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Abstract
Mohd Ismail bin Ramli
Disclosure in Annual Reports: An Agency Theoretic Perspective in an
' ' ‘International Setting
Over the recent years ‘transparency’ or better information disclosure has been the
buzzword of various corporate governance bodies due to the failures of the
system of corporate governance, which arise from an agency relationship.

: Howeyer,'there are arguments by ‘free’ market’ advocates suggesting. that

information is voluntarily disclosed.

This study discusses and cdxﬁpares the disclosure of information relating to
directors’ behaviour in the United Kingdom, Canada; the Netherlands, France,
Germany and Sweden. These countries were selected because they represent the
developed countries with different accounting systems. Furthermore, they are also

the board member countries of JASC a.nd. QECD.

‘Tranéparency’ relating to directors’ behaviour for the six countries were
measured using disclosure indices, i.e. the disclosure point average for
dichotomous, modified dichotomous, weighted dichotomous and weighted
modified dichotomous indices. These weighted .indices were established by

analysing survey responses of investment analysts.

The results show that there were significant differences in the disclosure of
information relating to directors’ behaviour among the six countries. There is also

a very low level of ‘transparency’ in all the countries except the United Kingdom.
These results suggest that information relating to directors’ behaviour is not

voluntarily disclosed and therefore regulation is necessary in order for it to be

more transparent as suggested by the various corporate governance bodies.
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‘Chapter 1

Introduction

1.1. Introduction

Company failures, business frauds, creative accounting, directors’ pay, and the
' crisi; in East Asian economies are issues that arise from the failures of the
system by which the companies are . .directed and controlled, i.e. corporate
governance. Even though there may be other reasons for the issues to arise (e.g.
by the international currency speculators, as claimed by the Malaysian Prime
Minister for the failure of the economies and companies in South East Asia
(Benta Harian, 22 August 1999)), corporate governance is thought to be the main
cause of the problem. These issues have generated a heated debate and given rise
to gréat concern to the public and take_n to the top of the policy agendas by policy

makers and regulators/standard setters.

It has been widely believed that problems conceming corporate governance arise
from the so-called divorce between ownership and control (the agency
relationship) within business organisations. An agency relationship is a
relationship between two parties where one party z;grees to function on behalf of
the other (Radebaugh, 1987), i.e.- the director (;gent) 15 supposed to act on behalf

of the shareholders (principals). However the failures of corporate governance



ﬁave revealec'i the adverSe'conséiduence-s of conﬂi¢ts of i;ltércété_an;j asymlmle-t-;ies
of information between ‘the d‘i'rectors- al_}dthe. ‘s'hareﬁolg.ie.rs._ Since. markét fofc_es
and corpdra.le gbvgmance monitlorihg/co-ntriolllting ;nkechaﬁi'sm.é hgve failed to '-dg:val
with t.he'v fundamental agency pl’OblClI;n’S,:inih;lS thésis it s afgued vthzlit'reguiat-io.ns |
on the disclosure of directors’ affairs are ‘essen‘tial to fei'nedy ' infdrm’ation

asymmetries and adverse actions by directors.

In response to these problems, policy makers, stéck_ ekchanges and the
accountancy professions, both at national and international level, formed various
corporate germance committees. Interestingly, the common solution proposed
by the various commitiees is ‘transparency’ or better information disclosure to
the shareholders by companies. However, so far no research has been undertaken
to measure the ‘transparency’ i1.e. the disclosure of information relating to
corporate go?emance or information relating to directors’ behaviour. This is the
focus of this study that is to measure the ‘transparency’ or adecjuacy of the
provision of information on corporate govermance or more specifically on
information in the company’s annual reports relating to directors’ oppoi’ttmisﬁc
behaviour. If the disclosure of such information is not transparent or inadequate
and there is a significant difference between the practices internationally, then
there is a case for policy action (in the form of regulation) to overcome corporate

governance problems and directors’ opportunistic behaviour.

Section 1.2 of this chapter, ‘background of rhe.study,’ discusses the framework-

and focus of the study. Section 1.3, ‘area of research’, incorporates the research



objectives, research approach, definition of directors’ -affa:lrs and agency
'per_spectiye, and research hypofhéses. Scction 1.4, “organisation of the study’ sets

out the outline of this study and finally section 1.5 is the summafy.

1.2. Background to the study

The number of high profile company failures (for example: Penn Central, Polly
Peck, the Bank of Credit and Commerce Intemnational (BCCI), Sock Shop, etc.);
business frauds and the apparent ease of unscrupulous directors in expropriating
other stakeholders’ fund (for example: the Maxwell affair, the scandal of Nick
Leeson with the Barings Bank, and the recent scandal by stockbroker, Martin
Frankel); the very limited role of auditors (for example: the Caparo case);
creative accounting; the rapid increase in directors’ pay, the methods used to set
directors’ pay and other components of compensation (for example, in the United
Kingdom the senior directors of listed companies received average increases of
17.8% in their remuneration packages over one financial year (Financial Times, 6
August, 1998)); and the recent crisis in East Asia about failed corporate
governance practices relating to lending and borrowing are subjects that have
generated heated debates (for furfher discussions see, Keasey and Wright, 1993;
Whittington, 1993; Conyon et al, 1995; and OECD, 1998). These issues, which
are related to the systems by which companies ar«;: directed and controlled, i.e.
corporate govemnance, are the key issue;% of lconc_:em to the public and are

therefore important policy items. Problems pertaining to corporate governance go



back' at least as far as the separation,‘of ownership from cont‘rol. (agency
-relati{l)'nShip) within business organisations (Kéasey and Wﬁght, 1993). This
relatidﬁship was first foreseen by Berle and Means (1932) and developed by

Jensen and Meckling (1976) in the theory of agency.

An agency relationship is deﬁneci by Jensen and Meckling (1976, p 308) as ‘a
contract under which one or more persons (the principal(s) enéages another
person (the agent) to perform -some service on their behalf which involves
delegating some decision makihg authority to the agent’. According to agency
theory, this relationship is weakened by a conflict of interest and information
asymmetry that arises between principals and agents because of goal
incongruencies. These incongruencies occur when the parties to the relationship

attempt to maximise their own utilities.

Jensen and Meckling (1976) suggest that the principal can control the actions of
agents by incurring monitoring costs designed to limit the opportunistic
behaviour of the agent, by instituting contracts that bond the agent’s performance
with the principals’ interests (bonding costs) or by using some combination of
monitoring and bonding. They refer to monitoring as not only just measuring or
observing the behaviour of the agent, but also controlling the behaviour of the
agent through budget restrictions, compensation policies, operating rules, etc.
Bonding the agent’s performance with the sh;'irehoAlder interests may be

accomplished -directly by suitable design of the compensation contract.



In tfle ébbvé,sit‘uation;'.t-lie_ pl‘ir.lC.ipilll might demand_in.f(;rmatiron relating to the
a'gent"s behaviog;. tg_;l.?é*dis'closed ir; flje annual r’eborts of the cémpany in order to
reduce the co;slt:s:‘;nf_irl;_o_nitoring the agent. Tﬁe 'principél might- also demand
infoﬁna_tion to-s.ll'i(v)w-‘thz;t.thé terms of the bonding contracts ha\;e been adhered to

(Watts, 1977).

Even though. these prdblems have been a long-standing issue, they have been
given high priorities oﬂly.in the late 1970s after a number of com-pany failures,
business frauds, sbandals, etc. In the USA, for example, the American Law
Institute (ALI) in 1978 fonﬁally instituted the corporate governance project, and
in 1982, proposed a final draft on the ‘Principal of Corporate Governance:
Analysis and Recommendations’ (Koh, 1994). Other bodies, such as the Cohen
Commission, the Financial Executives Institute, the General Accounting Office,
the Tradeway Commission, and the Committee of Sponsoring Organisations
(COSO) of the Treadway, have all recommended'réporting on internal control

(Vanasco et al, 1995), which is a component of corporate governance.

In the United Kingdom, the Financial Reporting Council, the London Stock
Exchange, and the accountancy profession sponsored the Cadbgry Committee in
1991 to look at these issues. The Cadbury Report (1992) noted the following two
important statements; (1) ‘It is, however, the continuing concemn about standards
of financial reporting and accountability, heightene-d by _the BCCI, Maxwell and
the controversy over director’s pasf, which has k‘ept-corporate governance in the

public eye’ (preface) and, (ii} ‘Had a code such as ours been in existence in the



past, we believe tha._t'a nu'rr-llbf:'r ofl"the recent examples of' unexpcéted company
féilgféé__and .cases of. fra_dd would _hav'e':l received attention eariier’ (paragraph l-‘.9'). |
‘ TheyA were c;oncérncd at ihe perceivea low level of conﬁdencc“bot:l'l-in ﬁnancial
-.rep_orting énd,lthe ability of. éu-ditors' to -provide the sateguards which the users of
company repbrts sought and expected, and referred to thé underlying factors of
the absence of a clear framework for ensuring that directoré kept under review
the controls in their business, together with the looseness of acco_uhting standards
(Clarke, 19§3). The proposal -of the Cadbury Committée (1992) focused
primarily on the accountability aspects of corporate governance and it relied
largely ui:)on improved information to shareholders, continued self-regulation and

a strengthening of auditor independence.

The literature shows that the formation of various committees to look at the
issues continues to expand world wide, both at national and international level.
Examples of efforts to overcome the problems at national level, apart from the
above, are: the Vienot Report in France, the Dey Report in Canada, the
Greenbury and Hampel Report in the United Kingdom, the Peter Report in the
Netherlands, the Bosch Report in Australia, and the Report of the National
Association of Corporate Directors Commission on Director Professionalism,
and the Business Roundtable Statement on Corporate Governance in the United
States (OECD, 1998). Partial listing of corporate governance guidelines and

codes of “best practice” of various countries are listed in Appendix 1.



Apaft"ﬁ_dﬁi the inifiative takér; at the national level, the internatio'néli bﬁdies-such
_as th'e_ -I:nielmatiorial Faculty for Corporate and Capital Ma‘lrl__;e‘tl La_éa‘_r, ,.tﬁ.c
Orgghisat'ici_n. for Economic Co-éperation’ and .. Development (OEC'[~)), éﬁd-thé
intéfna'tional Accounting Standards Committee (IASC) havé also C(')r;l-menced ‘
stuaies in this area. The International Faculty for Corporate and Capital Market
Law with the assistance of the Conservatoire National des Atrs et Meitiers, the
Institut National des Techniques Economiques et Comptables and the Univ'_ersite
de Haute-Normandie organised the Paris Colloquium on Corporate Governance
in 1983. The Pari‘s Colloquium was set up to identify problem areas in corporate
and capital market law and develop solutions through the exchange of knowledge

and ideas within a comparative perspective (Paris Colloquium, 1984, p. 199)

The Business Sector Advisory Group on corporate governance was established in
1996 by the OECD to review and analyse international corporate governance
issues and to suggest an agenda and priorities for further OECD initiatives
(OECD, 1998). The OECD was also given a mandate by the OECD Council
meeting at ministerial level in 1998 to develop a set of standards and guidelines
on good corporate governance (OECD, 1999). In response to this, the ‘OECD
Principles of Corporate Governance’ were produced and endorsed by mir.listers at
the OECD Council meeting at ministerial level on 26 -27 May 1999 (OECD,

1999).

The IASC, on the other hand, has adopted a different approach. It has issued

standards concemning the presentation of financial statements by companies in



countries that adopt the International Accounﬁng Standards. Examples -of
standards related to the dbove problems are: International Accounting Standard

(IAS) 19 - Retirement Benefit Costs; and IAS 24 - Related Pérty Disclosure -

(Cairns, 1995).

There are various recommendations’ put forward by these bodies/committees to
overcome the problems (such as, strengthening the role of internal 'c‘ontro'l,
auditor independence, the chairman of board and the chief executive being a
different person, appointment of non-executive directors, etc.). However? the
common recommendation of these bodies/committees is' ‘transparency’ or better
information disclosure to the shareholders by companies. There is also a
suggestion that financial reporting is an important element of the system of
corporate govemﬁnce, and some failures of corporate governance may therefore
be due to inadequate financial reports (Whittington, 1993). This recommendation
is consistent with the argument in agency theory that information is demanded by
the principal in order to reduce the agency costs. However, since in an agency
relationship there is a conflict of interest and information asymmetry between the
principal and the agent, information is not voluntarily disclosed by the agent to
- the principal. Therefore, in order for the above recommendation to be followed,

this study suggests that regulation on the disclosure of such information ‘is

required.

This recommendation, however, contradicts the view of the ‘free market’

advocates, or the anti-regulation group. it is argued by this group that



information should be disclosed -and p_i'ngccd_ without regulati_on. TB.ey argue
tHat, .sir-lcie" in an: égency' theoretic frameﬁork there is".- an ‘asy'rr'xme':tryr of
: informétioﬁ and conflict of interesf, Wi’iich créate the problem of ‘moral hazafd’,
the principal may seek information inn orderltb' monitor the agéht’s rbe'haviour.'
'Howéver., since the generation of the information is costly .and the agent has a
comparative advantage in its, produ;tion, he/she will have an interest in providing

such information in order to reduce monitoring costs (Watts and Zimmerman,

1978).

In addition this group claims that market forces and the current mechanisms for
controlling the agents, such as a company’s board of directors, non-executive
ciirectors, large shareholders, the threat of proxy fights, hostile takeovers,
managerial labour markets, etc., are sufficient in monitoring and disciplining the

agent, and suggests that additional regulation on the disclosure of such

information is not required.

However, since the failures of corporate govemance (discussed earlier) are
continuing to the present date, it may be argued that market forces and other
controlling mechanisms have failed to overcome the problem in an agency
relationship, therefore in this study it is argued that regulation on the disclosure
of information relating to directors’ affairs is important. Apart from the failure of
market forces and various controlling 'mechanismé to deal with the problems,
there are also ther explanations, for the need éf regulation on the disclosure of

information, such as, the belief that information markets will not function



effectively and fairly in the absence-of government regutation (Cooper and .Kcim,‘
1983), the alleged ‘public good’ nature of such information (Gonede§ and |
Dopuch, 1974), and litigation problems faced by the supplier of the infoﬁnation.

