obtain in either CSR or RM
disclosure score. This transfers the score into a ration, which facilitates the use of statistical

tests.

To limit the level of inherent subjectivity in coding disclosures, when using the
content analysis, a scaling grid is developed and the thesis author coded the entire sample
to maintain the stability in coding. Stability is considered as one of the issues required to
achieve reliability of coding (Jones and Shoemaker, 1994; Linsley and Shrives, 2006).
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Moreover, a sample was selected from the examined annual reports after a period from the
first coding and re-coded to ensure consistency in coding. As accuracy is another concern
(Milne and Adler, 1999), which is likely to arise from having vague standard and
guidelines to follow when coding, a set of discussion topics is developed and illustrated in
appendix A and B. A sample of annual reports was initially visited and coded to assist in
aligning the developed appendices to meet the objectives of the study before using them in
coding the complete selected sample. Having a single coder assists as well in mitigating

the problem of reproducibility (Linsley and Shrives, 2006).

Dealing with the issues of stability, accuracy and reproducibility is not enough to
guarantee score reliability, but assists in maintaining reasonable level of reliability. A
primary attribute when employing a content analysis technique to measure disclosures is
that the computed scores should be tested to indicate that the data collected is “objective”,
“systematic” and “reliable” (Krippendorf, 1980). However, some limitation should be kept
in mind when interpreting the results as the inherent score subjectivity could not be
avoided. A random sample of ten per cent of the examined annual reports was selected and
provided to two independent coders along with the appendices and the scoring scale. A
complete explanation on the coding approach was provided before asking them to code
CSR and RM disclosures. Krippendorff alpha was calculated to measure the inter-code

reliability.

The inter-code reliability of disclosure score is considered a significant principle
when using content analysis to ensure that the assigned scores are reproducible and
reliable. However, reliability testing could not provide full assurance regarding scoring
objectivity, “Some subjectivity in coding is unavoidable even where reliability tests have

been performed” (Linsley and Shrives, 2006).
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Krippendroff’s alpha is commonly used to assess the level of agreement between
two or more coders. “Krippendorff’s alpha is a reliability coefficient developed to measure
the agreement between observers, coders, judges, rates, or measuring instruments. It

emerged in content analysis but is widely applicable” (Krippendorff, 2007, p.1):

Alpha = 1- (D, / D) (Krippendorff, 2007, p.1).

where D, is the observed disagreement and Dy is the expected disagreement. If the
observed disagreement D, equals zero (no variation between coders), then alpha (a)) will be
equal to one, which is perfect agreement. If the observed disagreement D, is equal to the
expected disagreement D, then a will be equal to zero and there is total disagreement
between the coders. Thus, alpha could take any value between zero and one reflecting the
level of agreement between different coders. The higher the value of alpha the higher is the

level of agreement and consequently the reliability of the computed score.

Hackston and Milne (1996) used Krippendorff’s alpha to examine the level of inter-
coding agreement, mentioning that there is no threshold of reliability to be used as a
benchmark for CSR content analysis in particular. They referred to previous studies that
suggested an alpha value of 75% or above could be considered generally acceptable.
Krippendorff’s reliability testing was also used by Newson and Deggan (2002) to measure

the agreement between the scores computed by the author and other coders.

Hasseldine et al. (2005) computed an alpha coefficient according to Krippendorff
methodology to ensure coding reliability of the three score types and an alpha value of
85% and above was achieved. They achieved this result from the first reliability testing

with the exception of “Quality weighted environmental disclosure” score, where other
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rounds of testing were needed to reach agreement and achieve an alpha value of 85%.
Moreover, Holder-Webb et al., (2009) selected a sample of five companies and had their
disclosures recoded by different coders. A coefficient above 70% was obtained and
considered a good indicator of score reliability. According to the discussed studies, an
alpha value above 0.75 is assumed to be acceptable and reflects satisfactory score

reliability.

