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Abstract

Corporate governance is a crucial issue that is being addressed widely by regulators, and
capital market participants around the world. Disclosure is identified as one of the challenges
tacing the implementation of corporate governance especially in developing countries. The
current study aims to contribute to corporate governance and disclosure literature by
providing empirical evidence of the relationship between corporate governance, ownership

structure and the voluntary disclosure in an emerging capital market, namely Egypt.

The study assesses the extent of total voluntary disclosure and its categories in the annual
reports of the most active non financial companies in the Cairo and Alexandria Stock
Exchange over four years that witnessed a remarkable initiatives to enhance transparency and
corporate governance. It employs a wider theoretical framework based mainly on the political

economic approach and benefits from institutional theory.

Using a sample of 182 annual reports of the most active Egyptian listed companies, the
findings indicate that while the extent of voluntary disclosure is low, there was a gradual
increase in the extent of total voluntary disclosure and its categories over the examined
period. However, there is no significant difference between the voluntary disclosure over the
four years. This suggests that companies manage their voluntary disclosure policy which is

not a random practice but subject to certain influences.

The regression results indicate the board characteristics; board size and board composition;
do affect the extent of voluntary disclosure. Interestingly, the findings indicate that the
existence of family members on the board has a positive association with the extent of total
voluntary disclosure. This suggests that family led companies may have a litigation and
reputation cost concern. While the presence of foreign members on the board and board size
were found to affect voluntary disclosure positively, the percentage of nonexecutive directors
has a negative effect. It was found that government ownership has a marginally effect on
voluntary disclosure. Furthermore, the study provides evidence that the determinants of
voluntary disclosure vary among the different categories. There was no single variable can
explain the total voluntary disclosure and its categories. This highlights the need to analyze

the different categories of voluntary disclosure.
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Chapter One: Introduction

1.1 Background

Voluntary disclosure can be seen as a response to several factors such as changes in capital
markets, changes in business environments and/or globalization (Healy and Palepu 2001).
Currently. there is an increasing global concern about the issue of corporate governance in
general and disclosure and transparency in particular. One of the key reasons for such
concern is the scandals in a number of developed markets around the world. Disclosure
and transparency have been identified as reasons for these scandals. This raises questions
about the possibility of future similar scandals in emerging capital markets that arguably
lack institutions efficient enough to absorb the expected negative effects. Therefore a
number of emerging capital markets have started reform programmes lead by the

international capital provider, the International Finance Corporation (IFC) and the World

Bank.

However, disclosure is identified as one of the biggest challenges facing the
implementation of corporate governance especially in developing countries (CIPE 2003).
Moreover, the poor levels of corporate disclosure have been identified as one of the factors
that have not only contributed to the Asian financial crisis but are also a stumbling block in

the regional economic recovery (Berardino, 2001 as cited in Gul and Leung, 2004).

Emerging capital markets have expressed their concern about such issues through their
regulators and governments. To legitimize themselves, the governments in countries with
emerging capital markets have announced that corporate governance and higher levels of

disclosure and transparency have the highest priority in their reform programmes. In this



regard, a number of regulations and structures have been changed. For example, local
corporate governance codes, mostly based on the Organization for Economic Cooperation
and Development OECD principles, have been issued in many emerging capital markets
over the last few years. This raises a question about the relevance of such western concepts
to emerging capital markets that do not share the same characteristics as the developed
markets. However, it is essential to have a diagnostic view of the disclosure practices in
such emerging capital markets. The current research aims to address the voluntary

disclosure practices in an emerging capital market, namely Egypt.

1.2 The objective of the study

The current study concentrates on the non-financial listed companies in the Cairo and
Alexandria stock Exchange (CASE) as an emerging capital market. It aims to assess the
voluntary disclosure practices in corporate annual reports over a period of remarkable
initiatives, establishing the Egyptian institute of directors and issuing the Egyptian code of
corporate governance. In addition, it seeks to identify the determinants of voluntary
disclosure practice by examining its association with a number of corporate governance
characteristics, ownership aspects and firm characteristics. To achieve this goal, the

research has the following objectives:

e To evaluate the extent of total voluntary disclosure and its categories in corporate
annual reports.

e To investigate whether there are significant differences in the extent of total
voluntary disclosure and its categories over the period of study.

e To assess the relationship between voluntary disclosure and corporate governance,

ownership structure and firm characteristics.



1.3 The importance of the study

The current study can be distinguished from prior studies in the following areas:

First, the study contributes to two streams of literature, the disclosure literature and
corporate governance literature, by providing up to date empirical evidence on the
association between voluntary disclosure practices and corporate governance
characteristics in one of the Middle East and North African countries (MENA), Egypt,
where disclosure studies are relatively limited compared to developed countries and Asian
emerging markets (Huafang and Jianguo, 2007). To the best of my knowledge, there is no
prior empirical study, at the time of conducting this study, concerning the voluntary
disclosure and its relationship with corporate governance in the Egyptian context. So, it
can be argued that the current study provides new evidence from a country that may be

considered as a representative of Arabic and African countries.

Secondly, the study contributes to the recent debate as to whether family led companies
provide more or less disclosure (e.g. Ajinkya et al, 2005; Karamanou and Vateas, 2005;
Ali et al. 2007 and Chen et al 2008). It investigate whether the existence of family
members on the board affects the extent of voluntary disclosure practices in corporate

annual reports of the most active Egyptian listed companies.

Thirdly, the study addresses voluntary disclosure practices over the period of considerable
changes in the business environment in general and the capital market in particular. The
period of the study has witnessed, among other changes, the first application of the new

listing rules and the issuance of an Egyptian corporate governance code.

Fourthly, the study extends the approach of Meek et al (1995) that is commonly cited in

disclosure literature by analyzing voluntary disclosure based on narrow groups of items



instead of wider groups. It investigates overall voluntary disclosure and the different types
of voluntary disclosure: general information, financial information, non-financial
information, future information, corporate governance information, shareholder
information, and social responsibility information. Such analysis provides more
explanations and outlines the areas of possible improvements. It becomes more important

with longitudinal studies.

Fifthly. the current study recognizes the lack of a comprehensive theory that can fully
explain voluntary disclosure. It responds to the call to employ a wider theoretical view,
theoretical triangulation, by employing a theoretical framework that is based mainly on the
political economic approach: stakeholders, legitimacy, political costs theories; and the new
institutional theory. Such a framework may help to broaden the scope of analysis and
deepen it. The empirical section examines the applicability of such theories in emerging

capital markets.

Sixthly, the current study is considered to be a response to the call for more research to
examine factors that contribute to the change of corporate voluntary disclosure over time
by conducting a longitudinal study (e.g. Huafang and Jianguo, 2007). The study uses panel
data analysis which is rarely used in disclosure literature (Hassan et al., 2006). “Panel data
give more informative data, more variability, less collinearity among variables, more
degree of freedom and more efficiency” (Gujarati, 2003, p.637). Longitudinal studies can

help to shed further light on the process whereby voluntary disclosure practices evolve

over time.

Finally, the current study employs two types of statistical analysis: parametric and non

parametric regression. Along with pooled Ordinary Least Square OLS and panel



Generalized Linear Model GLS estimation, the study employs more elaborate techniques,
namely censored-normal regressions (Tobit), and Quantile regressions, which are not

commonly used in the disclosure literature although they are more relevant to the

measurement method of disclosure extent.

1.4 Research questions and hypotheses:

Disclosure and transparency is considered to be one of the crucial factors that underpin
emerging capital markets and economic development in general. To improve financial
reporting. it is important to study not only the extent and the trend of disclosure practices,
but also the factors explaining or influencing corporate financial reporting (Rizk, 2006). To

achieve the objective of the study the following research questions have been formulated:

1. To what extent do Egyptian listed companies disclose more information
voluntarily in their annual reports?

2. How do voluntary disclosure practices in the annual reports of Egyptian
listed companies evolve over time?

3. What are the determinants of voluntary disclosure in the annual reports

of Egyptian listed companies?

The first two questions will be answered by applying a descriptive analysis of the total
voluntary disclosure and its categories in the annual reports over the period of the study.
The results of the checklist, the research instrument, will be analyzed on the three levels of
disclosure: total, category and item by item. Also these results will be analyzed year by
year to outline the trend of voluntary disclosure over the examined period. Statistical tests
will be employed to investigate whether there is a significant difference in the extent of

voluntary disclosure practices over the period of the study.



To answer the third question, three main hypotheses related to corporate governance

characteristics, ownership aspects, and firm characteristics have been developed. These

hypotheses are as follows:

H.I there is an association between a number of corporate governance characteristics

and the extent of voluntary disclosure in the annual reports of the most active Egyptian

listed companies.
To test this hypothesis, the following sub hypotheses have been developed:

H1.1 there is a negative association between role duality and the level of voluntary

disclosure in annual reports of the most active Egyptian listed companies.

H1.2 there is an association between the proportion of non-executive directors and
the level of voluntary disclosure in annual reports of the most active Egyptian listed

companies.

H1.3 there is an association between the presence of family members on the board
and the level of voluntary disclosure in annual reports of the most active Egyptian

listed companies.

H1.4 there is a positive association between the presence of foreign members on the

board and the level of voluntary disclosure in annual reports of the most active

Egyptian listed companies.