These arguments are discussed later in the next chapter.

However due to a variety of economic, social and political factors corporate
accounting and information disclosure regulations are different from one country

to another (Radebaﬁgh and Gray, 1993). This will be discussed in the next

chapter.

1.3. Area of Research.

This study is focused upon the central concerns of agency problems and
corporate governance, that is the ‘transparency’ or the disclosure of information

relating to director’s affairs in the annual reports of companies.

Despite the amount of research in the area of information disclosure, no
empirical studies have been made on information disclosure in relation to
directors’ affairs (information for monitoring). Prior research on information
disclosure has been made on the extent, quality, costs, benefits and the

_ consistency between the preparers and users of information for investment

decision-making.

10



This stﬁd‘y eXarr}iﬁés ti;é Quality'of disclosure ét an intematioﬁal_ level, i.e. in
w‘e-ster-n‘dc;velobed coﬁh-tfies w'itlil-différé-nt aééoun,fin_g'sy.s;tenis 'as'dévgloped by
ﬁbbés (1983) and which ‘are also répresénted »by' being a miafnbe,r. of the IASC
and OECD. This zlirea‘i‘s chosen blecause international regulations are reql'iired due
to the increasing glob'alihéafion of the capital markets. Fgrthermore, it is the
objective of international- bodies such as IASC, OECD and EU, to harmonise

accounting regulations, standards among its members.

This study also examines the degree of agréement (correfation) between
preparers and users of the information. This is to determine the level of
agreement betweeﬁ the shareholders and the preparers (companies) on the
information relating to directo.rs' behaviour. The finding of no correlation or
negative correlation suggests that the companies are not disclosing the
information demanded by the shareholders. No attempt will be made to evaluate
thé costs and benefits of information disclosure relating to directors’ affairs. This
is due to time and financial constraints on the part of the author. This may be a

subject for future research.

This study compares the actual disclosure of information relating to directors’
affairs.in the corporate annual reports, rather than the formal disclosure required

by the legal and professional regulations. Both the voluntary and mandatory

disclosure of information will be examined.



“1.3.1. Rescarch objectives.

Sipce there are various arguments put fofward by free'market-advocate_s;_(t‘he anti-
regulafion grbup) .that information is dis-CIosrc;clir.-in- an unregulated environment
based on marke@ forces, it is the objective of this study to determine whether such
~ arguments are true. The purpose of this is to make recommendations to the policy
makers (rcgﬁlators and standard sette;s), in particular to the international policy

makers, of whether regulation in this area is required in order to overcome the

_ agency/corporate governance problems.

Due the increasing globalisation of the capital markets, there is also increasing
demand for the harmonisation of regulations on the disclosure of such
information by international policy makers. Taking this point into consideration,
this study also seeks to determine whether the harmonisation of the regulations
and standards on the disctosure of information relating to directors’ behaviour by

international policy makers has materialised.

In addition to the above two purposes, this study also attempts to identify the
association (correlation) betweenkthe disclosure items which are demanded by the
users (shareholders) and the items which are disclosed by the suppliers of the
information (companies/agents). This is to support or reject the argument-made

by the opponents of regulations that the companies voluntarily disclose

information demanded by the shareholders.
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1.3.2. Réscarlch”ap'prozlch.

Various approééhes have beeﬁ taken in érgvious studies to measure the quality of
the disclo"sﬁre _of information. In this study the ‘disclosure index’ is used to
measure the quality of disclosure. A low disclosure score indicates poor quality-
of disclosure, which suggests that regulation. is required. [n' order to justify the
need for regﬁlation statistically, in this study the K_ruskal-Wal'l'is one-way
analysis of variance for three or more unrelated samples i1s used to test for a
significant difference. Where there are significant differences between the sample
countries, this will suggest the need for regulation in this area of disclosure. Any
significant differences will also suggest there is no harmony between the sample

countries in disclosing the information relating to directors’ affairs.

In order to determine the association between the disclosure items, which are
demanded by the principals, and the items, which are disclosed by the agents, a
Spearman rank correlation test is used. A low measure of correlation indicates
that there is an information asymmetry between the agent and the principal, t.e.

the agent is not disclosing the information, which is demanded by the principal.
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1.3.3. Definition of director’s affairs.and thc'a_g_ency perspective. . |
*1.3.3.1. Director’s affairs

As discussed earlier in-the chapter, the main purpose of this study is to measure
the quality of the disclosure of information relating t;)_directors’ affairé or
Behaviou-r. The term ‘director’ in this study refers to a member of the board of
directors, and includes executive and non-executive directors. A senior manager
who is not a member of the board of directors is excluded from the study. The
senior manager is excluded because, in this study, the focus is on the agency
relationship between the shareholder and fhe directors and furthermore, the board
of directors is monitoring the senior managers. This represents another level of

agency relationship, i.e. between the directors and employees of the cofnpany.

In countries with the two tier boards' systems, i.e. 2 supervisory board and an
executive/management board such as in Germany and Sweden, only the members
of the executive/management board are considered. This is to avoid
complications when comparing information disclosu;é on directors’ af’fai;s in
countries with a single tier board system with-those of the two tier. boards.
However, in this study, the terms ‘director’, ‘agent’, ‘management’, ‘manager’,

and ‘executive’ are used interchangeably.

‘Directors’ affairs’ in this study refer to the matters concerning the directors

directly or indirectly. They therefore include directors” remuneration,

14



accountabilities, profiles, service contracts,” experiences, transactions with the
' companies, responsibilities, bodrd ‘structure, internal control, and corporate

_.governance matters.

1.3.3.2. Agency perspective

An. agency perspective in the context of this study refers to the demand for
information for monitoring purposes or stewardship purposes, as opposed to the
well-developed demand for information for investment decision-making

purposes.

1.3.4. Hypotheses

The existing literature shows that -issues in agency theory or corporate
governance have been taken by various bodies both at national and international
levels. In agency theory, information relating te the directors’ affairs is
demanded by the shareholders in order to reduce the monitoring costs which is
also the main recommendation of the various corporate governance bo&ies. These
bodies have suggested ‘transparency’ or better disclosure of information relating
to directors’ affairs to be disclosed in the annual reéorts of companies. However,
due to the different accounting systeh)s and .the ‘emphasis of the corporate

governance practices adopted by the sample countries, there is a likelihood of
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differences in the quality of‘disclosurel'of.informati'on relating to directors’ affairs
in those countries. The I.iterature also indicéteé that there is aﬁ information
asymmetry between the shal;eholders_"_and tﬁe difectors, and the directors are
reluctant to disclose such intbrmatkl)n because of ‘free-riders’ and litigation

problems.

From the above arguments, this study therefore tests the following two main

hypotheses:

1. The overall disclosure quality of information relating to directors’ affairs is

different between the countries.

2. There is no agreement or association (correlation) in the ranking of the

disclosure items between each sample country and the investment analysts.

1.4. Organisation of the study

This study is divided into seven chapters. As presented above, chapter 1,
‘Introduction’, incorporates the background of the study, the area of research, the
organisation of the study and a summary. Chapter 2, ‘Agency Theory and
Regulations’, presents the theoreﬁcal Background of corporate governance and
agency theory and their relationship. This chapter also describes the agency

theory relationship and the implications for information disclosure. Second part
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of this.chapter discusses the regulations on the disclosure of information and the
arguments for and against regulations. Finally this -chapter presents the

¢lassification of accounting systems.

Chapter 3, ‘Regulatory Requirements’, describes the disclosure requirements and
the level of enforcement of the regulations in the sample countries, i.e. United

Kingdom, Canada, Netherlands, France, Germany and Sweden.

Chapter 4, ‘Information Disclosure’, begins with the definitions of transparency
and disclosure. It then discusses disclosure quality and the -various methods of
measuring disclosure quality. The method adopted in this study, ie. the

disclosure index, is explained in detail.

Chapter 5, ‘Data and Methodology’, introduces the data and justifies the
methodology used in this study. This chapter also critically reviews the

methodologies of previous disclosure studies.

Based on the discussion of the earlier chapters, the results are presented and

analysed in chapter 6, ‘Results and Analysis’. The hypotheses of this study are

tested in this chapter.

Finally, chapter 7, ‘Summary and Conclusion’, summarises and presents the
main conclusions of this study. The limitations and areas for future research are

also set out and discussed in this final chapter.
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1.5. Summ’ary

The author is aware of the problems in corporate governance and the agency
relationship, and the need for regulating the disclosure of information relating to

directors’ behaviours (affairs).

This study is set within the context of accounting systems operating in the
western developed countries. This enables a comparison to be made on the
disclosure of information relating to directors’ behaviours between countries with
different accounting systems. The findings of a low level of disclosure quality in
these countries and significant differences between the countries will provide
justification for policy action and the_nee'd for the harmonisation of intermational
accounting standards and ‘disclosure practices in this area. This is the purpose of
this study, i.e. to provide research results on the disclosure of information

relating to corporate governance and directors’ behaviour to the policy makers.

It has been discussed earlier that company failures, business frauds, and creative
accounting arise from the failure of corporate governance and the separation of
ownership from corﬂrql (agency theory). In order to understand these concepts
more fully, and their relationship to infdrrnation.disclosure, corporate governance

and agency theory are reviewed in the next chapter. -
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- +“Chapter 2

o Agency Theory and Regulations

2.1. Introduction

In the previous chapter, the problems associated with corporate governance and
the separation of ownership from control (agency relationship) had been said to
cause various bodies/committees to recommend greater ‘transparency’ or better
information disclosure to the shareholders by companies. There have been
various arguments by ‘free market’ advocates that information is voluntarily
disclosed by companies in order to overcome the agency probiems. However,
due to failures of the system of corporate governance as reflected by company
failures, business frauds, creative accounting, et_c., this study suggests that
regulation on the disclosure of information relating directors’ affairs is necessary
to ratify the problems. This chapter intends to explain corporate governance,
agency theory and their relationship with information disclosure, and regulation
on the disclosure of information. Even though this study is not intended to
evaluate corporate -goveménce or to design an agency model on information
disclos'ure, a review of corporate governance and agency theory is thought to be
useful, in order to understand the concepts, forms, terms used, problems
encountered, and solutions suggested before explaining their relationship with
information disclosure and the need for regulation on the disclosure of

information.
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Corporate governance is described- in section 2.2. Section 2.3 discusses in geﬁeral
what afc agency theory, the agency. rel.ationshi'p, and agency costs. Section 2.4,
presentsv the relationship between agency; theory and information disclosure. This
section also includes the objective of information disclosure in an agency
perspective. Section 2.5, discusses in general the term reguiation,_ the
- international regulating bodies, the regulatory arguments. The classification of

accounting systems is presented in section 2.6. Section 2.7, draws the chapter to a

close.

2.2. Corporate governance
2.2.1. What is corporate governance?

In the earlier chapter, issues relating to corporate governance have been said to
generate a heated debate. The business world, including company directors and
investors, government agencies, academics and the media has all become very
interested in the concept of corporate governance (Clarke, 1993). This section
considers, in more detail, what corporate govemaﬁce is and its relationship to
agency theory. There is a wide divergence of views on the nature of, and what
actually constitutes, corporate go#emani:e. For exémple,.from the survey by Bain-

and Band, (1996, p. 2), governance is seen by some of their respondents in the

following ways:
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- ‘Ha.v-i‘ng an appropriate pa.y" policy for s'eni'or‘peo_pié in industry.’

-“Providing chec'ks andb'a!an;:e_s to aybid the exc'es.se_s"of tbp boss'es:’-

-‘A set of proéedu;es to protect the organisation from fraud or loss due to poor
practice.’ |

- ‘P.rovidihg checks on the management thus protecting shareholders.”

- ‘Curbing the vyorst excess of a greedy managing class.’

- ‘Providing a control climate suitable to the organisation.’

The Financial Times (6 April, 1992) sees corporate governance in the following
way: ‘corporate governance is all about finding ways to make cbmpanies run
better.’ The Cadbury Report (1992, Para 2.5) and Conyon et al (1995, p. 710)
defined corporate governance as the systems by which companies are directed

and controlled. Clarke (1993) views corporate governance as the operation of the

system of government of companies.

Tricker (1984, p. 7) views governance in the following way: ‘If managemeﬁt is
ab(;ut running business, governance is about seeing that it is run properly.’
According to Trick;r (1984, p. 8), ‘corporate governance s concerned with the
process by which corporate entities, particularly limited liability companies, are
governed, i.e. with the exercise of power over the direction of the enterprise, the
supervision and control of executive actions, the concern for the effect of the
entity on other parties, the acceptance of a duty to be accountable and the

regulation of the corporation within the jurisdiction of the states in which it
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qperatcs.’ Tricker, (1984, p. 7) summarised the corporate governance process
_ into.fqur principal activities: | |

-.‘Dir'ection: formulating the strategic direction for the, futuﬁé of the enterprise in
the lc;ng term,

- Executive action: involvement in crucial executive decisions,

- Supervision: monitoring and oversight of management performance, and '
-Accountability: recognising responsibilities to those making a legitimate

demand for accountability.

The first two activities described management ﬁﬁctions (how companies are
directed) whereas the latter two are controlling functions (how companies are
controlled). These activities fulfil the definition of an agency relationship
discussed earlier in Chapter 1, which is the same as the definition used by the
Cadbury Report and Conyon discussed above. In this study this definition is used
to describe corporate governance, i.e. how companies are direqted and controlled,

‘because it is more related to the agency relationship, which is the focus of the

study.

2.2.2. Relationship between corporate governance and agency theory

Even though there are various definitions, views, and debates about what is
corporate governance, the key elements are concerned with the enhancement of

corporate performance via the supervision, or monitoring, of management
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pérforménc__c and ensuring thevaccountabili_'t)./ éf .mlanagcment to shareholiders-land
Iofhér gtakehdl;ie'fs be_cause’ of the con'hidt_bf :Iiﬁ'tcrest and infbrmafion asymmei_ry
beﬁveén the agent a.nd the principa]_.. '[“hes»t::‘ aspects of 'g.oveman-ce and
aécountab'i]iiy are closely interrelated ‘and have introduced a étéwardship
- dimension to corporate governance (Keasey and Wright, 1997). Stewardship is
the narrow scope of agency theory (discussed in the section below). The need for
the supervision and accountability of dﬁectors arises because of the so-called
divorce between ownership and control in large enterprises with diffused
ownership (Hart, 1995). The divorce, or separation, of ownership frdm control in

the modern diffuse ownership corporation is the characteristic of an agency

relationship.