To ensure the reliability of the computed CSR and RM disclosure scores, a
randomly selected sample of twenty banks' annual reports covering 10% of the examined
banks was selected. The corresponding annual reports of the selected sample were
provided to two independent coders. The approach followed to score the CSR and RM
disclosures along with the scoring sheet were explained to the coders and they were asked
to assess the content of CSR and RM disclosures and assign related scores. The provided
scores along with the score computed by the author were used to test the scoring process
reliability, i.e. the inter-coding agreement using Krippendorff’s. The test of reliability
reported an alpha value of 80% for the CSR score from the first round and 81.5% for the
risk management disclosure scores from the second round. Since the first reliability test for
the RM disclosure score was below 75%, reconciliation between the three scores was
performed. The scores with variation greater than 30% were selected and the coding was
analysed with the second coder to identify the reason behind such differences. After
agreeing on the adjusted scores another reliability test was performed and the reported

alpha was 81.5 %.
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2.3.3 Independent Variables

Pathan and Skully (2010) explored a sample of 212 US bank holding companies for the
period between 1997 and 2004 to examine board of directors’ determinants regarding size,
CEO duality and composition. They found that powerful CEOs are not able to influence
board size and independence, arguing that this result might be due to the highly regulated
nature that limits CEO power. Pathan (2009) used the same sample to evidence that board

composition and CEO power influence risk taking.

In a review of the corporate governance practice, one can notice that the Cadbury
report demonstrates the importance of the board of directors in setting the tone of the
company “Boards of directors are responsible for the governance of their companies”
(Cadbury report, 1992, section 205, p. 15). The report emphasises the role of the chairman
of the board and its non-executive directors stating that “The chairman’s role in securing
good corporate governance is crucial” and “Non-executive directors should bring an
independent judgement” recommending high proportion of independent directors to
influence board decisions “their views will carry significant weight in the board’s

decisions” (Cadbury report, 1992, p. 19-21).

Due to the importance of the non-executive directors and the separation between
the role of the chairman and the CEO in maintaining adequate governance structure, the
report states the minimum recommended number of independent directors to be three,
“boards will require a minimum of three non-executive directors, one of whom may be the
chairman of the company provided he or she is not also its executive head” (Cadbury
report, 1992, p.20). It stresses the core role of the chairman for effective management
“chairman, whose role in corporate governance is fundamental”. Moreover, the report
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recommends the establishment of an audit committee for all listed companies for more
effective corporate governance “establish an audit committee, and places great emphasis
on the importance of properly constituted audit committees in raising standards of

corporate governance’.

From a US governance perspective, the intent behind passing the Sarbanes-Oxley
Act was to enhance companies' control system and to provide higher assurance to
stakeholders. The audit function was given the responsibility to assess the adequacy and
effectiveness of control mechanisms adopted by management, while the CEO is
responsible for the design, the adequacy and the implementation of the internal control
system. Section 302 of Sarbanes-Oxley Act requires the disclosure of internal control
information and holds the CEO responsible for proper disclosure. The required disclosures
are not only related to the financial statements but also cover non-financial information,
and section 302 mandates the CEO certification on these disclosures. In addition, the SEC
requires the disclosure of information describing the procedures developed to ensure that

reliability of information.

According to the ‘Committee of Sponsoring Organizations of the Treadway
Commission’, COSO principles, the board of directors enforces the process of internal
control to reasonably assure the accomplishment of the set goals and strategies. The COSO
framework consists of five attributes, which are the “control environment, risk assessment,
control activities, information and communication and monitoring”. The control
environment is the control universe by which the company reflects its values, style of
operations and integrity. The control environment is influenced by the tone at the top of the

organisation, i.e. the board of directors have the ultimate power to assign roles and
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responsibilities and set the philosophy by which management will run the operations.
COSO assigns a major monitoring role to the board of directors highlighting their role in
discussing and dealing with issues regarding serious deficiencies in the internal control
system. These deficiencies should be identified through the continuous monitoring and
assessment to the quality of the control system, “Management is accountable to the board

of directors, which provides governance, guidance, and oversight”.

Moreover, SOX section 302 states that the audit committee has a vital role in
maintaining a proper internal control system and acts on behalf of the board of directors as
well as the shareholders. The audit committee oversees the activities performed by the
audit function to ensure an adequate control environment, governance practices and

prevent shareholders from management dishonest behaviour.