H1.5 there is an association between board size and the level of voluntary

disclosure in the annual reports of the most active Egyptian listed companies.

The second main hypothesis is related to ownership structure:

H.2 there is an association between a number of ownership aspects and the extent of

voluntary disclosure in the annual reports of the most active Egyptian listed companies.



Three sub hypotheses can be developed under this hypothesis:

H2.1 there is a negative association between block holder ownership and the level

of voluntary disclosure in the annual reports of the most active Egyptian listed

companies.

H2.2 there is an association between governmental ownership and the level of

voluntary disclosure in the annual reports of the most active Egyptian listed

companies.

H2.3 there is an association between institutional ownership and the level of

voluntary disclosure in the annual reports of the most active Egyptian listed

companies.

The third main hypothesis is about firm characteristics:

H.3 there is an association between a number of firm characteristics and the extent of

voluntary disclosure in the annual reports of the most active Egyptian listed companies.

To test this hypothesis, seven sub hypotheses representing variables related to firm

structure, firm performance and the market have been developed:

H3.1.a there is a positive association between firm size measured by total assets and
the level of voluntary disclosure in annual reports of the most active Egyptian listed

companies.

H3.1.b there is an association between gearing measured by the ratio of total debt to
equity and the level of voluntary disclosure in annual reports of the most active

Egyptian listed companies.



H3.2.a. there is an association between profitability measured by return on equity

and the level of voluntary disclosure in annual reports of the most active Egyptian

listed companies.

H3.2.b there is an association between liquidity measured by current ratio and the

level of voluntary disclosure in annual reports of the most active Egyptian listed

companies

H3.3.a there is an association between industry type measured by dummy variable
(1 tor manufacturing company, 0 for non manufacturing) and the level of voluntary

disclosure in annual reports of the most active Egyptian listed companies.

H3.3.b there is a positive association between cross listing and the level of

voluntary disclosure in annual reports of the most active Egyptian listed companies.

H3.3.c there is an association between audit firm and the level of voluntary

disclosure in annual reports of the most active Egyptian listed companies.
1.5 Research Methodology

It is argued that multiparadigm approaches can generate more complete knowledge than
can any single paradigmatic perspective (Gioia and Pitre, 1990). The research philosophy
of the current study is based on the interpretivist - functionalist transition zone as a
multiparadigm approach. Such approach links both of interpretivist and functionalist
paradigms and provides an opportunity to benefit from a wider theoretical framework. It
allows for providing a descriptive analysis to voluntary disclosure practices in corporate
annual reports of Egyptian listed companies that lack prior studies. Furthermore, it allows
also to use the deductive approach to examine, empirically, the association between the
extent of voluntary disclosure and a number of corporate governance characteristics,

ownership aspects and firm characteristics.



The deductive approach requires developing hypotheses based on a theory. The current
study employs a theoretical framework that benefit from integrating a number of disclosure
theories. based mainly on the political economic approach. Also it benefits from the
concept of isomorphism to explain how voluntary disclosure practices evolve over time.
As such, the study is considered to be an quantitative study. It measures the extent of total
voluntary disclosure and its categories in the corporate annual report based on a self
constructed checklist of voluntary disclosure items and using an un-weighted disclosure
index. The most active non financial listed companies in the Cairo and Alexandria Stock
Exchange (CASE) represent the sample population in the current study. The period of
study covers the four years from 2003 to 2006. The final sample consists of 64 companies

with 182 firm year observations.

1.6 Structure of the thesis

This section presents an overview of the structure of the current study. Chapter two
reviews the disclosure literature. It explores the relationship between voluntary disclosure
and the fairness in disclosure and justifies the use of annual reports in the current study.
The concept of corporate governance and its relationship to disclosure and transparency
has been outlined. Previous disclosure studies have been reviewed on three sub-sections:
traditional disclosure studies that explain variation in disclosure by firm characteristics,
disclosure studies that consider corporate governance characteristics as determinants of
disclosure, and the prior disclosure studies in the Egyptian context. This chapter ends with

an outline of the gap in the literature to which the current study aims to contribute.

Chapter three presents an overview of the Egyptian environment as the context of the
study. It aims to justify why the Egyptian context is considered to be excellent opportunity

to address the issue of voluntary disclosure and corporate governance. It starts with general



information about Egypt. Then it provides a summary of the economic conditions and the
stages that Egyptian economy has been through. It also highlights the Egyptian capital
market and regulatory change; new listing rules and corporate governance code. A review

of the accounting profession and the financial reporting requirements that govern the

disclosure practices has been presented.

Chapter four outlines the theoretical framework used in the current study. It reviews the
different theories that can be used to explain the voluntary disclosure practices. The
chapter classifies these theories into five approaches: regulatory, pure economic, political
economic. socio economic, and cost benefit approaches. Based on this critical review, the
chapter ends with the proposed theoretical framework for the current study. It makes it

clear that there is no single theory can fully explain the voluntary disclosure practices.

Chapter five presents the bridge that articulates the theoretical section with the empirical
section of the current study. Research philosophy, ontological and epistemological
perspectives and research paradigm are outlined. It justifies using multiparadigm approach
in the current study. Then it moves to present the research design and research instrument.
The sources of data and the operational measures of the independent variables are
identified. The chapter shows how the disclosure checklist has been constructed. This

chapter ends with the statistical techniques used in the current study to carry out the

empirical section.

Chapter six is allocated to present the research hypotheses of the current study. The main
hypotheses have been developed based on the proposed theoretical framework in chapter
four, the evidence from prior empirical studies in chapter two, and the Egyptian context in

chapter three. The three main hypotheses are related to the association between voluntary

10



disclosure and each of corporate governance, ownership structure and firm characteristics.

This chapter divides each of the main hypotheses into a number of sub hypotheses that will

be tested in the empirical section.

Chapter seven aims to answer the first two research questions: what is the extent of total
voluntary disclosure and its categories in the annual reports of the most active companies,
and how do voluntary disclosure practices evolve over time. It starts with discussion of the
reliability and validity of the research instrument, the disclosure index and continues to
provide a descriptive analysis to the results of the checklist designed to measure the extent
of voluntary disclosure; the dependent variable. Three levels of analysis are presented in

this chapter: the aggregate level, the category or type of information, and item by item.

Chapter eight aims to answer the third research question: the determinants of voluntary
disclosure practices. It starts with a descriptive analysis of the independent variables. Two
types of analysis are employed in this chapter, bivariate and multivariate analyses. It
summarizes the results of regression diagnostics before choosing the suitable statistical
technique. OLS and GLS regressions have been employed and Tobit and Quantile
regressions have been used to add robustness to the results. The chapter ends with a

discussion of the results and testing of the hypotheses developed in chapter six.

Finally, chapter nine presents a summary of the findings of the study and the contribution

to the knowledge. In addition it outlines the limitations and suggests a number of

recommendations for future research.
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Chapter Two: Disclosure and Corporate Governance:

Literature Review

2.1 Introduction

Disclosure is an important variable in any measurement of accounting quality (Marston
and Robson, 1997). The amount of research focusing on the central theme of disclosure has
been growing rapidly in recent years (Beattie 2005). It is argued that disclosure and
transparency. accountability, and corporate governance play an important role in gaining
the market confidence (Ghazali and Weetman, 2006). The previous chapter provided an
overview of the present study. The current chapter reviews the relevant prior studies
concerning accounting disclosure and factors affecting disclosure practice. It aims to
provide a clear idea about the prior studies and to link the current study with disclosure
literature. In particular, it aims to identify the nature of the gap to which the current study
aims to contribute to the literature by filling it. Moreover, this will add to the consistency
of the current study. Reviewing the literature is the base that will help to choose the
relevant theoretical framework to the study and to extract the research hypotheses and

methodology.

Section 2.2 and 2.3 outline the concept of voluntary disclosure and corporate governance.
Section 2.4 reviews the relevant prior disclosure studies that explain disclosure by firm
characteristics and those that address voluntary disclosure and its categories. The empirical
studies related to the relationship between corporate governance rules and the extent of
disclosure are reviewed in section 2.5. Prior disclosure studies in the Egyptian context are
reviewed in section 2.6. Finally, the gap which the current research can contribute to filling

is presented in section 2.7.

12



2.2 Corporate disclosure: overview

This section highlights the need of voluntary disclosure and its relation to the principle of
fairness in disclosure. It defines what is meant by voluntary disclosure in the current study.

In addition, it justifies using corporate annual reports in the current study.
2.2.1 Fairness in disclosure and voluntary disclosure

Disclosure is the process by which accounting measurements are communicated to their
intended users (Choi and Meek, 2008). However a number of questions, such as what
information is to be reported and to what extent, when, how and to whom must the
company disclose, need be answered. Disclosure can be classified into two types:
mandatory disclosure and voluntary disclosure. The former is governed by the disclosure
requirements that companies should comply with while the latter is subject to managerial

decision.

It is argued that the reliance on the disclosure requirements or rules has created some
limitations and unfairness in reporting and disclosure (Riahi-Belkaoui, 2002). Therefore,
theorists and practitioners have begun to recognize the inherent shortcomings of traditional

reporting and have developed models for additional voluntary disclosure (Schuster and

O’Connell, 2006).