Since the key elements of corporate governance are concemed with supervision,
or monitoring, of management performance and ensuring the accountability of
management to shareholders (Keasey and Wright, 1997), and arise whep there is
an agency problem, or conflict of interest (Hart, 1995), it should be no surprise to
discover that the issues associated with corporate govemance are intimately
as'sociated with the general problem of agency. Addressing agency problems,
therefore, will cover the issues of corporate governance. In this study, the failure

of corporate governance systems ts assumed to arise from the inability to curb the

agency problems.
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2.3. Agency theory

The development of accounting records from the time of Heroninos {AD 249 to
268), who was the .‘mar‘lager of the unit of the Apbianus estate centred on the
village of Theadglphia, shows that the owner of the business was separated from
the manager (see Rathbone, 1994). In the modem corporations, the separation of
the owner and the manager was first highlighted by Adam Smith in 1776,
followed by Berle and Means in 1932 and Jensen and Meckling in 1976. The
separatiolr‘x of ownership from the manager, who clearly manages the business, is

the general characteristic of an agency relationship.

In the above situation, the manager is required to produce accounting information
to the owner, to show that the accountability responsibilities have been
satisfactorily discharged. The whole purpose of accounting here is not to measure
the rate of profit or loss but to keep accurate records of acquisitions and
outgoings, in money and kind, and tq expose any losses due to dishonesty or
negligence (Higson and Tayles, 1998). In this case, the manager is said to have
fulfilled the stewardship demand (Gjesdal, 1981) or is accountable to the owner.
This is, however, a narrow. scope of agency theory. On a wider scope, agency
theory (also referred to as contracting cost theory), that derives from the financial
economics literature (Adams, 1994) consists of a complex set of contracts
between the owner and the manager (Jensen and Meckling, 1976) and involves
very complex mathematical formulations (Bromwich, 1992). These contracts

specify the rights of the manager in the organisation, performance criteria on

24



-which maﬁégers are evaluated, and the payoff functions they face (Fama and
Jensen, 1983a). Furthermore according to Walker (1989), agency theory is

primarily concerned with these contractual relationships under hncert_ain_ty.

Even though the issues c;f agency theory were first raised by Ada.m- Smith in
1776, this idea was not much developed until about 200 years later when Jensen
and Meckling (1976) wrote one of the most influential papers in the area of
agency theory (Hunt III and Hogler, 1990). Since then, several agency models
have appeared in the literature, such as the principal-ageﬁt model, the transaction
cost model, and the Rochester model based on the work of Jensen and Meckling

(Baiman, 1990).

The key aspect of these various agency models, which is also the main focus of
this thesis, centres on the problems associated with an agency relationship, that
18, agel:ncy problems that arise from the conflict of interest and information
asymmetry between the agent and the principal. For example, Jensen (1983), in
discussing a different branch of the agency literature, points out that all the
agency literature addresses the contracting problem between self-interested
maximising parties and use the same agency cost minimising tautology. Baiman
(1990), noted that all branches of agency literature provide similar frameworks
for: analysing the interaction of self-interested individuals within an economic
context, understanding the determinants and cauées of the loss in efficiency
created by the divergence between co-operatiQe aqd self-interested behaviour

(i.e., the loss from agency problem), and analysing and understanding the
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implications of different control processes (e.g., budgeting systems, employment
contracts, m'onito'ring systems, etc.) for mitigating. the efficiency loss from

’ age_:ﬁcy problems.

The conflict of interest is based on the assumption that individuals act self-
iﬁtereétedly and the principal and agent have different goals and attitudes toward
riskT The principal and agent are assumed to seek to maximise their own best
interest subject to the limitations set by the agency structure. Different goals and
attitudes toward risk between the principal and the agent arise gither because of

differences in taste or because action by the agent yields disutility to the agent

(Bromwich, 1992).

Information asymmetry, that is the agent has more information than the principal,
has resulted in the moral hazard and adverse selection problems. A mora_l hazard
problem arises when the principal cannot observe the agent’s action selection and
when the preference rankings of the principal and the agent over the‘set of
alternative actions diverge (Walker, 1‘;1)89). An adverse selection problem arises
when an agent has access to information prior to his or her action choice, which

cannot be observed by the principal (Walker, 1989).

26



Bl

2.3.1.-Agency relationship

As mentioned in the above section, the key issue in all agency models centres on
the problems associated with an agency relationship. An- agency relationship is
defined by Jensen'and Meckling (1976, p. 307) as “a contract under which one or
more persons (the principal(s)) engage another person (the agent) to perform
some service on their behalf which invoives dele‘gating some decision making
authority to the agent’. An example of the agency relationship in the modem
corporation is the relationship between equity holders in the corporation
(principal}) and the management (agent). There are also other agency

relationships in a modern corporation, such as the stakeholders-agents relation,

employees-management relation etc.

This study discusses that the agency relationship as involving a single agent,
even though in modem corporations it may actually involve many agents and
principals. This assumption is made in order to ease the presentation of this
thesis. This study is also limited to the relationship between equity holders in the

corporation (principal) and the director/management (agent).

In an agency relationship, the delegation of the decision-making authority to the
agent or the separation of ownership and control causes the agency probiems.
The decision taken by the agent ‘.)viil af;fect both the principal and the agent and
will usually favour the agent. This happens because the decision process is in the

hands of a professional manager whose interests are not identical to those of the
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_shareholder (Féma and J-enISer;, 1983b) or in another words 1t ar_iSés_frpm the
conﬂ:ctmg goals and diﬂ;éfi};g_aﬂiti;dés toward risk on tiie part of age.nt_' ;'_md the
p'rincipé_'llf (Ejsenhardt,-i989;' Nilzikant and Rao, 1994). Acf:ofding ‘to Kosnik
(1987), ‘simce the agent does not own a substantial part of the corporation equ.ity, .
he or she will not bear the full wealth effects of his or her o% decisions.. Under
‘these conditions, the agent-is likely to engage in behaviour .that beheﬁts his/her
personal we'alth or power, bﬁ;'this is opportunistic and inéﬁi;:ient from thé
principal’s point of view (Jensen and Meckling, 1976). E)gamples of such
inefficient managerial behaviour are the excessive use of company resources for
managerial ‘perks’, which may range from free lunches to priQate jeté (Jensen
and Meckling, 1976), the adoption of a short-term, risk-aversive attitude in
étrategic investment . decisions for the sake of stability and the protection of
management’s own control position (Lambert and Larcker, 1985), or the
excessive pursuit of diversification as a strategy to increase the firm’s size and

managers’ associated prestige and status (Amihud and Lev, 1981).

The problem is worsened due to the difficulty/expense involved in verifying the
agent’s behaviour (Eisenhardt, 1989; Nilakant and Rao, 1994) because of
information asymmetry discussed earlier. The principal is unable to observe the
action of the agent because it is not being made transparent to the principal by the
agent, i.e. the moral hazard or hidden action problcm (Walker, 1989;‘ Bromwich,
1992). Apart from this, the agent élso he-ls access to information prior to his or her

action choice which cannot be observed by the principal, that is, any private
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information of the agent is not being made visible to the principal - the adverse

selection or _h_idden in_formation problem (Walker, 1989,- Bromwich, 19‘92_).

The'»agen'cy‘ ‘pr.oblem therefore occurs when the desires of the principal and the
agéﬁt di;/erge and- it-is difficult for the principal to \./erify the agent’s behaviour
Because the principal has limited observational powers. The agency problerp also
occurs when the principal and agent have different attitudes toward risk. Due to
the divergence of interest, different attitudes toward risk and the difficulty on the
part of the principal to verify the agent behaviour, the agent is assumned to make
decisions which will maximise his or her own utility instead of that of his or her
principal. As a result of this the principal will find ways to overcome the

problem, such as by demanding information on the agent’s behaviour.

2.3.2. Agency Costs

The agency problem discussed above is called agency loss or agency costs (Pratt
and Zeckhauser, 1984). Jensen and Meckling (1976) define agency costs as the

sum of three components:
1. monitoring expenditure by the principal
2. bonding expenditure by the agent, and

3. the residual loss.
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According 'td.‘JenS(:»r.i and Meékling(--l976), the agency problem can be overcome
by establigﬁiﬁg app'répriat.e incentives for the a'g!eni and by incurring monitoring
'cc;sté .de::signed to lim'it“the‘ _z-lberrant activities of the agent. For _exémple, the
principal .;vill incur e?cpenses (monitoring costs) to monitor the agent’s behaviour
in managing the firm through budget restrictions, compénsation policies, and
operating rules. The principal will also be willing to provide certain incentives
for the agent so as to narrow the divergence of interest between the priﬁcipal and
agent. In addition in some sitpations it will pay the agent to expand resources
(boﬁding costs) to guafaﬁtee that he will not take certain actions, which would
harm the principals, or to ensure that the principals will be compensated if he
does take such acti.ons (Jensen and Meckling, 1976). Bonding the agent’s
berformance with the shareholder interest may be accomplished directly by
suitable design of the compensation contract. Despite the costs incurred by both
the principal and the agent, that is monitoring and bonding costs, to overcome the
conflict of interest, there will be still some divergence between the agent’s
decision and those decisions, which would maximise the welfare of the principal.

This divergence is also a cost to the principal, which Jensen and Meckling (1976)

refer to as a residual loss.

In these instances, information relating to the agent’s behaviour is demanded by
the principal to be disclosed in the annual report of the company in order to
reduce the agency costs (Watts,- 19775. This is supported by Walker (1989).
Walker (1989) argues that since the e-tgency problem stems from some form of

information asymmetry, it can be overcome by the provision of improved public
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-infomiation.' However, in an umééulated environment, this suggestion caﬁnot'be
ach.ievéd._" This is because the d'istfibutiéh of the information is disbropdnionate
and inequitﬁblé; thus it will ihcrcase thg information asymmetry._between a
re:.la'ti\-/ely well-informed agent and a relatively badly. informed principal, rather
than overcome the agency problem. Information asymmetries can be expected to
- remain since it is difficult for shareholders to obtain unbiased information at low
cost due to executives’ control (l)vrer the reporting of internal inforrﬁati()n and
their possession of firm and industry-specific knowledge/skills not shared by the
owner or external markets analysts (Ezzamel and Watson, 1997). Therefore, in
order to overcome these problems, regulations on the disclosure of information

on the agent’s behaviour are needed. This is the focus of this thesis.

However, the anti-regulation group and supporters of ‘market forces’ oppose this
suggestion. They argue that the agent voluntarily discloses information and there
are sufficient controlling mechanisms and ‘market forces’ to monitor and

discipline the agent. These arguments are discussed later in this chapter.

2.4.The relationship between agency theory and information disclosure

In the above section it has been argued that, in an agency relationship
information is demanded by the principal in order to monitor an agent’s

behaviour. Historically, disclosure of information is for an agency or stewardship

31



purpose. For example, the whole purpose of accounting records in ancient Egypt
" was. not to rhéa_sure the rate’ of profit or loss but simply to prevent theft,
embezzlement, fraudulént conversion and other avoidable losses due to

carelessness and the like (de Ste. Croix, 1956).

Stewardship as the objective of accounting records (financial statements)
continues. through the time of Norman England (in the very early part of the
thirteenth century) until the nineteenth century when the emphasis on
stewardship had started to change. This is because of the business corporation
growing bigger; the number of shareholders increasing in size and the concern
for profit by the dispersed owners (Higson and Tayles, 1998). Since then there
ére various arguments of whether the objective of financial statements is for
stewardship or for decision making. The debates on stewardship as an objective
of financial statements have been summarised before (e.g. Higson and Tayles,

1998) and are briefly presented below.

Some arguments against stewardship as the objective of financial statements are
essentially based on the meaning of the word stewardship. According to
Rosenfield (1974, p.133), ‘confused terminology and the abs;ence of analysis
have deterred accountants from discovering just where it [stewardship] leads’.
For example the views of the American Accounting Association committees
(AAA, 1966, p. 22) on various dimensions of stewérdshi_p, which range from the
most elemental level of custodianship to responéibility for acquisition, utilisation

and disposition of resources embracing the whole scope of management
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functions in a buSi(iess entity, hav:e Beén argued by Carsberg et. al (1974) to be
inappropriate. Carsberg et'al,‘(1974; p. 166) felt that ‘it may bé useful for the
sake -6f clarity, to ayo;ld'the use of the word stewardship’. bevine (1985, p 28)
bo'mte_d out ‘the concept of stewardship is difficult to define, butv one 6f its

characteristics is certainly responsible for accomplishing objectives’.