Since, as discussed earlier, CSR activities and reporting as well as transparency in
disclosing risk management information are important for firms’ long-term interest, it is of
interest to examine whether boards of directors and audit committee structure influence on

US banks reporting.

2.3.3.1 Board size

The main role of the board is to provide advice to the CEO and senior management and to
ensure that management activities are in the best interest of the shareholders (Guest, 2009).
The board of directors is supposed to act on behalf of the shareholders and oversee
management activities to ensure alignment with shareholders’ interest, and discipline
inefficient management practices (Li et al., 2008). Its role is not limited to overseeing
management effectiveness but also enforcing the concept of social responsibility in

business practices (Palmieri, 1979). The size of the board is an independent corporate
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governance driver separate from the board structure (Beiner, Drobetz, Schmid and
Zimmermann, 2004) reflecting firms' complexity (Krishnan and Visvanathan, 2009). From
the CSR angle, boards are responsible for setting firm identity and adopting CSR agenda to
respond to stakeholders needs (Jamali et al., 2008). Communicating CSR is a reaction to

stakeholders' need for transparency and more commitment to society (Li et al., 2010).

Boards with a relatively large size may benefit from diversified expertise and
increased monitoring ability due to the increase in board members (Guest, 2009; John and
Senbet, 1998). John and Senbet (1998) addressed several issues related to corporate
governance and board of directors’ effectiveness focusing on the board as an internal factor
of corporate governance. They indicated that the monitoring ability of the board may
increase due to the increase in board size. However, the drawback of large boards is the
communication complexity and the potential disagreement in decisions and firms’
strategies. In this regard, research by Beiner, Drobetz, Schmid, and Zimmermann (2004)
concluded that the accumulated management capabilities in boards having a large number
of directors might compensate the weaknesses in coordination and communication.
Consequently, the effectiveness of companies’ boards of directors strengthens the firms'

competitiveness and influences strategic decisions (Ibrahim et al., 2003).

While larger board size benefits from diversified experience, small board size
might have better coordination and ability to manage conflicts between management and
other contracting parties, less communication complexity between members, and each
board member will act with higher responsibility to ensure satisfactory disclosures
(Ahmed, Hossain and Adam, 2006). However, they mentioned that small board size might

suffer high work-load, which might limit its monitoring ability. Dey (2008) found that
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boards characterised by a small number of members are more likely to have low level of

conflicting perspectives and be more efficient in exercising their monitoring role.

Using a sample of 51 Irish-listed companies, Donnelly and Mulcahy (2008) studied
the effect of the board structure on the extent of strategic, financial and non-financial
disclosures and concluded that board size significantly associates with the level of
disclosures. In contrast, Cheng and Courtenay (2006) found that board size is not
associated with the level of voluntary disclosure. Ahmed et al. (2006) analysed a sample of
604 New Zealand firms and concluded that earning informativeness is inversely related to
board size and directly correlated with smaller board size, as they can benefit from more

effective communication and coordination.

The relation between board size and company performance was examined by
Yermack (1996) and several interesting results were obtained. Yermak based his
examination on a sample of 452 US non-financial companies over an eight-year period,
from 1984 to 1991. They found that board size ranged from four directors (the smallest
board size) to thirty-four directors (the largest board size in the sample) with a median of
twelve. Firms' performance was proxied by Tobin Q and firm size, age and industry were

used as control variables.

Employing the OLS regression analysis the results of the time series and cross
sectional analysis were consistent and supporting a negative relationship between the board
size and the firm's value, “The loss in firm value when boards grow from six to 12
members, for example, is estimated to be equal to the value lost when boards grow from 12

to 24” (Yermack, 1996, p.186). The study mentioned that some US firms such as General
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Motors and IBM shifted to smaller board size to avoid overhauls in their corporate
governance structure. Moreover, the return on stock enhanced for a sample of companies
that announced the change to a smaller board size. The researcher added that this
conclusion should not be generalised without taking the remark that this association might
not be true for very small boards. This limitation was difficult to test since there were very

few firms with board size less than six in the selected sample.

The study