To eliminate this unfairness, the accounting profession now directs more attention to the
issue of financial reporting. One of the attempts of the American Institute of Certified
Public Accountants (AICPA) to improve financial reporting is the establishment of the
Jenkins Committee in 1991. In its report issued in 1995, five broad categories of
information have been proposed by the committee to be disclosed. These categories

include financial and non-financial data, management’s analysis of the financial and non-
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financial data, forward-looking information, information about management and

shareholders and background about the company.

However, the Jenkins committee report focuses only on specific groups of users, investors
and creditors. This can be deduced from the title of the report: “The Information Needs of
Investors and Creditors”. This may be consistent with the notion of agency theory that
shareholders are the main principal. But there are many users or stakeholders who are
interested in the firm and have information needs about the firm and its performance that
should be satisfied, such as employees, government, and society. Therefore, there is a call
for expanded disclosures that also include other information such as human resource and

social responsibility (for more details, see Riahi-Belkaoui, 2002).

Another example of the attention paid to the issue of voluntary disclosure is the
establishment of the Steering Committee in 1998, by the Financial Accounting Standard
Board FASB. One of the three reports of this committee was entitled “I/mproving Business
Reporting: insights into enhancing voluntary disclosure”. The primary conclusion of the
committee is to allow investors and other financial statement users to see the company

“through the eyes of management” (Boesso, 2002).

Riahi-Belkaoui (2002) indicates that

“The principle of fairness in disclosure calls for an expansion of the
conventional accounting disclosures to accommodate all the other interest

groups, in addition to investors and creditors, that have a vested interest in the

affairs of the firm”. (p.206)

As a supplier of the desired information, corporate management recognizes the demand for

‘nformation and has incentives to satisfy such a demand. In this regard, Schuster and
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O"Connell (2006) indicate that disclosing additional information voluntarily represents one

method that management can use to increase managerial credibility and to re-establish a

relationship of trust with their stakeholders.

The main theme of the current study is voluntary disclosure. While there are a large
number of studies which address voluntary disclosure, it can be said that there is lack of a

clear-cut definition of the term of voluntary disclosure. Debreceny and Rahman (2005:b)

state that:

"It is difficult if not impossible to provide a precise and universally accepted

definition of voluntary disclosure” (p.286)

The expression ‘voluntary disclosure’ indicates that this disclosure is discretionary and
subject to the decision of management. There is no formal obligation for the company to
disclose more information voluntarily. In other words, no legal or formal action will be
taken if a company does not disclose information more than the requirements. Meek et al
(1995) indicate that voluntary disclosures — disclosures in excess of the requirements —
represent free choices on the part of management to provide information that is considered

to be relevant to the users of annual reports.

Previous disclosure studies describe the term voluntary disclosure as items of information
that are disclosed over and above the mandatory requirements (e.g. Cooke, 1989; Ho and
Wong, 2001a; Barako et al. 2006). For the purpose of the current study, the researcher

follows the disclosure literature and defines voluntary disclosure in annual reports as

“Jtems of information, quantitative or qualitative, that companies disclose in
their annual reports above the mandatory requirements specified in accounting

standards and / or other regulations”.
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This definition will govern the process of choosing information items that will be included
in the instrument used to measure the extent of voluntary disclosure. Although other routes
for voluntary disclosure can be used, the current study focuses on the corporate annual

report as the main channel for transmitting information. The following section explains the

rationale behind using annual reports in the current study.

2.2.2 Rationale behind using annual reports

Many channels can be used for communicating between the company and the stakeholders.
The annual report is one of these channels which include also among others, websites,
press releases. conference calls. The annual report is considered to be the oldest way to

disseminate information to the stakeholders. Botosan (1997) argues that:

“Although the annual report is only one means of corporate reporting, it
should serve as a good proxy for the level of voluntary disclosure provided by
a firm across all disclosure avenues...the annual report is generally considered

to be one of the most important sources of corporate information”. (pp. 330-

331)
Moreover, Choi and Meek (2008) state that:

“Annual report disclosure practices reflect managers’ responses o regulatory

disclosure requirements and their incentives 1o provide information to

financial statements users voluntarily”. (p. 156)

The current study focuses on the annual reports due to several reasons. The key reason is
related to the nature of the current study that is intended to be a longitudinal study, using
panel data for four years. Therefore, the annual reports represent the best available channel

and the most relevant one to the purpose of the current study. In general, annual reports are
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more accessible for research purposes (Haniffa and Cooke, 2005). Online reporting or
using corporate website is considered to be sensitive to time. Information disclosed online
may be changed over short period of time. So online reporting may not be practically
relevant to the current study that covers the last four years at the time of conducting the
study. Moreover, the internet usage in developing countries is less than in developed
countries. So, the relative importance and credibility of annual reports in developing
countries may be more than other means of disclosure . In Egypt, the percentage of internet

usage is still low.it was 7% for the year 2006 (IWS, 2007). The other methods of

communications have the same problem.

Furthermore, the annual report is the oldest and the more familiar channel to disseminate
information to different users, especially in developing countries (Marston & Shrives,
1991). However, corporate voluntary disclosure of specific types of information, such as
management forecasts, is rare in some developing countries (Huafang and Jianguo, 2007).
A corporate annual report includes the auditor’s report which adds credibility to the
financial statements and the notes that may include voluntary information in addition to the
mandatory one. In other words the credibility of the annual report may encourage

managers to use it to disclose more information voluntarily.

In addition, using corporate annual reports as the unit of analysis facilitates comparison
between companies that are required to submit these reports annually whatever the specific
events that may need to be disclosed immediately (Haniffa, 1999). Another feature of
examining corporate annual reports is the possibility to investigate large numbers of
companies. Moreover, comparing the annual reports of different companies over different
years may be easier than comparing the other means of disclosure. A large number of prior

disclosure studies used corporate annual reports, either in developed countries such as, UK,
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Firth, 1979: Sweden, Cooke, 1989; Japan, Cooke, 1991 and 1992; Australia, Gibson and
O’Donovan, 2007, or developing countries, for example, Hong Kong, Ferguson et al, 2002;

Malaysia, Haniffa and Cooke, 2002 and 2005; Kenya, Barako et al. 2006; China, Huafang

and Jianguo, 2007, and Wang et al, 2008.

Furthermore. there is evidence that the annual report is an important channel of
communication with stakeholders (Chang and Most, 1985). The report is considered to be
the most important source of information for financial analysts and investors in developing
countries (Huafang and Jianguo, 2007). Also, there is evidence of a positive correlation
between the disclosure extent in the annual reports and the disclosure through other means
(Botosan. 1997; Lang and Lundholm, 1993; Botosan and Plumlee 2002). This may suggest

that companies coordinate their overall disclosure policy (Hussainey, 2004).

It is noteworthy that Marston and Robson (1997) indicate that there is no disclosure index
or other measurement instrument that has yet been designed which captures all the

disclosure routes, such as annual reports, press releases, and interim reporting.

As such it is clear that voluntary disclosure plays a crucial role to achieve fairness in
disclosure. It is commonly agreed that more transparent companies disclose more
information voluntarily. Disclosure and transparency issues have been identified as a
reason for the recent financial scandals around the world; e.g. ENRON, WORLDCOM. In
general, these financial scandals highlight the need for sound corporate governance
practices that include, among others principles, disclosure and transparency. Disclosure
literature has now extended to address the influence of corporate governance

characteristics on the extent of disclosure. Before reviewing the prior empirical studies, the
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following section presents an overview of the concept of corporate governance and its

relationship to disclosure and transparency.

2.3 Corporate governance and disclosure policy

Corporate governance is a crucial issue that is being addressed widely by regulators and
capital market participants around the world. Business environments face some problems
in accounting, auditing and corporate governance that have undermined the quality and
integrity of financial reporting (Imhoff, 2003). One of underlying questions in this regard
concerns the appropriateness of western concepts and systems in developing countries.
This question has been raised again with corporate governance. The question is whether
the code of corporate governance (principles) is suitable for (developing countries)
emerging capital markets. While much of the focus in corporate governance literature has
been on corporate governance systems in highly developed countries, there has been much

less discussion of corporate governance institutions in developing countries (Mueller,

2006).

2.3.1 Corporate governance: overview

There are many definitions of corporate governance. Generally these definitions can be
classified into two groups: narrow definition which focuses on corporate accountability to
shareholders (shareholder-oriented), and broader definition which focuses on corporate
accountability to stakeholders (stakeholder-oriented). Keasey et al. (2005) indicate that the
expression of corporate governance carries different interpretations and its analysis also
involves diverse disciplines and approaches. According to the second group, corporate

governance can be defined as follows:
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“the svstem of checks and balances, both internal and external to companies,
which ensure that companies discharge their accountability to all their

stakeholders and act in a socially responsible way in all areas of their business

activity”. (Solomon, 2007, p.14).

Corporate governance is the system by which business corporations are directed and
controlled. The structure of corporate governance identifies rights and responsibilities lines
among different corporate participants and specifies the rules and procedures for making
decisions on corporate affairs. In addition, corporate governance ensures that all major
stakeholders receive reliable information about the value of the firm and motivates

managers to maximize firm value instead of pursuing personal objectives (Luo, 2005).

Mueller (2006) distinguishes between two types of corporate governance institutions:
institutions that are common to all companies in a country, such as law and legal
institutions, and institutions that differ from company to company within a country, such as
the number of members on the board of directors and the percentage of outsiders on the
board. Tricker (1984) suggests that corporate governance can be classified into four groups

of power: ownership power, corporate director’s power, management power, and

institutional power.