Even though there was-support for stewardship as an objective of ﬁnancrial
statements with a broader notion (e.g. Ross (1973), Watts and Zimmerman
(1986)) the predominantly stated objective of financial statements and financial
reporting (as set out in the conceptual framework projects) has been to enable
users to take economic decisions (e.g. AAA (1966), AICPA (1973), ASSC
(-1975), FASB (1978), IASC (1989), ASB (1991)). However stewardship is not
totally ignored. It is often used to try and illustrate the sorts of decisions that may
be taken. For example the UK’s Accounting Standards Board’s (ASB) first draft
Statement of Principles (1991, p. 100, Para. 12) stated that: ‘The objective of
financial statements is to provide information about the financial position,
performance and financial adaptability of an enterprise that is useful to a wide
range of users in making economic decisions’ and continued (Para. 14):
‘Financial statements also show the results of the stewardship of management,
that is, the accountability of management for the resources entrusted to it. Those
users who wish to assess the stewardship of management do so in order that they
may make economic decisions; these decisions. may include, for example,
whether to hold or sell their investment in the er;terp_rise or whether to re-appoint

or replace the management’,
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The stance by the ASB has bee_:n criticised. For example, Page (1991) argued that
stewardsrhip should be the rrllainﬂ oAbje.ctive of financial reporting. As a result of the
criticisms and an attempt fo en‘(.:apsu.iate coﬁbmte govemanée in the conceptual
framework, in the revised exposﬁre draft (ASB, 1995, p. 35, Para. 1.1), the
objective had been altered to specifically include stewardship: ‘The obje;tive of
financial statements is to provide informatiqn about the financial position,
performance and financial adaptability of an enterprise that is useful to a wide
range of users for assessing the stewardship of management and for making

economic decisions’. However this revised exposure draft was now withdrawn.

in the decision-making model, users traditionally use financial statements for
making decisions whether to buy/sell/hold their investments. This suggests that
investors require information to form their own views of the ‘true’ values of
shares, which they then compare with the current market values to form the basis
of an investment strategy with an eye to maximising personal gains (Bartlett and
Chandler, 1997). Beaver (1981) earlier argued that shareholder interest in
corporate information is related to the individual’s portfolio diversification and
activity on the stock market, thus, active traders continually seek informﬁtion that
will permit the detection of mispriced securities. In these situations only
information relating to the futuré value of the firm is relevant to the investors.
Furthermore, in an efficient capital market, security prices reflect all publicly
available information, and an investor will ﬁot be able to achieve abnormal

returns through analysis of data contained in the annual report.
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From the above arguments, explanations éthér than for decision-making have -
been put forward to justify shareholder,-in‘téré‘s”t,in the annual report, such as for
stewardship purposes, which is the focus of fhis study. Amold (1977) highlights
accounting information as being generally histb;iCal by nature, and therefore of
limited relevance in assessing future worth. However, such information may still
have a contrel value in enabling investors to monitor companies’ perforrnancé.
This view was supported by Gjesdal (1981), who suggested that stewardship
objectives imply a preference for historical cost over current value alternatives.
However, for decision-making purposes, the current value or the future-oriented

information is preferred to the historical cost information. The ASC (1986, p. l1)

3

pointed out ‘...while historical cost information may appear adequate for

stewardship purposes, it may provide unsatisfactory indicators for decision
making’. Since financial reports are currently being prepared based on historical
cost, it may be suggested that the main objective of financial statements and
reports is for stewardship. Judicial support for this view may be found in the
Caparo case, where it was decided that the function of audited accounting
information was to enable shareholders as a body to exercise control over
management, i.e. for stewardship rather than investment decision-making

purposes (Bartlett and Chandler, 1997).

It is the author’s view that although decision-making is regarded as an important

objective for financial reporting, stewardship is a significant issue for many
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users. Indeed the focus Qf attention in this thesis is on stewardship, rather that

decision-making.

2.5. Regulations

In accounting, disclosure of information is normally referred to as part of
corporate financial réborting. It 15 the reporting of the company’s financial
position and activities, continuing and contemplated, produced by that company.
It may consist of financial quantitative data or financial qualitative data or non-
financial data. This information is usually prepared by companies in their annual
reports, which are the important sources of information to the shareholders and

other users. It is therefore subject to various types of regulation.

Previously, regulation had focused on the specific parts of the annual reports,
such as the balance sheet and the profit and loss account. Little emphasis was
being given to the information relating to directors’ behaviour, except
information relating to the directors’ remuneration. However, due the increasing
number of company failures, business frauds, etc. over the recent years, there has
been a-greater demand for regulation on the disclosure of information relating to
directors’ behaviour. For example, as discussed earlier, there are demands for

transparency by various corporate governance committees.
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chl-llati(}n has been défined by 'i‘ajflor and Turley (1986, p.1) as ‘the imposition
-of cohstrz;ir;té 'u‘pon the prepa-ratlior!,. content énd fdrm of external ﬁn_éncial réports'
by bodies ofher than the preparers -of th.e reports, or the organisations and |
indivi-dvua>15 for which the reports arer prepared’. Imposing regulation does not
nece_ssarily méan an increase in the disclosure of information. Companies were,
known to provide alvid.ited financial information prior to the imposition of
regulation. This can be seen when all companies’ (listed on the New York Stock
Exchange) financial reports were audited by CPA firms back in 1933, Le. before
regulations were imposed (Benston, 1973). Imposing regulation is, however,
based on the assumption that companies will not voluntarily provide the amount
and type, i.e. the quality of information required by the shareholders and other
lljsers. Furthermore, information that is provided voluntarily will vary among
companies, thus making inter-company comparisons difficult. The distribuﬁon of
the voluntarily disclosed information is also asymmetrical, i.e. certain groups will
get more information than others. The central concem of regulation is thus to
improve the quality, comparability, and distribution of the information, rather

than simply to increase the disclosure of information.

There are various systems or forms of regulation to regulate the standard set of
information, both at national and international level. At the national level it can
be set out by professional bodies (private sector) or by government legislation

(public sector) or a mixture of both the professional bodies and government

legislation.
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At an intemaﬁonal'lev‘el, due to the globalisatidn of the éapita_l markets, several
‘organisations have aucmg;ted to develop an internatiqnal fegulation of corporate
reporting. This -is the objective of this étudy, i.e. to recommend fo the
international organisations whether there should be a regulation on the disc_lo.s.ure
of information relating to directors’ affairs.. The intemational'organisationé in
which this sfudy.anempts to make recommendation are: the International
Accounting Standard Committee (IASC), the Organisation for Economic

Cooperation and Development (OECD), and the European Union (EU).

The IASC was formed in 1973 with the objectives: (i) to formulate and publish in
the public interest, accounting standards to be observed in the presentation of
ﬁnancial statements and to promote their wide acceptance and observance; and
(if) to work generally for the improvement and harmonisation of regulations,
accounting standards and procedures relating to the presentation of financial
statements (IASC constitution). The [ASC also provides a private professioﬂal
counterpart to the activities of intergovernmental organisations, such as the

United Nations (UN), the OECD, and the EU (Radebaugh and Gray, 1993).

The OECD is involved in the development of international business on a global
scale. It focuses mainly on the development of industrialised countries of the
world. The major objective of OECD is to foster international economic and

social development and to this end to provide a ‘Code of Conduct’, including

information disclosure guidelines (OECD, 1979).
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:On a less glébal Sca-le,'th_e' E»U, formerly known as the EutopéanComﬁunity
:‘(E'C),'h:as been a major inﬂueﬁce in prol;rioting ec.:o‘norrvlic iﬁtcgration throughl the
_:free>m‘ovemcnt of goods, people; and_ capital-' between cOuntrie_s. [_n,order to
‘achieve these goals, it has embarked on a major programmé of harmon.isation,
including measun;.s to co-ordinaté ‘the company law, accounting, taxation, capital

‘market and monetary systems in the EU. (Radebaugh and Gray, 1993).

_The regulatory systems devised by the IASC and the ‘EU are - more
‘comprehensive than those developed by the OECD. The OECD is mainly
concerned with the disclosure of information in industrialised éountn'es or by
multinational companies. The IASC and EU systems deal with measurement as
Well as disclosure issues, relate to more areas of accounting, and affect more
types of companies. However, these two systems are implemented in different
ways. The IASC is an international private organisation, whose members are
professional accountancy bodies from various countries. Since IASC is an
international private organisation, it has no disciplinary power over its worldwide
members to comply with the Intemat'i-onal Accounting Standards (IASs), untike
the national professional bodies, which may enforce compliance with the national
standards. The EU, on the other hand, has no problems of enforcement, because

the requirements of the EU are inserted into the national legislation of member

states.

Given the differences in their objectives, regulatory system, coverage, and the

degree of compliance it would be important to recommend to these three
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organisations, regulation on the disclosure of information relating to directors’
behaviour. This is in order to provide a wider coverage of companies and

countries with the recommended regulation/siéndard.

There were many studies on accounting regulation carried out previously,
drawing on many different theories and hypotheses to argue the case for and
against regulation. However, little academic research has been carried out to
provide research results on accounting regulation to help policy makers or
standard setters. One reason for this perhaps is the fear that the policy makers-or
standard setters in their process of promulgating regulations or standards do not
use the academic research results. This fear is however reduced following the
éuggestion made by Swieringa (1998) that research results are important in
providing general background, specific alternatives, and justification for choices
for the policy makers in promulgating regulations or standards. According to
Swieﬁnga (1998, p. 34), ‘policy makers are consumers of research information_.
They are incredible information processing machines. They process information
about what is happening, what was déne before and how it worked, analyses of
altenative courses of action, and ideas about what might be done. Research
information alters or conﬁrms their beliefs and helps them accomplish, their
mission and follow their precepts. Research information can help shape
perceptions, examine assertions, assess consequences, and determine the extent

of agreement about existing and proposed accounting policies’.
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i;Iowevef, Swie'ringé (1998, p. 34)7 re;ﬁinds"'us that “in ‘a world of influence
attempts aﬁd pppm.'tunism, research information -corr}pete's for attentiole witl}-
other information and vested interésts’-.'- Aﬁdther pfoblem Swieringa (1998') .l;ai.séd
is cbﬁcemed with the view that lth_e policy makers and researchers need to
‘understand better each other’s perspective abouf the role of accounting
information. According to Swieringa (1998, p. 45) ‘policy makers. ‘tend to
approach the usefulness of accounting informat.ion by adopting a measmehent '
perspective that focuses on the primary characteristics of relevance and
reliability, the qualities of comparability and consistency, the elements of
financial statements, and concepts of recognition and measurement. Researchers,
on the other hand, increasingly approach the usefulness of accounting
iﬁformation by adopting an information perspective (e.g., the relation between
accounting information and stock prices) or a valuation perspective (e.g., models
specifying how accounting information should be translated into securties’
prices)’. Due to these differences, Swieringa (1998) suggests that more needs to
be done by accounting researchers to educate the policy makers about the

information and valuation perspectives, the research questions addressed, and the

methods used.

2.5.1. Regulatory arguments

As discussed in the earlier section, the principal demands information on the

agent’s behaviour and there are various debates on whether there should be a
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regulation.on the disclosure Q-f‘S-l.‘lCh information. -'fhe assﬁmption'-made by Jensen
and Me'ckliﬁg (1976) that- the agent has incéritives to incur e-xpenditure to
guaravr']'tee that he or _she w'rill- not take: certain actions to haﬁh the principat’s
interest or that he or she wiil compensate the principal if he or she does, i.e. the
bonding costs, is the main pdint to various debates between npro-regulation and
anti-regulation groups. The anti-régulation group a_nd the supportérs of ‘market
forces’ agree (e.g. Watts, 1977, Watts and Zimmerman, 1978; Leftwich, 1983)
with Jensen and Meckling’s view. They argue that information is discl.osed iﬁ
order to show the terms of the bonding contractslhave been adhered to, or more

- directly, it is a requirement of such contracts (Watts, 1977).

However, they point out that in an agency theoretic relationship the agent
possesses superior information concerning the company, and the principal cannot
directly observe management behaviour (information asymmetry), which creates
the problem of ‘moral hazard’ (discussed carlierj. In order to overcome this
problem, the principal may seek to ensure that the agent’s objectives are
congruent with those of the principal by devising incentive schemes. The
opponents of regulations argued that the agent might provide information
voluntarily in order to reduce the principal’s reliance on incentive schemes,
which may involve the agent in undesirable risk taking (Taylor and Turley,
1986). In addition, they argue in order to monitor the agent’s behaviour the
principal may demand informatioﬁ froml the agent. However, since the generation
of information is a costly exercise and the agent has a comparative advantage in

its production, the agent will have an interest in providing such information
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‘vlolur.'ltai'ily in order to reducé. t-he | cost of ‘monitoring the agent-principal

_ reia'tibnshib‘('\l./atts and Zinﬁmeﬁnan, 1978)_-. Based on Similgr reasons, Watts,
| (1977) argues that the agent will favour an external independent a_udit. The audit
-of an agént’s financial report to principals vprovides a signal to principals én the
. quality of the agent’s services, and thereby helps to distinguish the superior agent
from the inferior. In the Absence of such audited information, it is likely that the
quality of service by inferior agents would be exaggerated (Akerlof, 1970). This
is sup];,uoned by Ross (1979).in terms of signalling thedry where information is
disclosed voluntarily because of the management desire to highlight or signal
their superior performance. The reason for this is t.hat good performance will be
revealed to the market reﬂecting. their-i'reputation and quality of management

services. Good information disclosure may be one aspect of good performance.

The proponents of regulation, to which the author advocates, however have
disputed these arguments. The proponents of regu]ation argue that information
would not be voluntarily disclosed, as this contradicts the assumption in agency
theory that there is a conflict of interest and information asymmetry between the
agent and the principal. According to the agency theoretic view, as discussed
earlier, information relating to directors’ behaviour is demanded by the principal,
but since in an agency relationship there is a conflict of interest and information
asymmetry between agent and-the principal, the agent therefore wishes not to
disclose information sought by the principal. To overcome the information
asymmetry problem, Walker (1989) suggests the provision of impfoved public

information. However, in an unregulated environment, that is where information
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1S v‘(‘)ﬁly' .v'olunt.a.rily disclosed, th:is_sug_g_estion‘ czin_no_t be achiéved. ‘This is because
‘thg‘diétgi_ﬁutiOr! of the informatiﬁri is disproportionate aﬁ_d iﬁeduitabie,-thus it will
increase the information a$jmmetry betwéen a felativély_well-infonhed agent
and a relatively Badly informed principal, rather than overcome the agency
problerh. .Infdmiation asymmetries can be expected to remain since it is difficult
for shareholdérs to obtain unbiased information at low cost due to executives’
control over the reporting of internal information and their possession of firm and-
industry-specific knowledge/skills not shared by the owners or external market
analysts (Ezzamel and Watson, 1997). A requirement to make such disclosure,
either by law or by the standards, may be the effective solution to force the agent
to disclose such information. Regulation will also increase the credibility of

information disclosed and the confidence of the users (Cooper and Keim, 1983).