Luo (2005) indicates that corporate governance works through three mechanisms: market-
based mechanisms (e.g. board composition, board size, market discipline, board
chairmanship, executive compensation, and interlocking directorate); culture-based
mechanisms (e.g. governance culture and corporate integrity); and discipline-based
mechanisms (e.g. executive penalty, internal auditing, conduct codes, and ethics

programmes). However, Imhoff (2003) indicates that accounting and auditing are
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components of the broader system of corporate governance, and can't be fixed in any
lasting way without substantive changes in the overall governance process. Gul and Leung
(2004) point out that recent trends in the literature suggest that the role of corporate
governance 1s best examined in the context of a ‘‘package’ of corporate governance

mechanisms i.e. the role of two or more corporate governance mechanisms (See: Kosnik,

1987, Singh and Harianto, 1989; Rediker and Seth, 1995).

However, it should be noted that most corporate governance literature focuses on a market
based mechanism, the first mechanism of Luo’s classification. Anand (2005) points out
that the concept of corporate governance continues to expand. He indicates that most of the
corporate governance definitions speak only of the relationships between those who run the
company and those who invest or otherwise deal with it. Thus he suggests that a more
appropriate definition of corporate governance includes additional components such as
disclosure of board composition, including the number of independent directors on the
board; composition of various committees of the board, and separation of the chair of the

board and the CEO.

Table 2.1 shows the first corporate governance codes of practice or policy documents for
countries around the world. As can be noticed from the table, there has been an explosion
of corporate governance codes of practice over the last decade. Many of these codes are
voluntary codes proposed by institutions or bodies interested in improving the methods of
corporate management (Roberts et al., 2005). A large amount of corporate governance
literature addresses the effect of corporate governance practices, especially the attributes of
the board of directors and its committees, on firm performance and recently it was

extended to corporate disclosure policy.
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Table 2.1 Corporate governance diffusion: first codes of practice or policy documents

UK |

1994 Canada , and South Africa.
1995 Australia, and France.
1996 Spain
1997 Japan, The Netherlands, and USA.
1998 Belgium, Germany, India, Italy, and Thailand.
1099 Brazil, Greece, Hong Kong, Ireland, Mexico, Portugal, South
Korea, OECD, ICGN, and Commonwealth.
5000 Denmark, Indonesia, Kenya, Malaysia, Romania, and The
Philippines.
2001 China, Czech Republic, Malta, Peru, Singapore, and Sweden. l
| 5002 Austria, Cyprus, Hungary, Pakistan, Poland, Russia, Slovakia,
Switzerland, and Taiwan.
Finland, Lithuania, Macedonia, New Zealand, Turkey,
' 2003 Ukraine, and Latin America.
2004 Bangladesh, Iceland, Norway, Slovenia, OECD. |
2005 Jamaica, ICGN, and Egypt.

Source: adapted from Solomon (2007) p.188

2.3.2 Theoretical base of corporate governance

Theoretically, corporate governance has been explained and analyzed using different

theoretical frameworks such as agency theory, stakeholder theory, and stewardship theory.

There is some kind of relationship among these frameworks. However, Parum (2005)

indicates that corporate governance does not have an accepted theoretical base or

commonly accepted paradigm as yet.
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Reviewing corporate governance literature, it can be noticed that agency theory and
stakeholder theory are the dominant theories. Mueller (2006) points out that central to any
discussion of corporate governance is the question of how well a particular set of
institutions mitigates the various principal agent problems that arise in a firm. However, a
number of studies, such as Haniffa and Cooke (2005), use legitimacy theory to address the

potential effects of culture and corporate governance on social disclosure.

Agency theory is derived from the pure economic approach which suffers from some
limitations. It is based on the desire for income and avoiding loss. Consequently, it focuses
on profit maximization as a main goal of managers and ignores other goals. Also, this
approach concentrates only on two stakeholder groups, managers and shareholders, and
pays no attention to other interested parties in society, such as government, employees,
taxation authorities and consumer groups. Therefore, a number of authors argue that
corporate governance is too often viewed from a perspective that focuses solely on the
relationship between shareholders and managers. They believe that this perspective no
longer seems sufficient. Moreover, additional perspectives which consider other parties or
stakeholders and the great changes and complexity in business environments may be
helpful. (Van den Berghe, 2002 as cited in Parum, 2005). Consistent with this view,
Crowther and Jatana (2005) indicate that agency theory is considered to be a cause of

failure in corporate governance.

In this regard, it is possible that the reason for using different theoretical frameworks may
be the lack of a generally accepted definition of corporate governance and its components.
While agency theory may be suitable for narrow definition, stakeholder theory may be
relevant for broad definition. Moreover, the question of who is the principal is the source

of difference between agency and stakeholder theories. While the principal in agency
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theory is the shareholders, the stakeholder theory extends the concept of principal to

include other interested parties beside shareholders.

Because shareholders’ interests can only be satisfied by taking account of stakeholder
interests, Solomon (2007) argues that theoretical frameworks that suggest companies
should be accountable only to their shareholders are not necessarily inconsistent with

theoretical frameworks that champion stakeholder accountability.

2.3.3 Disclosure and transparency

Disclosure lies at the centre of nearly all corporate governance statutes and codes. For
example. disclosure and transparency is one of the principles of corporate governance
issued by the Organization for Economic Cooperation and Development (OECD).
According to this principle, timely and accurate disclosure is required on all material
matters regarding the company, such as financial and operating performance, ownership
and voting rights, related party transactions, board composition and remuneration policy,
human resources and stakeholders, risk management, and governance structure (OECD,
2004). While few points of the required disclosure (related party and risk management) are
covered by accounting standards, most of these points highlight the importance of

voluntary disclosure.

Corporate governance rating systems, such as the Standard and Poor’s corporate
governance rating, include transparency and disclosure as a key element in their rating
systems. It is commonly agreed that poor levels of corporate disclosure and lack of
transparency were the key reason of financial scandals around the world. Moreov er

disclosure and transparency are the challenges facing the emerging capital markets and
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represent the key barriers of economic development (See: Berardino, 2001, CIPE, 2003,

Gul and Leung, 2004).

Dunstan (2003) shows four drivers of high quality, transparent and comparable financial
reports: reporting standards, corporate governance, external auditing, and enforcement. He
points out that all four aspects must operate together to ensure that high quality, transparent
and comparable financial reports are prepared. The first component, financial reporting
standards, r epresent the codification of financial accounting practices that entities are
required to comply with. The second is corporate governance mechanisms that provide the
internal control system ensuring that the entity discharges its responsibilities under the
applicable laws and regulations. The third is the external auditing process that represents
the mechanism through which an independent assessment of the firm’s compliance is
attained. The final, and essential, mechanism is that of the regulators who enforce ultimate
compliance with the applicable laws and regulations. It is essential that all four
components of the infrastructure perform their respective roles for the quality of financial

reporting to be ensured.

One implication of the increasing attention to corporate governance is the growing amount
of academic research. Disclosure literature is one of the streams that has been extended to
investigate the association between corporate governance attributes and the extent of
disclosure. Recently, a number of disclosure studies examined the effect of a number of
corporate governance characteristics on the level of disclosure in developed and
developing countries. The next section reviews the relevant prior empirical studies. It starts
with empirical studies that assess the extent of disclosure and use firm characteristics as
main determinants of disclosure practice in developed and developing countries. Then it

will move to review studies that address the relation between corporate governance
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characteristics and corporate disclosure. The prior disclosure studies in the Egyptian

context are presented in a separate section.

2.4 Prior empirical studies assessing corporate disclosure and its

determinants-using firm characteristics

Corporate compliance with the requirements of accounting standards has been addressed
by a large number of prior studies that aimed to assess the level of compliance. The
majority of these studies use firm characteristics to explain the variations in the degree of
compliance. While some previous studies concentrate on compliance with both
measurement and disclosure requirements (e.g. Street and Gray 2002; Taplin et al 2002;
Samaha and Stapleton, 2008) other studies focus only on the compliance with disclosure
requirements (e.g. Cooke 1989; Abd-Elsalam and Weetman 2003). In addition, some prior
studies adopt a cross country approach (e.g. Barrett 1975; Barrett 1976; and Meek et al
1995) while others follow an intra country approach (e.g. Firth; 1980; McNally et al 1982;
Hossain et al 1994; Aljifri 2008). With regard to disclosure literature, several studies focus
only on the compliance with regulatory (mandatory) disclosure requirements (e.g. Tai et
al., 1990; Owusu-Ansah 1998; Chen and Jaggi 2000; Abd-Elsalam and Weetman 2007),
while a number of disclosure studies focus on voluntary disclosure (e.g. Chow and Wong-
Boren 1987; Raffournier 1995; Haniffa and Cooke 2002; Barako et al 2006). However,
aggregated disclosure, mandatory and voluntary, has been examined in some studies (e.g.

Abayo et al. 1993; Ahmed 1996; Marston and Robson, 1997).

A number of previous voluntary disclosure studies have focused on a specific type of
information. Examples of such studies include Adhikari and Duru (2006) who address the
voluntary disclosure of free cash flow information in the 10-K and 10-Q reports of samples

from the US, and Watson et al (2002) who address the disclosure of accounting ratios.
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The following sections review some prior disclosure studies. Section 2.4.1 reviews

previous studies that focus on total voluntary disclosure while section 2.4.2 summarizes

prior studies that address the categories of total voluntary disclosure.

2.4.1 Empirical studies on total voluntary disclosure

Voluntary disclosure has been examined in a large number of empirical studies in
disclosure literature. The main point is to assess the extent of total voluntary disclosure and
to examine empirically its relationship with some firm characteristics that may explain its
variation among investigated companies. This section presents the selected studies in

developed and developing countries.

2.4.1.1 Prior studies in developed countries

In the United Kingdom, Firth (1979a) addresses the association between the extent of
voluntary financial disclosure in the annual reports of 180 companies for the year 1976 and
three firm characteristics: firm size, listing status and auditor type. The author uses
weighted disclosure index containing 48 information items. Univariate analysis was
employed. The firm size and listing status were found to be positively associated with the

level of voluntary disclosure. The results indicate that the audit firm is not associated

significantly with voluntary disclosure.

In another study, Firth (1980) examines the extent of the changes in voluntary disclosure of
companies at the time of raising finance. He uses six different samples of manufacturing
firms in UK. The first was for firms with new issues (40 companies), the second was for
small size firms with rights issues (60 companies) and the third was for large size firms

with rights issues (37 companies). The remaining three groups were used as control groups
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which contain the same number of companies: 40, 60 and 37 respectively. A weighted and
un-weighted disclosure index of 48 items was employed to measure the extent of voluntary
disclosure. The study concludes that the levels of voluntary disclosure by smaller sized

companies increase when raising new stock market finance, via new issues and right

1ssues.

Using data from New Zealand, McNally et al. (1982) examine the association between
voluntary disclosure and five firm characteristics: size, profitability, growth, audit firm and
industry. The constructed index included 41 voluntary items were applied to 103 annual
reports for the financial year ended during 1979. The study employs rank order correlations
using Spearman and concludes that firm size is associated positively and significantly with

voluntary disclosure while the other characteristics were found to be insignificant.

In the case of Sweden, Cooke (1989) uses data from 90 non-financial companies to
examine corporate voluntary disclosure. He classifies the investigated companies into three
groups according to their listing status: 38 unlisted, 33 single listed on the Swedish Stock
Exchange (SSE), and 19 multiple listed. Using a disclosure checklist of 146 items, the
study provides evidence that the level of disclosure in the annual reports of the year 1985
differs significantly among the three groups. The regression analysis indicates that listing
status and firm size are positively associated with voluntary disclosure. The results suggest

that trading companies disclose information less than companies in manufacturing and

service sectors.

In 1991, Cooke condu cted a similar study with the annual reports of some Japanese
companies for the year 1988. He used the same criterion to classify the sample, 48

companies, into three groups: 13 unlisted, 25 listed on the Tokyo Stock Exchange (TSE)
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and 10 muitiple listed. Cooke (1991) examined the relationship between the extent of
voluntary disclosure and particular firm characteristics: firm size, listing status and
industry type. The study employs stepwise regression and concluded that firm size is the
best explanatory variable followed by listing status. Unlike Swedish manufacturing
companies, Japanese manufacturing companies were found to disclose more information

voluntarily than trading and services companies.

Focusing on an industry specific disclosure decision, Craswell and Taylor (1992) address
the decision of Australian oil and gas companies to disclose information in their annual
reports about estimated reserves. Using data from 86 companies working in the oil and gas
sector, the study applies univariate and multivariate analysis, the Probit model. Because the
study focuses on the specific item of disclosure, there is no checklist. The dichotomous
approach was used for this decision. The results indicate that the audit firm is associated
positively with the disclosure decision, while there is weak support for the effect of each of
leverage, firm size, cash flow risk, and the proportion of shares held by the top 20

shareholders, on the disclosure decision.

In Switzerland, Raffournier (1995) uses a disclosure index of 30 voluntary items to
investigate voluntary financial disclosure by Swiss listed companies. The disclosure items
were derived from the Fourth and Seventh EU directives. Using the annual reports of 161
listed companies for the year 1991, the study examines the relation between voluntary
disclosure and some firm characteristics: size, leverage, profitability, audit firm, industry,
fixed assets, internationality level, and ownership structure. Univariate analysis and
stepwise regression used conclude that the firm size and internationality play a major role

in the disclosure policy of firms. The interesting point in this study is the use of ownership

diffusion as an explanatory variable of voluntary disclosure.
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Using a sample of 55 non-financial companies listed on the New Zealand Stock Exchénge
(NZSE). Hossain et al. (1995) address voluntary disclosure in corporate annual reports and
examine empirically the effect of five firm-specific characteristics (firm size, leverage,
assets in place, type of auditors, and foreign listing status) on the total level of voluntary
disclosure. Based on agency theory, the study developed its hypotheses. Hossain et al
(1995) construct a checklist contains 95 information items and follow an un-weighted
approach to measure the extent of voluntary disclosure, the dependent variable. As with the
majority of disclosure studies they use OLS regression and conclude that firm size,
leverage. and foreign listing status have significant association with the level of

information voluntarily disclosed in the annual reports of investigated companies.

In France where the annual report was not mandatory, Depoers (2000) relies on agency
theory and limitations imposed by information costs to conduct a cost benefit analysis for
the voluntary disclosure practices in corporate annual reports. The study investigates the
effect of some economic determinants on the extent of voluntary disclosure in the annual
reports of 102 listed companies on the Paris Stock Exchange for the year 1995. The author
uses checklist of 65 information items and follows an un-weighted approach to measure
the extent of voluntary disclosure. The economic determinants examined include firm size,
foreign activity, ownership structure, leverage, auditor size, proprietary costs related to
competition, and labour pressure. The results of multiple regressvion based on stepwise
procedure indicate that firm size, foreign activity and proprietary costs have significant
association with the extent of voluntary disclosure. Depoers recommends future research to

investigate the interaction between voluntary disclosure and other non-financial agency

cost determinants such as corporate governance mechanisms.
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Firm characteristics as drivers of corporate disclosure are still the focus of great attention.
Gruning (2007) points out that analyzing the entire network of causal relations is necessary
in order to study the drivers of corporate disclosure. He argues that the driving factors do
not have singular impacts on disclosure only but are interrelated. Using sixty annual
reports from Germany and Poland, Gruning a employs structural equation model to
investigate interrelations between four firm characteristics as drivers of corporate
disclosure: firm size, cross listing, industry, and home country. The results of this study
show that the four characteristics are interrelated factors that affect corporate disclosure
quality. The firm size was found to have only an indirect effect on corporate disclosure. In
other words, firm size does not directly influence disclosure practice but that is mediated
bv cross listing. Listing status was found to be the key element in understanding the
network of related drivers of corporate disclosure. Although Gruning (2007) highlights the
importance of the interrelation between the determinants of disclosure practice, the study
focuses only on four firm characteristics and ignores other determinants such as corporate

governance rules.

2.4.1.2 Prior studies in developing countries

Chow & Wong-Boren (1987) address the extent of voluntary financial disclosure practices
in the annual reports of Mexican companies. They examine the association between three
firm characteristics: firm size, financial leverage and assets in place; and the level of
voluntary disclosure. They measure voluntary disclosure by developing a checklist
containing 24 information items and employ both approaches of disclosure index:
weighted and un-weighted. Their sample consists of the annual reports of 52 Mexican
Stock Exchange listed firms for the year 1982. The results indicate that voluntary

disclosure varies widely among the investigated companies. The results of multiple
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regression indicate that firm size has positive significant association with the voluntary
disclosure scores, while gearing and assets in place were found to be insignificant
variables. The interesting point with this study is the evidence of significant positive

correlation between weighted and un-weighted scores. Such evidence has been used by the

supporters of un-weighted approach.

A number of disclosure studies address the relation between voluntary and mandatory
disclosure. Abayo et al. (1993) assess the quality of financial disclosure in the annual
reports of Tanzanian companies. They extend the attributes of disclosure quality to include
four measures: compliance with mandatory disclosure requirements, voluntary disclosure,
the type of the audit report, and timeliness in order to analyze the annual reports of 51
Tanzanian companies for the year 1990. Two disclosure indices have been constructed in
this study, a mandatory index with 88 items and a voluntary index of 44 voluntary items
according to user needs. Their findings indicate a poor quality of corporate disclosure,
mandatory and voluntary. The researchers explained these findings by the combination of
high compliance costs and the low non-compliance costs. In addition, the study reports
evidence of a weak positive association between mandatory and voluntary disclosure.
Moreover, they conclude a positive association between the type of audit opinion and the

timeliness of the corporate annual reports.

In Malaysia, Hossain, et al. (1994) address the association between the extent of voluntary
disclosure in corporate annual reports and some firm characteristics: firm size, ownership
structure, gearing, assets-in place, audit firm, and foreign listing status. They develop a
checklist of 78 information items and follow an un-weighted approach to measure the
extent of voluntary disclosure in the annual reports of 67 non-financial listed companies

for the year 1991 on the Kuala Lumpur Stock Exchange (KLSE). The findings of the study
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indicate that both firm size and ownership structure have significant association with the

level of voluntary disclosure in corporate annual reports. However, audit firm and gearing

were found to be significant variables in the univariate analysis.