Apart from the above arguments, the opponents of regulation also argued that
information is voluntary disclosed based on the belief that if a shareholder knows
that the managers possess information, and then they will release it (Dye, 1985).
Dye (1985) called this the ‘disclosuré principle’ and is based on the adverse
selection problem as discussed earlier. This principle assumes that shareholders
prefer a manager who adopts policies. designed to increase the market value of
their shares. Since the market value of the firm before and after each
management disclosure is publicly observable, in principle, a shareholder could
design incentive contracts, which- encourage the mémage.r to release information,
which increases the price of the firm. If the mahager withholds information and

the shareholder knows that the manager has the information, the sharehoider will
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_éssume that the current market érice of the firm overstates the .ﬁrm_’s' value. This
‘w-(;)qld resulf'in the sharehéldérs revising downward'thei_r‘ demaﬁds for the firm’s
éﬁare, which in-the end would push down the price of the‘ firm until the manager
releases the information. Managers would disclose all informétion, good bor bad,

in order to prevent the price of their firms’ shares from falling (Dye, 1985).

Altematively, they argue that information is disclosed by companies to compete
for scarce risk capital in the market (Choi, 1973a). Disclosure of c‘ompany
information to the capital market would enhance a company’s competitive
position. Such disclosure would lowér the perceived risk associated with
investment in the company and thus lower its cost of capital and/or increase its
market valuation. Acting in the company or shareholders’ interests, management
would disclose information to the point where the marginal cost of disclosure
equals the marginal benefit. The opponents of regulation also argue that
companies would not be able to raise capital, or would have to do so on
extremely unfavourable terms, if they did not offer contractual terms (such as the
provision of the supply of financial information and its audit) which would
enable providers of finance to monitor performance to insure against

incompetence or dishonesty by directors (Whittington, 1993).

Another argument for the voluntary disclosure of information, presented by the
anti-regulation group, is based on the revelation principle (Myerson, 1979; Harris
and Townsend,.1981; and Dye, 1985). According to Dye (1985} this principle

assume that any contracts can be rewritten in a way which induces full revelation
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- of 'al!'p'fivate information held by the parties to it without affecting the payments
' thcy'receive. .

A sceptic ‘may criticise the imposition of regulation on the disclosure of
information on the grounds that such uniformity will impair shareholder welfare.
This is because all companies are different, and some of the required disclosure

‘will be useless and/or irrelevant or dyfunctional (Benston, 1982).

The proponents of regulation, however; argue that the disclosure of information
without the intervention of government regulation is inefficient and unfair
(Cooper and Keim, 1983). They argue that regulations take up almost ev‘ery
z;spect of our life. For exafnple, a government imposes laws and statutes on its
citizens, affecting how they conduct their businesses, pay their taxes, buy their
houses, report the births of their children, etc. According to Taylor and Turley
(1986, p. 6) ‘a market system can only operate where there is a set of clearly
defined rules to govern the way in which market transactions take place’.
Without clearly defined rules or in an unregulated market system, insufficient
information is produced. This is because an unregulated market system will not
be able to achieve competitive price equilibrium. for accounting information. The
‘information, which is produced, may be false or misleading and heterogeneous.
The provision of voluntary heterogenecus information will be sub-optimal for
investors who cannot share information, or are unable to process the information,
which they receive (Aivazian and Callen, 1983). Funhemore they argue that, in

the past, the production of audited financial information in the absence of
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~ regulation did'.rilotbprevept.c'orpora;e frauds (;r indicate company failures. They
~also argue fhat previous étudies on vloluntary- d:isclosﬁre-lhave mixed results. For
exan{ple', Dye -(1983), Jung and Kwong (1'93»8)'- and Verrecchia (19-90)’

| demonsﬁate that irleormationl is voluntarilyl -(rii'sclosed, whereas Penno (1997) .

found that voluntary disclosure of information is not generaily true. -

"The proponénté of regulation pointed out that insufﬁéient' information beiﬁg
produced could result from several factors. The company may be a monopoly
supplier of information about itself. Thereforé, it can restrict the disclosure of
accounting information about itself, without unduly affecting its competitive
position for risk capital with another company or it can charge a high price for

such information (Cooper and Keim, 1983).

Another important factor for the information not being sufficiently produ(;ed is
because of the alleged ‘public good’ nature of the information (Gonedes and
Dupuch, 1974). The availability-of a public good to one person will result in
others getting the same good equally v;/ithout incurring any costs. The producers
of the goods are unable to eliminate consumption of the goods without payment.
Even though the goods are consumed for free, the amount and quality are the
same for those wﬁo pay for them. Therefore, the goods are not produced because
the producers cannot charge all consumers for their consumption and those who

do not pay (free riders) will not demand the goods because they know that they

can enjoy the benefits without incurring any costs.
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Another reason put forward by the pro-regulation group for the insﬁfﬁcient
production of information is to avoid lengthy' litigation by the users io enforce
‘their fights. To avoid the underbrbd'ucﬁt‘ionvof informl;';ttiorn.many,cou'ntries have
r_eﬁ-n-ed regulations to protectlaggiriél litigation abuse ‘in the form of ‘safe
_harbours’ for management and directors’ actions, as well as safe -harbours ‘for the
disclosure of information (OECD, 1998). Brieﬂy,. safe harbour provisions offer
protection from legal liability for specified management/directors’ actions and
voluntary infonnation".-that is made. The safe harbour operates by requiring
plaintiffs to show that the actions and information lacked a reasonable basis in

fact and were not made in good faith (Skinner, 1995).

'fhe costs and competitive disadvantage of information disclosure are also factors
that hinder the disclosure of information (Radebaugh and Gray, 1993). There are
costs directly associated with voluntary disclosure such as data collection,
processing, production and auditing cdsts (Gray and Roberts, 1986). Companies
might produce uniform accounting information if the béneﬁts of doing so, e.g. a
reduction in the cost of capital, out-wéighted the costs. However, there may be
no allocation of gains among firms resulting from the overall uniform accounting
system that satisfies both individual and group rationality (Aivazian and Callen,
1983). This prob.lem 15 intensified by the existence of transaction costs.
Moreover, if firms outside the coalition benefit from the uniform system without

participation, there is no incentive for them to .produce the information

voluntarily.
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Competitive: ‘di‘sadvantage, that is the use ofi additional information by
»competit-ors to the detriment of the corpbrétion-discl,osing. the informatibn, is the
most frequently cited objection to‘. increasing 'driscltv)”sure requ@réments
(Radebaﬁgh and Gray, 1993). Competitive d{s;eldvantﬁge is an indirect cost, that
1S discloéufe could encourage competitors and feduces the com‘pany’s abiiity to
generate cash flows expected from inventive and innovative activities (Gray and
Roberts, 1986). Therefore the producers of information would objec? to the

disclosure of information unless law or standards impose it on them.

On a different stance the opponents of regulation argue that the wvarious
controlling mechanisms are sufficient to monitor and discipline the agent, and
a;lign the agent’s interest with those of the principal, and therefore additional
regulation on the disclosure of information on the agent’s behaviour is‘ not
important. Examples of controlling mechanisms suggested by this group that can
monitor, discipline and align the agent’s interest with those of the principal are: a
firm’s board of directors, large shareholders, compensation contracts, regulatory

agencies, proxy fights and hostile takeovers.

The anti-regulation group argue that the board of directors, which is elected by
the shareholders, can monitor management at a closer level than the dispersed
shareholders can achieve. By monitoring management, the board guards against
fraud, waste of assets, under-pérfonﬁance and, more generally, the agency
problem (OECD, 1998). The pro-regulation group criticised this argument. They

argue that monitoring the agent internally by the board of directors will result in
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_-another agency conflict, i.e., between the shéreholders and the:b.oard of directors.
'Tﬁis -conﬂici arises bccaﬁse tﬁe -directors' on the board -are agents of 'thc
shareholders; furthermore the dlrectorslr mdependence 1S questlonable This is
-because the chlef executwe officer (CEQ) and other senior ofﬁcers of the firm
usual]y_sit on the board and often the CEQ is the chairman_of the board. Specific
board structures and practices may assist in promoting ihd‘ependence, such as
having a quantita_tive majority of directors who are not affiliated with
management (outside directors), and appointihg é non-executive director as board
chairman (OECD, 1998). However, the unscrupulous dominant personalities
among ekecutive directors could still choose non-executive directors who were
not fully indepeﬁdent (Collier, 1997). To minimise the agency problem between
£he shareholders and the board of directors and to ensure that the independence of
the directors are in place, information on the board structures, composition of the
board, company transactions with the directors; etc., should ‘be disclosed to the

shareholders.

Large shareholdérs, the opponents of regulation argue, can monitor the agent by
exercising their voting rights and participating in the annual general meetings.
The large size shareholdings may justify a more assertive use of the voting rights,
as the break-even point of fixed-cost/variable-benefit trade-offs will shift
(OECD, 1998). The anti- regulatlon group argues that large shareholders can
monitor the directors by exercising thClI‘ voting rights and participating in annual
general meetings. In criticising this, the pro-regulation group pointed out that

many shareholders do not make use of their voting rights. For example, Mallin
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'- (19§]) ina suxl'vléy‘of :the top 250 companies, ﬁn&s that, on a‘veragé,'.inéti.tultionlal .
shar'é}.}ollciefs’- voting “level is énly 35%. This is partly because the coStst of
: rﬁohitdrihg corpc-)raterperforr'nar'lc'e accrué”only to the'shafehollders‘....who are
éngagéd.' in 'fhe monitori-r.lg,- 'whilc the benefits are shared by thél entire
sharéholders’ base, that is, the ‘free-riders’ problem (Grossman and Hart, 1950).
.~ The Business S>ector Advisory Group on Corporate Governance Report to the
-QECD (1_998).sugglests that the large size shareholdings may jusﬁfy a more-
assertive use of the voting rights (as the break-even point of fixed-cost/variable-
benefit trade-offs will shift). However, many large shareholders or fund
ﬁlanagers still have sfrong incentives to avoid the costs related to more active
participation. To encourage shareholders to vote, and participate in annual
ﬁeetings, detailed information of the directors’ activities, 'in addition to the
normal financial information, should be disclosed to the shareholders.
Information, such as the directors’ profile, qualifications, experiences, ages, other
direct_orships, a committee responsible for nominating the directors, etc., will

inform the shareholders of the kind of persons to whom they have entrusted their

funds.

A suitably designed compensation contract is claimed to be able to reduce the
conflict of interest between the agent and the principal, since it is tied to
performance measures of the firm (Lippert and Moore, 1995). Compensation in
terms of ordinary shares will inci'éase the equity ownership of the agent in the
vcompany. Jensen and Meckling (1976) argue that as_the agent’s ownership claim

falls, his or her fractional claim on the outcomes falls, which will tend to
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encourage himlor her to appropriate larger amounts of the corporafe resources m
the form of perquisites and his or her incentive to devote a signiﬁcant effort to
creative activities such as searching out new proﬁtable vehtures falls. Therefore,
the establishment of incentive compensation such as share options schemes,
which will increase the ownership of the agent, Would.align the agent’s interest
with those of the principal. This point is being criticised by the proponents of
regulation by arguing that, since the compensation contracts olf the directors are
determined by a board committee (remuneration committee), usually comprising
of executive and non-executive directors, their independence is questionable.
This is because this committee is setting the compensatidns of their colleagues.
Even though theré are non-executive directors in the committee, they are usually
selected from the executive directors of other organisations. Possibly as a result
of this the Greenbury Report (1995) recommended the full disclosure of
directors’ emoluments and a remuneration committee report in the companies

annual reports.

The anti-regulation group also suggests that the regulatory agencies, such as the
Stock Exchange can monitor the agent’s behaviour, and hence the reliance on
information disclosure to monitor the agent is reduced. For example, Lippert and
Moore (1995) and Crawford et al (1995) suggest that the regulatory agency is
able to monitor the agent’s performance; therefore the need for bonding is
reduced. In attacking this, the lpropoinents of regulation argue that not all
companies are listed; therefore not all companies can be monitored by the Stock

Exchange. Furthermore the Stock Exchanges have their Listing Rules, which
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"include the disclosure requirement of. certain items. For e){ample, the London
Stock Exchange incorporated in their Listing Rules the Cadbury and' Greenbury’s

recommendations on the disclosure of information (Hampel Report, 1998). .

The proxy fights and hostile takeovers are said to be able to discipline the agent.
Hence, the actual monitoring by the prinéipal is reduced aﬁd so there is less
demand for information by the principal on the agent’s behaviour. Proxy fights
are a process whereby the under-performing board of directors is replaced. The
standard way proxy fights are conducted is when a dissident shareholder puts up
a list of candidates to stand against the directors’ list, and tries to persuade other
shareholders to support his or her candidates (Hart, 1995). Hostile takeovers can
discipline directors, when the ‘raider’ buys all the shares of the not-properly-

managed company and installs new management (Hart, 1995).

Both proxy fights and hostile takeovers as a éontrolling mechanism were
criticised by the pro-regulation group. They argue proxy fights are not a powerful
tool to monitor directors for several reasons, such as free-rider problems
(discussed above) and also the .shareholders may have little incentive to think
much about whom to vote for, since their vote is unlikely to make a difference.
Usually the shareholder will vote for the incumbent directors on the grounds that
‘the devil you know is better than the devil you don’t’ and company law often

allows the incumbent directors to use com'pany funds  to promote themselves

(Hart, 1995).
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They also argue'théit‘hosiile takeovers are ;xot without their drawbac-ks. Firstly,
thiere are free-rider problems, i.e. the minofigy'shéréholcllers who believe tha.t.-their
decistons are unlikely to affect the success pf thvc-a.bid and have an iﬁccntil;re not to
tender to the raider, since they may be able t<$ obtain a pro%éta .fraétion of the
capital gain by holding on themselves (Hart, 1995). A second drawback with a -
takeover as a monitoring device is that the raider may face competition from
other bidders as well as from minority shareholders to take over the company,
whereby it may increase the price of the company. This will reduce the raider’s

profit or even create a loss, which will discourage the takeover process.

At the extreme end, the anti-regulation group argues that information on the
égent’s b;ehaviour 1S not necessary, as agency costs are driven to zero by market
forces within and external to the firm (Fama, 1980). Fama (1980) suggests that a
form (;f full ex-post settling up occurs which penalises the agent who deviates
from maXximising the principal’s wealth, and thus the agent is motivated to act in
the interest of the principal. Fama (1980) further argues that according to
portfolio theory the principal has no sbecial interest in personally overseeing the
detailed activities of any firm, since his or her optimal portfolio is likely to be

diversified across the shares of many firms.