In the case of Saudi Arabia, Al-Razeen and Karbhari (2004) address the interrelationship
between the mandatory and voluntary disclosures in corporate annual reports. They
classify information items into three types: 23 mandatory, 18 items voluntary closely
related to mandatory, and 15 voluntary. Based on this classification, three disclosure scores
were computed from a sample of 68 Saudi Arabian companies (55 listed and 13 unlisted)
for the year 1996. The researchers employ Pearson’s correlation coefficients and conclude
that there is no clear pattern of relationships between mandatory disclosure and the
different types of voluntafy disclosure in the different industrial sectors. The authors
highlight the lack of high coordination between the board of directors and the management

in writing parts of the annual report.

Alsaeed (2006) assesses the level of disclosure in the annual reports of non-financial Saudi
companies and empirically investigates the impact of nine firm characteristics: firm size,
debt ratio, ownership dispersion, company age, profit margin, return on equity, liquidity,
industry type, and audit firm-on the extent of voluntary disclosure. He uses a checklist of
70 information items and follows the un-weighted approach to measure the extent of
voluntary disclosure in the annual reports of 40 companies for the year 2003. Multiple
linear regression analysis unranked OLS has been used and the results indicate that firm
size is the only variable that has significant positive association with the level of voluntary

disclosure while the remaining variables are insignificant in explaining the variation of

voluntary disclosure in annual reports of Saudi firms.
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Aljifr1 (2008) examines corporate disclosure in the annual reports of financial and non-
financial companies in the United Arab Emirates (UAE). Using a sample of 31 companies
and an index of 73 information items, the study concludes that the extent of disclosure in
the UAE has significant association with the sector type (banks, insurance, industrial, and
service). Banks were found to disclose more than the other sectors. He indicates that the
reason is the significant role of the Central Bank's increasingly strict control of financial
institutions. Weak legal and institutional enforcement were suggested as reasons for the
insignificant difference in disclosures among the other sectors. Moreover, the study
suggests that the extent of disclosure in the UAE is driven more by regulations than by the
market since the size, gearing, and profitability, were found to have insignificant

association with level of disclosure. The study employs logistic regression (WLS).

2.4.1.3 Discussion

Concerning the determinants of disclosure level, the results assessing the impact of
various firm characteristics on corporate annual report disclosures are mixed and provide
inconclusive evidence both in developed and developing countries. These characteristics
include size, listing status, leverage, profitability, industry, gearing, and type of audit firm.
Firm size and listing status are the most significant determinants of the level of disclosure
in corporate annual reports of developed and developing countries. The majority of prior
disclosure studies provide evidence of significant positive association between the extent
of disclosure and firm size. However, a limited number of studies report that firm size is
not related to the extent of disclosure (e.g. Malone et al., 1993; Ahmed, 1996 and Aljifri
2008). On the other hand the disclosure literature reports mixed results concerning the

significance and direction of association between the extent of disclosure and other

examined variables in both developed and developing countries.
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Marston and Shrives (1995) reviewed the development and use of explanatory models in
32 disclosure studies and found that the results for studies that attempted to link disclosure
levels to leverage, profitability and audit firm were inconsistent. In this regard, Wallace et

al. (1994) indicate that this inconsistency may be realistic, they stated that:

"The changing features of prior studies, such as the number of firms included
in the sample, the type and number of firm characteristics examined, the
number of information items that formed the basis of the set of disclosure
indexes as dependent variable, the different statistical methodologies used to
analyze the data and the different settings (i.e., countries) of the study, have
Jointly or severally contributed to the mixed results from these studies. As a
result, an investigation, in other settings, of corporate characteristics that

correlate with the extent of disclosure seems justified” (P.43).

A number of reviewed studies address both the mandatory and voluntary disclosure in
corporate annual reports. In this regard Kanto and Schadewitz (1997) indicate that while
disclosure literature provides plenty of evidence on the determinants of disclosure in

accounting reports, relatively few studies have focused on the differences between the

determinants of mandatory and voluntary disclosures

Although disclosure changes over time, most of previous disclosure studies examine
disclosure at one point in time (e.g. Cooke, 1989; Tai et al., 1990; Ahmed and Nicholls,
1994; Hossain et al., 1994 and 1995; Haniffa and Cooke, 2002, Ghazali and Weetman

2006). Therefore, suffering from bias may be one of the criticisms that face the results of

these studies (Hossain et al. 1994).
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A limited number of disclosure studies examine the extent of disclosure over a period of
time (€.g.. Marston and Robson, 1997; Watson et al 2002; Abd-Elsalam and Weetman,
2003). However. most of these few studies select only two points of time, the first year and
the last year of the study period. The reason may be the availability of data (Marston and
Robson, 1997). These studies address the effect of specific changes in the business
environment such as new regulations. However, adopting a longitudinal approach covering
several years, study of the same companies may provide more explanations and a clearer
view about the trend of disclosure practice employed by companies. Marston and Robson
(1997) indicate that our understanding of disclosure decisions will be enhanced by
studying disclosure practice over time. Haniffa (1999) argued that the extent of disclosure
may not necessarily increase (especially for voluntary disclosure) unless some specific
events such as the introduction of new standards occur which in turn may force companies
to increase disclosure. The current study aims to investigate how the voluntary disclosure

practices evolve over a period of time in the Egyptian context.

Disclosure literature employs several theories as guidance in explaining disclosure
practices. Agency theory is frequently employed either alone or in conjunction with other
theories (Marston and Robson, 1997). However, many authors criticize the use of agency
theory especially with corporate governance and where a variety of stakeholders exist (see
chapter four). Nevertheless no one theory can fully explain disclosure practices and a
number of authors suggest that more work is needed to understand disclosure practices
(Hopwood 2000; Healy and Palepu, 2001; Verrecchia, 2001). Haniffa (1999) indicates that
disclosure theories seem fuzzy in the sense that all of them are logical and acceptable and
none could be voted as the best theory of disclosure. Chapter four reviews the most

common theories in the disclosure literature. It classifies these theories into five categories:

regulatory approach, economic approach (agency, signaling, and capital need theory),
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political economic approach (legitimacy, stakeholder, and political costs theory), socio-
economic approach (institutional theory), and cost-benefit approach (disclosure costs,
litigation costs, proprietary costs, and disclosure benefits). Identifying the relevant theory
depends on the emphasis of the study. Clearly there is overlap between these theories.
While some of these theories complement each other, such as legitimacy theory and

political theory. other theories seem to be competing, such as signaling and proprietary

costs theory.

However, reviewing these theories indicates that each theory considers disclosure from
different perspectives. While the economic approach focuses on parties related closely with
economic activities and assumes that individuals are motivated by economic self interest
only. the political economic approach focuses on those parties in addition to governmental
agencies and assumes that people are motivated by power and economic self interest.
Regarding the socio-economic approach, it assumes that people are motivated by societal
values so it considers all parties inside and outside the company. Nevertheless, there is an
overlap between the regulatory and cost benefit analysis approach on the one side and
other approaches on the other. However, it must be emphasized that choosing a theory
doesn’t mean that it has some absolute superiority over other theories but it means that it is
suitable for the purpose of this research. In this regard, there is an urgent need to recognize
the effects of cultural on corporate governance and disclosure. So it can be argued that
there is a need for more research about disclosure and corporate governance using theories

such as stakeholder and new institutional sociology.

Methodologically, it is noteworthy that the majority of reviewed studies employ a self
constructed checklist and follow the un-weighted approach to measure the extent of

disclosure. However, the number of information items varies widely among the reviewed
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studies. Moreover. the majority of studies use OLS regression to examine the explanatory
power of the suggested determinants. However, caution must be taken in employing OLS
in disclosure studies since a number of its assumptions must be satisfied at first, otherwise
the results will be unreliable (Cooke, 1998). Regression diagnostic will be done and

presented in chapter eight of the current study.

2.4.2 Empirical studies on voluntary disclosure categories

It has been argued that analyzing the various sub-sections of disclosure provides an
opportunity to offer deeper insights into associations with different determinants of this
disclosure and to provide more specific theoretical explanations (Abd-Elsalam and
Weetman, 2007). Recently a number of disclosure studies have focused not only on total
voluntary disclosure but also on the categories of voluntary disclosure. These studies
follow Meek et al (1995) who classify total voluntary disclosure into three categories
according to the type of information: strategic, non financial, and financial information.
This section reviews prior empirical studies that address voluntary disclosure practice by

type of information.

Meek et al (1995) point out that existing empirical and theoretical literature have tended to
treat voluntary disclosures somewhat generically. They provide evidence of clear
differences across types of information as well as across countries. Using data from
different developed countries, Meek et al. (1995) examine factors influencing voluntary
disclosure practice in corporate annual reports. They address the association between
voluntary disclosure and some firm characteristics: size, leverage, multi-nationality,
profitability, country, industry type, and listing status. A self constructed checklist
containing 85 items was used to measure the level of voluntary disclosure in the annual

reports for the year 1989 of 226 multinational companies from the US (116), UK (64),
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France (16), Germany (12) and The Netherland (18). The study follows an un-weighted
approach to score the voluntary disclosure. The main feature in this study is classifying the
voluntary disclosure items, according to the type of information, into three main groups:
strategic. non financial and financial items. The results provide evidence that different
variables can be used to explain different types of voluntary disclosure. For example, firm
size was found to be a significant variable with total voluntary disclosure, financial, and
non tfinancial information. But it was found to be insignificant with strategic information.
Also, listing status was important in explaining voluntary strategic and financial

information but was not significantly associated with non-financial information.

This study sheds light on the importance of analyzing voluntary disclosure by the type of
information. Such analysis of disclosure practice provides a great opportunity to regulators
and interested parties to gain more understanding of the motivations and determinants of
voluntary disclosure practices. This opportunity may be more important in the case of

emerging capital markets which seek more transparency.

Meek et al (1995) recommend recognizing the importance of this refinement of the

analysis of voluntary disclosure behavior. They state (p.562) that:

“One reason for doing this is that the decision relevance of information
probably varies by type. For example, the strategic and financial information
categories have obvious decision relevance for investors. The non financial
information category is directed more toward a company's social
accountability, extending beyond the investor group [o include other company
stakeholders as well. As a result, the variables affecting voluntary disclosure

choices may also vary by information type”.
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In Hong Kong, Ferguson et al. (2002) follow the model developed by Meek et al (1995) to
examine the level of voluntary disclosure practice of stated owned enterprises listed on the
stock exchange. The researchers examine the impact of international capital market
pressure on the voluntary disclosure of three types of information; strategic, financial and
non financial, in the annual reports of formerly wholly state-owned enterprises listed in
Hong Kong. They employ a cost benefit framework to develop the hypotheses and use a
disclosure checklist consisting of 93 un-weighted information items classified into the
three main groups. Their sample includes the annual reports of 142 non financial
companies for the year 1995/1996. The study examines the effects of firm size, leverage,
industry type. listing status, and firm type (local, H-share, Red Chip) on the extent of total
voluntary disclosure in each of the three categories. The findings of regression analysis
indicate that firm size is a significant variable with the total voluntary disclosure in each of
the three categories. However, the authors provide evidence from the Hong Kong Stock
Exchange that the level of disclosure by type of information varies considerably. This
evidence is consistent with the evidence from developed countries provided by Meek et al
(1995). Moreover, the study concludes that formerly wholly state-owned enterprises
disclose significantly more strategic and more financial information than other listed

companies.

Following the classification of Meek et al (1995), Chau and Gray (2002) address voluntary
disclose practices in corporate annual reports. They examine the association between
ownership structure (outsider ownership and family or concentrated ownership) and the
extent of voluntary disclosure in the annual reports of manufacturing companies in two
Asian countries, Hong Kong and Singapore. They consider that the percentage of shares
owned by outsiders is the proportion of shares not held by insiders, namely directors and

dominant shareholders. Agency theory has been employed to develop their hypotheses.
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Using a disclosure index of 113 voluntary disclosure items - based on Meek et al (1995) —
and following an un-weighted approach, they examine 122 annual reports for the year 1997
(60 from Hong Kong and 62 from Singapore). In the regression model, firm size, leverage,
auditor type, profitability and multinationality have been added as control variables. The
researchers conclude that there is a positive association between wider ownership and the
extent of voluntary disclosure in both countries. In addition they indicate that the strong
prevalence of insider and family controlled companies in Hong Kong is likely to be

associated with lower levels of disclosure.

In Greece, Leventis and Weetman (2004) address voluntary disclosure practices in
corporate annual reports. They highlight the need to subdivide aspects of voluntary
disclosure and follow the approach of Meek et al (1995) to develop a self constructed
checklist of 72 information items. However, they use different labels for their categories:
corporate environment, social responsibility and financial information. Contrary to Meek et
al (1995) who classify information about directors as a non financial item, Leventis and
Weetman (2004) consider this item as strategic. Their sample consists of 87 annual reports
of non financial publicly traded companies listed on the Athens Stock Exchange for the
year 1997. To score the voluntary disclosure an un-weighted approach has been employed.
Ranked regression has been applied to test the hypotheses related to seven firm
characteristics: firm size, gearing, profitability, liquidity, industry type, share return and
listing status. The findings show that the extent of voluntary disclosure in Greece is
relatively low (37.57%). Firm size was the only variable that was found to be significantly
associated with total voluntary disclosure and with each of the three categories. Gearing,
profitability and liquidity were insignificant variables whether with overall disclosure or

with any of the three categories. Other variables vary among the categories of voluntary

disclosure.
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In Malaysia. Ghazali and Weetman (2006) examine factors associated with voluntary
disclosure in corporate annual reports. They follow the approach of Meek et al (1995) to
develop a self constructed checklist to measure the level of voluntary disclosure in the
annual reports of 87 non financial companies listed on the Kuala Lumpur Stock Exchange
for the year 2001. Their checklist consists of 53 information items classified into three
main categories: strategic, financial and corporate social responsibility. The researchers
follow an un-weighted approach and employ stepwise regression. Unlike prior studies that
use firm characteristics to explain voluntary disclosure and its categories, Ghazali and
Weetman (2006) examine the effect of ownership structure, board characteristics and
competitiveness. They assess firm size, profitability, gearing, and regulatory change. The
study concludes that firm size, measured by the number of employees, and profitability
have positive significant association with total voluntary disclosure and its categories
except corporate social responsibility information. Director ownership was found to have
significant negative association with total voluntary disclosure in each of the three

categories.

Another study that benefits from disaggregating the checklist is the study of Aksu and
Kosedag (2006) in Turkey. Based on the Standard & Poor’s (S&P) methodology, the
researchers address the transparency and disclosure practices of the 52 largest and most
liquid firms in the Istanbul Stock Exchange (ISE). The 2003 annual report and corporate
website have been examined for each of the 52 companies using a checklist consisting of
106 information items classified into three subcategories: ownership structure and investor
relations, financial transparency and information disclosure, and board and management
structures and processes. To explain the extent of voluntary disclosure, the study examined
the relationship between voluntary disclosure and some firm-specific characteristics:

profitability, leverage, market capitalization, and market-to-book ratio. The findings
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indicate that the annual reports and websites are weak in terms of voluntary disclosure.
Firm size. profitability and market-to-book ratio were found to be significant variables that
can explain the differences in the overall voluntary disclosure and each of the ownership
structure and board and management categories, but not financial information. Also, the

regression findings indicate that leverage is an insignificant variable with overall voluntary

disclosure in the three subcategories.

Another study in Turkey, Agca and Onder (2007) addresses the voluntary disclosure
practice in corporate annual reports. Following the same classification of Meek et al
(1995), the researchers use a checklist consisting of 87 information items to assess the
extent of voluntary disclosure and to identify which of the following factors affect
voluntary disclosure: firm size, leverage, auditor type, ownership structure, profitability
and multi-nationality. They analyze the annual reports for the year 2003 of 51 non
financial companies listed on the Istanbul Stock Exchange (ISE). The results of OLS
regression indicate that firm size, profitability and auditor type are significantly associated
with total voluntary disclosure. The results also indicate different determinants to different
categories of voluntary disclosure: firm size and profitability for strategic information, firm

size and auditor type for financial information and leverage for non financial information.

In a recent study, Wang et al (2008) examine empirically the determinants and
consequences of voluntary disclosure in the annual reports of Chinese listed companies.
They use an un-weighted disclosure index of 79 discretionary items and follow the model
of Meek et al (1995) to classify the checklist into three main groups: strategic, financial
and non-financial. Of 109 companies that constitute their sample, there were very few
numbers of firms that disclose non financial information. So they decided to omit the non-

financial information. The results indicate that overall voluntary disclosure has a
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significant positive association with the proportion of state ownership, foreign ownership,
firm performance (return on equity) and audit firm. The study finds that state and foreign
ownership significantly affect strategic information while there is no evidence of such a
relationship with financial information. Contrary to Ferguson et al (2002) who report that
firm size 1s associated significantly and positively with overall disclosure and all types of
disclosure, strategic, financial and non-financial information, Wang et al (2008) find firm
size associated positively with overall and strategic information only. Moreover, leverage
was found to be insignificant with all types of voluntary disclosure. Regarding the

consequences, the study finds no relation between voluntary disclosure and cost of capital.

In Italy, Patelli and Prencipe (2007) address the relationship between voluntary disclosure
and independent directors. They use a sample of 175 non-financial companies listed on the
Milan Stock Exchange in 2002. A weighted checklist of 74 information items classified
into six categories has been employed to measure the extent of voluntary disclosure.
Unlike the previous studies, Patelli and Prencipe (2007) analyze voluntary disclosure
practices and its determinants on the level of six categories in addition to total voluntary
disclosure. The six categories are background information, summary of historical results,
segment information, key non financial statistics, projected information, and management
discussion and analysis. The findings of the study suggest that determinants of voluntary
disclosure vary among the six categories. The independent directors were found to be
significantly associated with total voluntary disclosure and with each of background

information, key non financial statistics, and management discussion and analysis.

2.4.2.1 Discussion

All the studies reviewed have followed Meek et al (1995) and address total voluntary

disclosure and its three categories. In this regard, it should be noted that the majority of
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these studies were in developing countries and adopt an intra country approach, while the

study of Meek et al (1995) was in developed countries and adopts a cross countries

approach.

Although all reviewed studies classify total voluntary disclosure into three main categories,
there are different labels for these categories. For example, while Meek et al (1995) use
strategic, financial and non financial information, Leventis and Weetman (2004) use
corporate environment. social responsibility and financial information and Ghazali and

Weetman (2006) use strategic, financial and corporate social responsibility.