The pro-regulation group argues that, if the market forces can resolve the agency
issues, why have they not done so? Why were there so many company failures,
business frauds, creative accounting, and the rapid increase in directors’ pay,

etc.? They also argue that the debate on market forces, such as that concerning
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the capital market and the managerial labour markets, to monitpr the directors is
inconclusive. This is illustrated by the formation of various corporate governance
committees at national and international level (discussed earlier) to overcome the
agency problems. in most cases ‘transparency’ is the buzzword of the reports,
guidelines, codes of “best practice” and standards of the various national and
international bodies. Barely a section or chapter goes without reference to it. For
example, the report to the OECD by the Business Sector Advisory Group on
Corporate Governance has allocated a chapter, (i.e., chapter 4 of the report), to
discuss the disclosure of information in protecting shareholder rights. The report
of the Business Sector Advisory Group on Corporate Governance to the OECD
(1998) suggests that for the private sector, and specifically the public traded
‘;:orporations to flourish, policy makers and regulators need to shape a corporate
governance environment, which involves protecting the integrity and efficiency
of capital markets (thus promoting confidence), by protecting shareholder nights
and providing for the disclosure of information. Disclosure is an especially
important and efficient means of protecting shareholders. Adequate and timely
information enables the shareholders to make a considered judgement about the
quality of management and whether or not to use their ownership influence to

seek a change in management behaviour (OECD, 1998).

Even though Fama (1980) suggests that in portfolio theory the principal has no
special interest in personally overseeing the detailed activities of any firm, the
proponents of regulation suggest that disclosure of information can deter the

agent from pursuing activities that are not desired by the principals. Quoting the
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'-rfl:marl%sl_ made by Dean Mundhei'm ét the opening session_. qf ‘the Parié
Coll;)q-uium on Corporaté 'Govem.a-nél:.e‘ (Pa.ris Coll‘t)qLiiums 1984, p. 205):‘
‘Dis;:losﬁre, however, also has a very direct i'rlr.,lpact on corporate conduct. Many
years ago Justice Brandeis characterised sunlightlas the best disirn_fec_:tant: peéple
.are often pf.epared to forgo certain activities if they must disclose those activities
to the public. lI imagine that all of us who have counselled corporate- clients that -a
particul;ar transaction must be disclosed have gotten the reaction: “Well, in that

case, let us not do the transaction.’

From the above arguments the author ‘supports the views of the proponents of
regulation, and suggests there should be regulations or standards on the
discloswe of information relating to directors’ behaviour. However in an
international setting, which is the focus of this study, the regulations and
standards differ from one country to another. This is due to the differences in
financial reporting systems in which they operate. The classification of the

financial reporting systems is presented in the section below.

2.6. Classification of financial reporting systems

Research on classification of financial reporting systems has been voluminous
and varied, drawing on many different theories and hypotheses to - group
countries according to the common elements and distinctive characteristics of

their financial reporting systems. Groups are identified either on the basis of
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judgement (Muller, 1967), or by the use of statistical techniques such as factor |
| analysis (Da Costa et al, 1978; Frank, 1979; Nair and Frank, 1980), or by a

mixture of judgement and statistics (Nobes;_ 1983; Doupnik and Salter, 1993).

The most common approach of financial reporting'. systems classification is either
based on measuring characteristics other than accounting practices or based on
measurements of the accounting practices themselves. According to Nobes
(2000) the first approach of classification may be called ‘extrinsic’ (Muller,
1967, AAA, 1977, Puxty et al, 1987;Gray, 1988; Shoenthal, 1989) and the
second may be called ‘intrinsic’ (Da Costa_ et al, 1978; Frank, 1979; Nair and

Frank, 1980; Nobes 1983, Doupnik and Salter, 1993).

In this study the classification by Nobes (1983) is taken as the framework to
determine the differences on the disclosure of information relating to directors’
behaviour in different countries. Nobes’s classification is adopted in this study
because the classifications by the other researchers were ‘extrinsic’ in nature
and/or did not fulfil the properties necéssary in classification. According to AAA
(1977, p 77- 78) there are four properties necessary in a classification. Firstly, the
characteristics of classification should be adhered to consistently. Secondly, a
good classification will potentially contain sufficient subsets to exhaust a given
universe. Thirdly, all subsets will be mutually exclusive in such a way that no

element may fall into more than one of them. Lastly, hierarchical integrity should

be observed.
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- Another problem 'with tﬁe other researchers’ class_iﬁc‘ati'ons is Fhe.lack of
féliability and relevance of the data for ‘t.he rescarc-h problem- under ih’véétigation
(Radebaﬁgh and Gfay, 1993). For ex-amplé, Da Costa et ﬁl (19;78) 'andv Frank
(1979) produced a classification directly based on accbunti;i-g“preicl:tlices, using the
Price WaterhouSe-(1973) survey. Nair and Frank (1980) extended thé.v_vérk of
Frank (1979) by usirig the 1973 and 1975 Price Water.hou'se surveys. Doubts
however have been expressed on the use of Price Waterhouse data for'the
pufpose of classiﬁcation.- As pointed out by Nobes (1981), ‘the're were problems
relating to the Price Waterhouse surveys with respec_:t to (1) data errors, (2)
misleading answers, (3) swamping of important questions by trivial ones,-and
exaggeration of differences between the United States and United Kingdom.
I;’erhaps the fundamental weakness of the surveys was that there was some
confusion between the rules (mandatory and non-mandatory) and actual

practices, which are often different (Radebaugh and Gray, 1993).

As a result of the above problems, the classiﬁca_tions by other researchers have
been criticised for (1) lack of precision in the definition of what is to be
classified, (2) lack of a model with which to compare the statistical results, (3)
lack of a hierarchy that would add more subtlety to the portrayal of the size of
differences between countries, and (4) lack of judgement in the choice of

‘important discriminating features’ (Nobes, 2000).
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2.6.1.: Nobes’s classification

'Ip an attémpi to overcome the above problems and to fulfil the ,prop'ert'ies-“
ne'ceéséry in:»classiﬁcations, in 1983, Nobes suggested a classification system as |
shown iﬁ Fjgﬁre 2.1. Nobes (1953) deﬁnegi the purpose of his research as the
classification of countries by the ﬁﬁancial reporting practises of théir'.public
companies. The countries chosen were those of the ‘developed westefn' world’
and the reporting practices were those concemed with measurement "and
valuation. Public companies were chosen by Nobes (1983) because it is the
public companies whose financial statements are generally available and whose
practices can be most easily discovered. Nobes (1983) argued that, it is the
intgmational differences in reporting between such companies that are of interest
to shareholders, creditors, auditing firms, taxation authorities, managément and
harmonising agencies (such as the IASC or the EC Commission). Nobes (1983)
chose measurement and valuation practices because these determine the size of
the figures for profit, capital, total assets, liquidity and so on. Furthermore, Nair

and Frank (1980) point out that is useful to separate measurement from

disclosure practices.
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“The Nobes’s classification éystem shown in Figure 2.1 was tested b.;y means of a
ju&gemental analysis of .rryeasdremel-lt“and valuation-réporting pracfice_s in 14
.dc;ielope'd countries. A structural approach ‘to accounting practices was usedr
whereby major feéﬁres wgré assessed such as the importance o‘f tax rules, the use
of prudent/conservative valuation p-rocedure, the making of replacement cost
adjustments, and so on (see Exhibit 2.1). Nine factors were identified as likely to
predict which countries would be grouped together. Nobes then scored these
factors based on questionnaires and personal judgement. Apart from personat

judgement, Nobes also used statistical analysis to support his classification.

. Type of users of the published accounts of the listed companies

. Degree to which law or standards prescribe in detail and exclude judgement
. Importance of tax rules in measurement

. Conservatism/prudence (e.g., valuation of buildings, stock, debtors)

. Strictness of application of historic cost (in the historic cost accounts)

. Susceptibility to replacement cost adjustments in main or supplementary
accounts '

. Consolidation practices

. Ability to be generous with provisions (as opposed to reserves) and to smooth
income '

9. Uniformity between companies in application of rules

A B W —

0 ]

Exhibit 2.1
Factors for Differentiation of Accounting Systems

(Source: Nobes (1983), A Jﬁdgmental International Classification of Financial
Reporting Practices, Journal of Business Finance and Accounting, Spring, p. 8).

61



Nobes’s classification in Figﬁ;'e 2.1 contains a hierarchy triat borrows its label
fromi biclogy. The clﬁssiﬁqaﬁoh.ndt only shows ';vﬁich countries are in différent
categories, but also hpw clqsé or distant these categories are. For example,
Australian. ellccounting; as a n;embér of the: UK ‘family’, is closer to UK
accounting than it is to either Canadian or US accouﬁting. However, it is closer:
to these two. than it is to Dutch accounting, by the ‘subclasses’ invelved; but
closer to Dutch accounting than French and German accounting, which -are

entirely different ‘classes’.

The micro-based and macro-uniform °‘classes’ in the Nobes’s classification
roughly correspond to the two types of legal systems, i.e., common and code law
(Choi et al, 1999). Accounting in common law countries is sometimes called
non-legalistic or Anglo—Saxon'and accounting in code law countries is commonly
referred to as legalistic (Choi et al, 1999). According to Choi et ai (1999),
common law develops on a case-by-case basis with no preconceived design and
no attempt to cover all cases in an all-encompassing code. The origin of common
law is English case law. In common law countries, accounting rules are not
incorporated into statute law; instead, they are established by professional
organisations working in the private sector. This permiits them to be more
adaptive and innovative. On the other hand, the code law is based primarily on
Roman law and, subsequently, the Code Napoleon (Choi et al, 1999). In code law
countries, cbmpliance with the letter of the law .is expected. Codification of

accounting standards and procedures appears natural and appropriate in these
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_countrieé. Thus, aécbunting’rules_ are incorporated into .national laws and they

" tend to be highly prescriptive and procedural.

'Aithough the mcthddc;logy used by N;)bes fulfilled the necessary properties of
classification, his classiﬁc'ation is now historical. Part of -the problem here is that
_the date of Nobes’s classiﬁcation was 1980,v before the enactment in EU
countries of the fourth Directive on Company LaW. Directives, which must be
incorporated into the laws of the EU member states, are the instruments used to
harmonise company .law and accounting (Nobes, 2000). The company law
Directives of most relevance to accounting is the fourth Directive (i.e. formats
and rules of accounting) (Nobes, 2000). Since 9 out of 14 countries classified by
II\Iobes are member of EU, there is a tendency that there is no difference in the
financial reporting practices in those countries after the irﬁ.p[ementation of

accounting Directives as laws.

Despite being histqrical, research studies carried out by Doupnik and Salter
(1993, 1995) to test the Nobes’s classification provide a large degree of support

for the classification, particularly for the initial two-class split.

Another criticism with Nobes’ classification is that it is not really evolutionary,
although its analogies with biclogy and use of labels such as ‘species’ suggest
this, and also the objects being classified appear to be countries, which seems

misleading (Roberts, 1995).
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.In order to reduce this problem, in this study the countries selected were based on
' the' ‘family’ and ‘sub-class’ and not the ‘species’ of the Nob-es.’s'class,iﬁcation_.

The selection of countries is discussed.in Chapter 5.

2.7. Summary

There are wide divergent views on the nature of and the constitution of éorporate
governance, but the key elements are concerned with supervision or monitoring
ahd accountability. The need for supervision and accountability arises because of
the separation of ownership from control, which is the main characteristic of an
agency relationship. Addressing problems in agency theory will therefore

directly address the issues of corporate governance.

Agency theory is concerned with the relationship between the agent and the
principal. The problems in an agency relationship arise because of conflict of
interest and information asymmetry between the agent and the principal. To
overcome these prdblems tt_le opponents of regulation argue that one party to the
conflict is willing to incur monitoring and bonding costs (agéncy coéts). They
argue that the agents are willing to provide information about them voluntarily.
There are also other controiling mechanisms and market forces suggested by the
opponents of regulation that can overcome these agenc3'/ problems, and as such

they argue that regulation on the disclosure of information is unnecessary.
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However, _fixe__proponents of regulatibn'a;gue th_a_lt infdﬁnation would nof-i;hg‘
voluntarily.ldjsélosed, as this contradicts the main argﬁmeht in agen_cyunhe._:_gg}
They. argue that the informaﬁbn markets will not function efficientty and falrly
- without regulétion. Several factors have been presented by the prb regulatiqn
group to provide support for i-egulaﬁon on thé disclosurc of information, such as
the alleged ‘public good’ nature of the information. They also criticise the
controlling mechanisms énd market forces as tools to monitor the directors’

behaviour, by arguing the various drawbacks of the mechanisms and the market

forces.

After analysing the debates between the opponents and proponents of regulation,
the author agrees and supports the arguments of the proponents of regulation, and
therefore suggests that there should be a regulation on the disclosure of

information relating to directors’ behaviour in the annual reports of companies.

However, accounting regulations and standards differ from country to country
due to the differences in the financial reporting systems in which they operate.
There are many research studies on classification of financial reporting systems.
However, due to several weaknesses of the classification’s methodology adopted

by the other researchers, in this study the classification by Nobes is taken as the

framework.
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‘Since the focus -of this study is on the disclosure of information in an
international setting, the rcgﬁlat_dry requirements of each of the countries used in

this study is set out and discussed in the.next chapter.
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' ‘Chapter 3

Regulatory Requii-éments‘

3.1. Introduction

Agency theory and regulations have been reviewed in the previous chapter. It has
also been proposed in the previous chapter that the Nobes’s classification is taken
as the framework of this study. This chapter thus, discusses the regulatory
requirements of 'the sample countries selected from the Nobes’s classification.

The selection of the sample countries is discussed in Chapter 5.

In section 3.2, the regulatory requii‘ements of the United Kingdom are discussed,
followed by the Netherlands, Canada, France, Germany, and Sweden in section

3.3, 3;4, 3.5, 3.6, and 3.7 respectively. Finally, section 3.8 summarised the

chapter.

3.2. The United Kingdom

The regulatory requirements of the United Kingdom have been summarised
before (e.g. Coopers and Lybrand, (1993); Radebaugh and Gray, (1993); Gordon

and Gray, (1994); Mumford, (1995); Chooi et al (ll999); Hopwood and Vieten
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(1999); Parker, (20004)). The discussion in this section draws from these

references.

The United-Kihgdé&m of Great Britain and Nortﬁem_-lreland is comprised of four -
countries of Englana, Slcotland,-Wales, and quthei‘n Ireland. Even though the
Un‘ited‘Ki'ngdom has an integrated system of laws, monetary and fiscal policies,
and social rulés and regulations, important individual.differences remain among
the four countries. The term Britain is often uéed fér United Kingdom. “British’,
‘Anglo’, and ‘Anglo-Saxon’ are often used interchangeably to describe

accounting in the United Kingdom.

Accounting in the United Kingdom developed as an independent discipline,
pragmatically responding to the needs and practices of business. The major direct
influences on UK corporate financial reporting are the company law and
professional accountants. The stock exchanges do have a signiﬁcaﬁt influence on
accounting practices, but they do not dominate the process of accounting

regulation.

3.2.1. Company Law

Britain has no written constitution. The law itself comprises three elements, i.e.,
(1) those statutes that have been passed by government, (2) the decisions of the

courts, either specifically on the matter decided or, with lesser authority, as a
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'r_nétt_é:r merely discussed by théa court by way. of obiter dicta ﬁot in;lolying é ﬁné]
‘décisiqn, and (3)a body of ‘commqn la\(r’, which _is deemea to exist -and to be
: 'c'é:zpablle of rccogniti(;n by the cqurts, evén though it has not );ct been stafed orally
or in writing. The regulaﬁons governing registered companies in thé UK are’

largely found in the Companies Acts.

United Kingdom was the first country in 'thé world to have Companies Acts
containing accounting provisions. Company law has always been ‘the most direct
and unequivocal influence on financial reporting’ in the UK. The Joint Stock
Companies Act of 1844 was the first company legislation passed. The UK
Companies Act 1985, which consolidated all previous extant Companies Acts
(i.e. Companies Acts 1948, 1967, 1976, 1980 and 1981) and is amended by the
latest Companies Act, passed in 1989 to recognise the EU Seventh Directive. The
requirements of the UK Act apply to all British limited companies, except those
few incorporated by royal charter or special Act of Parliament. There are,

however, important exemptions for small and medium-sized companies.

The basic requirements of the Act are that all companies shall prepared a balance
sheet and a profit and loss account that each comply with the detailed
requirements of Schedule(s) 4 and, if appropriate, 4A (the latter applying only to
group accounts). While company law did in fact incorporate specific
requirements, these were mainly concerned with disclosure, thus leaving matte.rs
of accounting treatment to the judgement ovf the profession. This flexible

approach is still preserved in the legal requirement that company accounts must

69



show a ‘true and fair view’ of a company’s results.and financial position. This 1s
a principle that overrides the dctailed 'rcquiremen‘t of the law, and accouﬁii_pg
standards for that matter, to _the extent that addittonal or, in exceptional

circumstances, alternative information should be provided.

Even though the Company Act incorporate specific requirements, the exjstencé
of accounting standards (discussed below) in the UK is recognised in Section 256
of the 1985 Act, as amended by Section 19 of the 1989 Act. This Section also

empowers the relevant minister to prescribe regulations to recognise standard-

setting bodies.

3.2.2. Accounting Profession and Standards

Britain was the first country in the world to develop an accountancy profession,
as that would now be recognised. The‘ first professional body was established in
Scotland in 1854. Currently there are six major professional bodies of
accountants, with a total membership of over 200,000 (this total includes some
double counting, as individuals may'belong to more than one body). The bodies
are: the Institute of Chartered Accountants in England and Wales (ICAEW), the
Institute of Chartered Accountants of Scotland (ICAS), the Institute of Chartered
Accountants in Ireland (ICAI), the Association of Chartered- Certified
Accountants (ACCA), the Chartered In_stituté of Management Accountants

(CIMA), and the Chartered Institute of Public Finance and Accountancy
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(CIPFA). The six acébuntancy bodies are linked through the Consultative
Commiftee of Accpuntari‘cy-'Bodies- (CCAB), formed in 1974, The CCAB was

formed after an attempt to unite the different bodies failed in 1971.

The ICAEW, ICAS, ICAI and ACCA have me_mbers engaged in_all principal
areas of accounting in the private sector. A signiﬁcaht proportion of members are
in public practice, either as principals or staff of accounting firms, but many
members are employed in commerce and industry. The _memBers of the chef two
bodies i.e. the CIMA and CIPFA cannot act as auditors. Théi CIMA particularly
caters for accountants engaged in management accounting ih commerce and

industry, whereas, members of CIPFA are predominantly employed in local and

central government.

The influence of accounting profession on the accounting regulation is of long
standing. Professional accountants were inﬂu.entiall members of various company
law amendment committees. For exar_nple, the concept of ‘true and fair view’
discussed earlier, was first suggested by representative of the ICAEW. The
standard setting in UK were also originated from the ICAEW’s
Recommendations on Accounting Principles, which were issued from 1942 to
1969. In 1970, as a results of criticisms of the accounting standards used in the
preparation of company accounts and governmental pressures, the ICAEW set up
its own self-regulatory organization, the Accounting Standards Steering
Committee (ASSC). This committee was subsequently renamed as the

Accountihg Standards Committee (ASC), and joined by other five professional
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.accountancy bodies. The 'ASC proniulgeted what were called the, Staternents of

- Standard Accounting Practlce (SSAPS) The role of the ASC was conﬁned to

' developmg SSAPs wrth adoptlon and enforcement remammg the responstbility

of the six professronal bodies. -

However, due to dissatisfaction with the standard-setting arrangement of the
_ASC and the preference to the US-style SEC as reported. by the Deanng '
.Committee, in 1990, an independent Accounting Standards Bbard (ASB) was set
-up. Unlike the ASC, the ASB has power to issue accounting standards on its own
aothority. The ASB’s standards are termed Financial Reporting Standards
(FRSs). The ASB also adopted the existing SSAPs of the ASC and remain in

force until replaced by FRS.

Apart from ASB, two new bodies were set up in 1990, ie., the Financial
Reporting Review Panel and the Urgent Issues Task Force-(UITF ). The task of
the Financial Review Panel is to examine material departures by companies from
a true and fair view that are brought to its attention. The role of the UITF, on the
other hand, is to assist the ASB in areas where an accounting standard or
Companies Act provision exists, but where unsatisfactory or conflicting

interpretations have developed or seem likely to develop.

Financial Reporting Council (FRC) created by the 1989 Act, independent of the
profession, supervises the ASB, Financial Reporting Review Pane! and the UITF.

Its responsibilities include the general promotion of good financial reporting,
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guidance on policies and ensuring the-adequate funding of ASB. The FRC is also
intended to-act as a forum for the public advocacy of accounting standards. In
this chpacity it has jointly initiated and spo_nsdred investigations of the financial

aspects of corporate governance (i.e. the Cadbury Committee).

3.2.3. Stock Exchange

As mentioned earlier, the stock exchanges in the UK do have a significant
influence on accounting practices, but they do ﬂot dominate the process of
accounting regulation. The London Stock Exchange (renamed the International
Stock Exchange of the United Kingdom and the Republic of Ireland in 1987)
dates back to the second half of the seventeenth century, when financial
intermediaries (brokers) began to meet, first at the Royal Exchange and then in

the coffe¢ houses in order to deal in stocks and shares. The present site of the

Stock Exchange dates from 1801.

Unlike the macro-uniform class of countries (discuss in the previous chapter) that
rely on banks for their financing, the UK companics rely heavily on the stock
market for their long-term finance. This has resulted in a strong emphasis on
published information for the use of investors. Despite this, it is not the prime
responsibility of the stock market in the UK to protect the interests of the
investors. The financial markets in UK are largely self-regulating. The London

Stock Exchange, like most of the other markets, is constituted as a private body
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- run by i{s own _rrner_n'bershi_p.‘ The gbvernment on the othcr__hand takes a close
; iﬁtere‘st in the 'operations':fif ﬁnanlcialvvvmérkets; th.is is mai’nly chanhelled through
fhe Bank of _England, which "as the government’s ‘banker has ;1 special
responsibility for financial affairs, playing an important rolc; informally in

overseeing self-regulation.

The Stock Exchange itself takes responsibility in the UK for supervising the rules
for listing securities, which include the procedures for admission to listing and
continuing obligation to regulate the conduct of coméanies after listing. The
Stock Exchange is also concerned to ensure that price-sensitive information
about listed securities is made publicly available to all parties promptly, fairly
and accurately. Because this clearly includes accounting information, in the case
of listed companies, Stock Exchange requirements must be heeded alongside
statute law and FRC regulations. Stock Exchange requirements often go beyond
the others, for example, requiring corporate governance disclosure in .the annual
reports of listed companies relating toldirectors’ remuneration, audit committees

and internal controls, and a statement that the company is a going concern.

Although the Stock Exchange plays an important role in the regulation of listed
companies, it has acquired a reputation for inactivity in enforcing accounting
standards. Non-compliance with the Stock Exchange’s requirement Iis
reprimanded, and may be threatened with the withdrawal of permission to trade
in the company’s securities. This threat provides a strong incentive to listed

companies to comply.
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33 C.ana.dil

‘Unlike the UK, there are only a few.summaries on regulatory requirements in
Cariada. This may be arises because Canada is not regarded as a vital counfry for
.hMOni‘s-ation purposes (Mason 1978). Although it is not regarded‘as_ vit;lil
country, it is selected as the sample country in this study because of the reasons
discussed later in Chapter 5. Amc;ng the few summaries are Coopers and
| ‘Lybrand (1993); Beechy (1995); Baylin et al (1996); _and Nobes and Parker

(2000). The discussion in this section draws from these references.

Canada covers the largest landmass of any country in the world. Although the
ggography 1s vast, the population of around 30 million is smaller than that of
many European countries. Canada is divided into ten provinces. The provinces
are quite powerful relative to the national government. The national legislature is
made up of bicameral federal parliament, i.e., the House of Commons of 301
members elected from individual constituencies, and the Senate of 112 members
appointed by the prime minister (Financial Times, 12 May 1998). The provincial
legislatures are the unicameral legislative assembly of varying size in each of the

ten provinces (Financial Times, 12 May 1998).

The criminal legal code is federal jurisdiction, but civil code is provincial. Each

province has its own civil legal code, including laws govemning business
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- activities within the province. The civil legal codes inctude Corporation Acts that
govern the formation and reporting of corporations within the provincé, and also

include securities acts that govern the trading of securities within the province.

Canada’s reg’uiatory. framework resembles both that of the United Kingdom (in
the importance of company law) and that of the. United States (in the importance ’ |
ofa securi‘ties corﬁmis;ion). Although the importance of a securities commissio’ri '
is recognised, the division of powers under the Canadian Constitution is that
there are proviricial commissions rather than a federal Securities Exchange
Commission (SEC) like in the United States. Even though the provinces
governed the formation and reporting of corporations (discussed above), there is

also federal company legislation.

According to Baylin et al (1996) the development of accounting rules in Canada
developed through six phases. The first phase (1864 to 1946), the main
influences were the market and tradit_ions inherited from the United Kingdom.
The second phase (1946 to 1967) saw the rise of technical expertise, while the
third phase (1967 to 1973), the codification and the establishment of a permanent
'bureaucracy. The fourth phase (1973 to 1981), a transition from private standard
setting by the Canadian Institute of Chartered Accountants (CICA) to more
public rule making. The fifth phase (1981 to 1990), the opening-up of an
expectations gap, and the sixth phase (1990 onwards) an improvement of the

response time of the standard-setters.
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*3.3.1. Company Law

The_'earlier Companies Acts in Canada were in the British form. These Acts had
little effect on disclosure by commercial and industrial corporations until the
1907 Ontario Business Corporations Act. It was this Act that the. federal

requirements for financial statement disclosure were based.

Corporations can be chartered under federal law or under any of the individual .
provincial laws. The laws governing incorporation are called Corporation Acts
(Manitoba and Newfoundland), Business Corpon;ation Acts (Canada, Ontario,
Saskat¢hewan, and New Brunswick), or Company Acts (British Columbia,
Alberta, Quebec and Nova Scotia). Most Acts require a business corporation to

include one of the words ‘corporation’, ‘incorporated’, or ‘limited’ (or an

abbreviation thereof) in its name.

The above Acts and Securities Commissions recognised the recommendations
containing in the CICA handbook (discussed below). The Canadian Securities
Administrators National Policy was the first to recognise the recommendations in
1972. This was followed a few years later by the Canada Business Corporation
Act 1975, which transferred the requirements relating to financial statements
from the body of the Act to a more easily altered Regulations Section, which

requires the statements to conform to generally accepted accounting principles as
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set out in the' CICA Handbook. -These réquire_m_eﬁts were later followed by the

Ontario Sedqriti'es Acts 1978 and other provincial legisiations.

According to D.rummondvand Mason (1952), in general, the Canadian !egislation
'reqﬁires financial statements to be prepared in-accordance with the standards of
_ fhe CICA Handbook, which is, therefore, the major source of generally acc_ep_téd
_accounting principles. Thus, the adoption of CICA recommendations by vaﬁous

legislations has granted the CICA monopoly in setting accounting standards in

Canada.

3.3.2. Accounting Profession and Standards

The earliest professional accountancy bodies were formed in the provinces of
Ontario and Quebec in the 1880s, followed by other provinces at the latter dates.
The CICA was formed in 1902 with the role to coordinate the autonomous
provincial institutes. Thus, no Chartered Accountants qualify with CICA as such.
The Chartered Accountants in Canada qualify from one of the provincial
institutes. Apart from the Chartered Accountant (CAj, Certified General
Accountant (CGA), and Certified Management Accountant (CMA) are the
professional accounting designations in Canada. The CGA and CMA qualify
from the Certified General Accountants Association of Canada (CGAAC) and

the Society of Management Accountants in Canada respectively (SMAC).
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The ten.-provin‘ce.s 'in Canada regulate their own practiées of accounting. In
general, there are few or no restrictions on the deliv'ery of accounting services by
any account{ng designat_i'on_s, buit there are 'limi';s on“the ability -of the holders of
certain desi-gnations to pe.x;form-t‘he attest function and sign audit opinions. For
_example in the. province of Ontario and Quebec only the Chartered Accountants
are permitted tovsignv audit opinions, whereas, in B’riﬁsh Columbia and several
other provinces, a holder of any of the professional designations may sign audit
opinions. However, the CA firms are considered equivalént to CA or CPA firms

in other countries and that have the international partnerships and linkages.

In Canada the main responsibility of accounting standard setting is in the hand of
the CICA. The CGAAC and SMAC, however, have a smaller role in accounting
standard setting. The CICA began issuing recommendations for good accounting

practices in 1946. These recommendations were organised and codified into the

CICA Handbook in 1968.

Accounting Standards Board (AcSB), a committee of the CICA, set accounting
standards in Canada. AcSB was created in 1991 as the successor to the
Accounting Standards Committee. The Board consists of thirteen part-time
volunteer voting members who are appointed for three years each. Standards are
set through a process that begins with the formation of a task force to examine a
particular reporting issue. The task force discusses the basic issue under

consideration and prepares a statement of principles, The statement of principles
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is submitted to the full AcSB- for approval. A two-thirds vote is required, for

approval.

After the statement of principles has. been approved, the task- force develops
,,speciﬁ'q recommen_dations in the form of an exposure draft, which again are
submitted to the ‘AcSB for approval. After receiving two-thirds approval, the
lexpos'ure draft is issued for public comment. Following the exposure period
(usually about six months), the comments received are evaluated and chénges
may be made to the proposed recommendations. The proposed recommendations
are then submitted to the AcSB for final approval. Usually the revisions are
relatively smail and the proposed recommendations are submitted to the AcSB
for final approval. Upon receiving the necessary two-thirds affirmative vote, the

new standard is issued for insertion in the CICA Handbook.

There is no government participation in the standard-setting process, and there is
rarely any political pressure. Any expressed views of the securities commissions
are taken into account in setting the standards, but the standards are not subject to

approval by any government or regulatory agency.

The accounting standards are issued as ‘recommendations’, but it is important to
recognise that the recommendations are really intended as requirements. Any
departure from the recommendations must be justified. Within the text of the

Handbook, there are italicised and non-italicised paragraphs. The italicised
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paragraphs are the recommendations, while; the non-italicised are expianations,

“elaborations, or suggestions.

3.3.3. Stock Exchange

Toronto, Montreal, Vancouver, Alberta, and Winnipeg Stock Exchange are the
five stock exchanges in Canada. Among these, Toronto Stock Exchange caters
about 75 percent of r.he trading volume (by value), followed by Montreai another.
20 percent. th'ile Vancouver and Alberta Stock Exchange account for almost all
the rest. The last stock exchange, Winnipeg, is very small and has a volume of

only about 2 million Canadian dollar per year.

As mentioned in the earlier section, the securities commissions in the individual
provinces govern the financial reporting requirements of public companies.
Among the securities comrnission_s in Canada, the Ontario Securities
Commission is the most aggressive regulator, followed by Quebec Securities
Commission. Regulation of the Vancouver Stock Exchange is more relax, and

companies sometimes choose te list on the Vancouver Exchange for this reason.

The Securities commissions specify the nature of financial reporting, such as the
types of financial statements to be issued, the frequency of interim reports, and
the content of the Management Description and Analysis report (required by

Ontario and Quebec Securities Commission). As discussed earlier, the securities
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commissions do not promulgate specific accounting standards, but they do-

enforce the CICA accounting standards.

3.4, The Netherlands

The Netherlands is a small Nordic country. The modern Netherlands is the
northern part of what used to be called the Low Countries, the southern part of
which comprises the modermn Belgium. Although small as it is, there are many
summaries on tegulatory requirements in the Netherlands in international
gccounting literatures (e.g. Radebaugh and Gray, 1993; Hoogendoorn, 1995;
Buijink and Eken, 1999; Choi et al, 1999; Parker, 2000b). This may be aroused
because Netherlands is regarded as one of the six ‘vital’ countries for the
purpose of harmonisation identified by Mason (1978). The discussion in this

section draws from the above references.

There are a number of unique features of accounting practilce in the Netherlands.
Firstly, in the thherlaﬂds accounting theory has strongly influence accounting
practice. Accounting theorists there (especially- Professor Theodore Limperg of
the University of Amsterdam) had advanced the case that the users of financial
statements would be given the fairest view of the performance and state of affairs
of an individual company by allowing accountants -to use judgement to select and

present accounting figures. As a result of this, replacement value accounting is
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- being used in-the Netherlands, in- order to measure -the maintenance of the

physical capital of the ¢ompany, which is necessary for its co'ntinuity;

Another unique feature of .accbuntihg practicés in the Nethei'lands.-i_s thét’ the co-
operation in the sta’ridard—seftiné bi’dcess between éud.itors, .companiesl and users
.of accounting information. In other countries accounting standard setting is the
responsibility of the accounting professioh or of govemmént agencies. In thé
Netherlands, all the three groups must agree with a new standard before it cﬁn be

published.

The existence of an accounting court is another unique feature of accounting
practice in the Netherlands. An accounting court, Ondernemingskamer (the
Enterprise Chamber), is a division of the High Court of Justice gireated.by the
Parliament. The Enterprise Chamber is responsible for administering justice in
cases involving financial reporting, as well as other matters relating to the

governance of companies in the Netherlands.
In the Netherlands financial reporting regulation consists of three elements, i.e.

the civil code, the decisions of the Enterprise Chamber of the Amsterdam Court

of Justice, and the Guidelines issued by the Council for Annual Reporting.
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3.4.1, Company Law

Financial reporting regulation in the Netherlands is pért of the company law.
Unlike the UK, compariy law in the Netherlands is incorporated in. the Ci'v.il
Code, i.e. the‘C‘odiﬁed Roman Law system or Jus.Civille. This ils similar to other
-continental'Europeaﬁ countries, éxccpt that the Civil Code traditionaily has not
provided- a detailed framework. For example, the first statutory accounting rule
that was publiéhed in 1928 (Article 42 of the Civil Code) contained only éome
requirements for limited liability companies for preparing the asset side of the
balance sheet but there were no requirements for the liabilities side, or for tﬁe
income statement. This situation lasted for more than 40 years, until a radical
change took place in' 1970. In that year, the first Act on Financial Reporting was

published and becoming effective on May 1, 1971.

The Act embodied some general rules for preparing financial statements.-The
main consideration that governed accounting policies in the formulation of the
Act was that they should be generally acceptable (not accepted), and that
financial statements should give a true and fair view. [t applied to limited liability
companies (naanloze venootschap, NV), private companies (besloten

vennotschap, BV), cooperative associations (cooperatie), and mutual guarantee

associations (onderlinge waarborgmaatschappiy).

The Act was incorporated in the Dutch Civil Code in 1976 (Book 2, Title 6) with

only minor changes in the requirements and was substantially amended because
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of the adaptation of the Dutch.accounting requirements to the EU fourth and
seventh Directives. The relevant legislation is now contained in Title 9, Book 2

of the Dutch Civil Code.

3.4.2. Accounting Profession and Standards

The Netherlands was oné of the ear-liest countries to have a professional‘ institute,
i.e. in 1895. The registeraccountants (RA), accountants-administratieconsulent
(AA) and controllers dominated the Dutch accounting and auditing profession.
The RA (chartered accountant, certified public accountant, accountant who is
énrolled in a professional register) is qualified to audit financial statements. RAs
are not necessarily in public practice, but can also act as internal or governmental
auditors or work in industry or education. The RA is automatically a member of
the public professional body, called the Nederlands Instituut van

Registeraccountants (Dutch Institute of Chartered Accountants).

The AA is not authorised to certify accounts, but provides other services, such as
set-up and maintaining accounting records, preparing financial statements, etc.

The AA is automatically a member of the Netherlands Organisation of

accountants-administratieconsulent (NOVAA).
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The Controller is a new profession. Although it is new, the function of controller
actually has existed since the inception of company; it is dniy'récently that a

spebiﬁé qualiﬁ'c:aiioﬁas a chartered controller (RC) has been introduced.

The company"law-,in the Netherlands {as mentioned above) demands that
ﬁﬁanciél vstatements provide insight into. the cbmpany’s financial position and
performance, in accordance with non;rns that are ‘acceptable economicallj’.
Guidance as to what are generally acceptable accounting principles is provided
by the guidelines (richtlijnen; formerly beshouwingen, opinions) published by
the Council for Annual Reporting (Raad voor de Jaarversiaggeving (RJ),

formerty Tripartiete Overleg).

The professional institute in the Netherlands has never held sole or dominance
responsibility for the financial accounting standard-setting process (discussed
earlier). Thus as its former name, Tripartiete Overleg (Three Party Accounting
Standard Committee), indicates, the Council is composed of representative of
employers (Council of the Dutch Employers Federation), investme-r;t analysts and
‘employees, and accountants (Koninklijk Nederiands Instituut van

Registeraccountants (Royal Dutch Institute of Registered Accountants)).

The RJ is financed two-thirds by Sociaal-Economische Raad (Social and
Economic Council, the main governmental advisory body in the Netherlands on
social and economic matters) and one-third by Koninklijk Nederlands Instituut

van Registeraccountants (Royal Dutch Institute of Registered Accountants). The
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authority. of -the. Council is however less than that of the' ASB in the United

R Kingdom.

The guideji_nes dévelaped and'- published by the Council have a more fonlnal -
character and shdﬁld be regarded as authoritative pronduhcements to be tal‘(-en
intb cpnsiderétion'B); producers of ﬁnancialhsltzlttements in choosing generaliy-
acceptable accoﬁﬁting pdlicies and in presenting a true anc_i fair view. The
guidelines have nolegislativé-stétus, 1.e. companies are not obliged to follow the
| guidelines, nor need they state that they have been followed. Departures from the’
guidelines are not referred to in the auditor’s report. However the guidelines
may be consider as an important frame of reference by the auditor in evaluating

financial statements and by the Company Division of the Court of Appeal in

arriving at its decisions.

The guidelines incorporate as far as possible the accounting standards of the
International Accounting Standard Committee (IASC) and those opinions of the
Company Division of the Court of Appeal (and the Supreme Court) that have a
general application. In many respect the Dutch accounting guidelines are of an
Anglo-Saxon nature, i.e. emphasising the true and fair view, and with a dominant
emphasis- on ‘economic substance’ rather than ‘legal form’. Although of an
Anglo-Saxon nature, they have generally developed independently of accounting

standards inrthe US and the UK. -
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3..4'.3. Stock Exchange

:['_ﬁe Amsterdam Stock Ex_;:halzngé(ASE.) is the only stock excﬂéﬁgé in the
Netherlands. There gre over 200 c’c')mpz'mies listed in the ASE, but the four ﬁlajor.
rﬁﬁltinational companiés, Le. 'Akéb/Nobel, Philips, Royalv Dutch Shell and
Unilever, dominate dealings. These four companies account for about fifty per
cent of the market capitalisation and turnover. Dutch companies raise capital
) both by share and loan issues on the ASE and from the commercial banks in the

form of short and medium term loans.

The ASE is run by the Vereniging voor de Effectenhandel (Stock Exchange
Association). This Association is responsible for the general policy and takes
care of the interests of its members. The Ministry of Finance shpervises the rule

making and the performance of the Association.

Companies listed in ASE are required to disclose information i accordance with
the Fondsenreglement (Stock Exchange Regulations) imposed by the Vereniging
voor de Effectenhandel. These regulations go beyond Title 9 of the Civil Code
(discussed earlier). For example, listed companies must published interim
financial statements although these need not be audited.. Companies are also
required to inform the public of the developments that could have a significant
influence on the prices of their stocks. In addition, c;ompanies issuing shares must
publish a prospectus, which gives a getrouﬁ beeld (faithful picture) of the

-position of the issuing company on the balance sheet date of the last financial
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year for whic_h financial statements wer"e,pﬁ.l;l.ished. The prospectus should also.
conta>ih infgﬁﬁatidn on events o'fA spec':ial significance. that has taken 'place‘ aﬁer
the balance sheef date. Thé ’_prosﬁecﬁﬁs should specify which ﬁﬁahcial
information in tﬁe prospectus has been a@dited and, _if the aﬁditor’s rcp'c;'rt waﬁ-

qualified, the qualification should be included.

In relation to the contents of annual financial statements, the Vereniging voor de
Effectenhandel does not impose any regulations in addition to Title 9 of the Civil
Code. The Vereniging voor de Effectenhandel also does not participate in the RJ

in drafting the Guidelines for Annual Reporting, except as an observer.

3.5. France

France is a republic situated on the west of the continental Europe. Like many
other continental European countries, France’s legal system is based on the
Codified Roman Law system with a constitution, i.¢. 1t 1s based on statutes rather
than cases, in the legal texts and in contracts. As in the Codified Roman Law
countries, company law seems to be the predominant influence on accounting in
France. Based on Nobes’s classification (discussed in the previous chapter),
France is under the macro-uniform, government-driven, and tax-dominated
class’s accounting system. As thé namé, macro-uniform, indicates, France is the
world’s leading advocate of national uniform accounting or plan based

accounting (standardise accounting).
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“As it is the wOrId’s.leading advqcate-qf nationai ﬁnﬁoﬁﬁ acéounfing and ‘a “vital’
_'country idgntiﬁed .by Mason (1978), there are ni_any, litératures on 'French
accounting regulatory lrequirémen.ts (e.g. Cbopers 'a-rlld Lybrand, (1993);
Radebaugh and Gray, (1993); Scheid and»WaIton,-(199-4); Scheid and Walton,
(1995); Chooi et al (1999); Lande and Scheid (1—995); Standish, (2000)). The

discussion in the section below draws from these reference