Moreover, there is no agreement on the classification of some voluntary items. For
example. while Meek et al (1995) consider information about directors as non financial
information, Leventis and Weetman (2004) argue that this information is more closely
related corporate strategy so they classify it as a strategic information into the corporate
environment category. Also, the financial highlight statement was classified as financial
information in Ghazali and Weetman (2006) but was classified as corporate environment,
not financial information, in the study of Leventis and Weetman (2004). Furthermore,
some items in the non financial category in Meek et al (1995) are financial information,
such as amounts spent on training and the cost of safety measures. As such there is no clear

criterion to classify information items. It depends on the research context and the

researcher’s choice.

However, all the reviewed studies in this section recognize the importance of analyzing the
categories of voluntary disclosure. Such analysis may be more important in longitudinal
studies that investigate the extent and trend of voluntary disclosure since it allows for

closer investigation of the disclosure practices of the different categories of information. In
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this regard, analyzing the checklist on the level of all sub categories - as in Patelli and
Prencipe (2007) - may be helpful in understanding the disclosure practices. The findings of
such an analysis may have some important implications for interested parties in an

emerging capital market especially in transitional economics. Once again the importance of

this analysis increases in a longitudinal study.

In relation to the determinants of voluntary disclosure and its categories, it should be noted
that firm size is the most significant variable when explaining total voluntary disclosure.
However, there are mixed results concerning the relationship between firm size and each of
the categories of voluntary disclosure. While Ferguson et al (2002) and Leventis and
Weetman (2004) found firm size significantly associated with each of the three categories
of voluntary disclosure, firm size could not explain the strategic information in Meek et al
(1995) and also was insignificant with non financial information and corporate social
responsibility, as in Chau and Gray (2002) and Ghazali and Weetman (2006) respectively.
In addition, there are mixed results concerning the effect of other firm characteristics on
the extent of voluntary disclosure categories. This issue also raises a question about the
relevant theory that may be used to explain the variation in the extent of voluntary
disclosure categories. The results support the call to look for and employ a comprehensive
theoretical framework by combining some relevant disclosure theories. In this regard,

chapter four will review the most common theories employed in disclosure literature to

identify the relevant theoretical framework to the current study.

However, Meek et al (1995) indicate that additional factors other than firm characteristics
may influence voluntary disclosure. More recently a number of disclosure studies have

expanded to investigate the effect of corporate governance characteristics on the extent of
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voluntary disclosure. The following section provides an overview of these empirical

studies.

2.5 Prior empirical studies assessing the relation between corporate

disclosure and corporate governance

Recently, an increasing number of empirical studies have combined two streams of the
literature. corporate disclosure and corporate governance. However, it was argued that
prior disclosure research fails to explore corporate governance and cultural factors despite
their importance (Haniffa and Cooke, 2002). A number of studies have examined the
association between corporate governance characteristics and the level of disclosure in
developed and developing countries. Reviewing the prior empirical studies on corporate
governance and disclosure, studies are varied. While some studies focus on specific types
of disclosure such as share option disclosure, Forker (1992), and corporate social
responsibility, Haniffa and Cooke, (2005), others address the comprehensiveness of

information in financial disclosure, Chen and Jaggi (2000).

However. the relationship between corporate governance and the extent of voluntary
disclosure in corporate annual reports has been investigated by large number of disclosure
studies around the world. Examples include Spain (Arcay and Vazquez 2005), Australia
(Collett and Hrasky 2005), Hong Kong (Chen and Jaggi 2000, Ho and Wong 2001; Gul
and Leung 2004), Malaysia (Haniffa and Cooke 2002; Ghazali and Weetman 2000),
Singapore (Eng and Mak 2003; Cheng and Courtenay 2006), China (Huafang and Jianguo

2007), Kenya (Barako et al 2006), Ghana (Tsamenyi et al 2007), Taiwan (Guan et al

2007).
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Moreover, disclosure of corporate governance information in corporate annual reports has
been addressed by many researchers in developed countries (Anand, 2005). Examples
include Bujaki and McConomy (2002) in Canada, Parum (2005) in Denmark, and
Bauwhede and Willekens (2008) in the European Union. In addition Sheridan et al (20006)
examine the relationship between issuing corporate governance codes and the disclosure of
corporate news in the UK. The study provides evidence of an increasing flow of corporate
news following the publication of corporate governance codes in the1990s. However,
based on the request of the Inter-governmental Working Group of Experts on International
Standards of Accounting and Reporting (ISAR) in 2004, a series of annual reviews that
examine corporate governance disclosure practices around the world, especially

developing countries, have been issued.

Corporate governance has been captured in disclosure literature by several variables or
characteristics of the board of directors and its committees. Examples include board
leadership and board composition (e.g. Haniffa and Cooke, 2002; Eng and Mak 2003);
independent non-executive directors (e.g. Chen and Jaggi, 2000); and audit committee (e.g.
Ho and Wong 2001; Carcello and Neal 2003; and Barako et al 2006). Although ownership
structure has been examined as an explanatory variable of disclosure level in prior
disclosure studies (e.g. Raffournier, 1995 in Switzerland and Depoers, 2000 in France), the
increasing attention to corporate governance has added to its importance. Several types of
ownership have been addressed, such as managerial ownership (Yuan and Xiao 2007 and
Guan et al 2007), institutional ownership (Haniffa and Cooke 2002), outside ownership
(Chen and Jaggi 2000), governmental ownership (Naser et al. 2002), and block-holder
ownership (Eng and Mak 2003). However, the evidence from prior studies is mixed. Table
2-2 summarizes some empirical studies. The following paragraphs present an overview of

the common attributes of corporate governance in disclosure studies.
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Study

Country

Table 2.2 Studies addressing the relationship between corporate disclosure and corporate governance

Sample size

Checklist items

Independent variables

Results J

Size,, industry membership,
complexity, industry

The emphasis on stakeholder
management, relevance of

Boesso and Italyand | 72 Content analvsi volatility, corporate intangible asset, market complexity
Kumar (2007) | USA companies ontent anatysis governance structure, and information needs affect the
stakeholder engagement, volume and the quality of voluntary
intangible assets. disclosure.
.37 information Managerial ownership, Block holders ownership associated
: item for the : ) o
45 listed block holder ownership, negatively while institutional
Guan et al : annual report e . . . :
Taiwan company . institutional ownership, ownership and directors ownership
(2007) 2003 and 20 item for : ) . .. oy g
) directors ownership and associated positively with disclosure
the website 4 1
) : outside directors level.
information
Role duality, independent | Block-holder ownership, foreign
559 Listed | 30 voluntary director, foreign hstm_g, 11§t1ng ownershlp and 1.n.dependfent
Huafang and : . . block-holder ownership, directors associate positively with
: China companies, | items, un- : : :
Jianguo (2007) . managerial ownership, state | voluntary disclosure.

2002 weighted : . .. :
ownership, legal person While role duality is negatively
ownership. associated wit voluntary disclosure.

Positive association between board
Lim et al Australia 181 67 voluntary Ratio of independent composition and VD. Independent
(2007) companies | items directors to total board size. | boards disclose more forward
looking and strategic information.
: Independent directors were found to
Independent directors, S : )
. NP be significantly associated with total
Patelli and : . L ownership diffusion, firm :
. 175 listed 74 items 1in sixX . . voluntary disclosure, background
Prencipe Italy . . size , profitability, : . :
companies | categories information, key non financial
(2007) leverage, and labor iy
statistics, and management

I

pressure.
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Ownership structure and firm size

. . e . . h
Tsamenyi et al. o 22 llsteq | 36 information ().wnu§h1 p structure, associate mgm{icantly wi
(2007) ana companies fems dispersion of sharcholding, | Corporate disclosure.
2001-2002 {irm size, and leverage. Leverage was found to be
insignificant.
. o
: 364 non 60 unweighted : : With IOVY degree ofc':ompe rion
Yuan and Xiao : . ) : Managerial ownership, managerial ownership associated
China financial information .. . :
(2007) : . competition degree. negatively with voluntary
companies | items .
disclosure.
Barako et al Board composition, Board | Voluntary disclosure associated
(2006) 43 listed 47 voluntary leadership, Board size, positively with audit committee,
Kenya companies | items Audit committee. institutional and foreign ownership
1992-2001 Weighted scores | Blockholder, foreign and but negatively with the proportion
institutional ownership. of non-executives.
Cheng and 104 listed Board size, Boarq 1r}deper_1dence has positive
: . 72 voluntary role duality, independent association with voluntary
Courtenay Singapore | companies | . : : : :
items directors and disclosure while role duality and
(2006) (2000) : : N
regulatory regime. board size are insignificant.
Ownership structure
(shares owned by top 10
shareholders, number of
shareholders, director
ownership, and : :
Ghazali and 87 listed 53 voluntary governmental ownership) DlI‘CCtO.I' ownershl.p and the
: : ) ) : proportion of family members on
Weetman Malaysia | companies | disclosure items | Family members on the the board associated tivelv with
(2006) 2001 unweighted board, ratio of NED, role Ssoclated hegalively wi

duality, market share,
concentration ratio, firm
size, profitability, gearing
and regulatory change.

voluntary disclosure.
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Role duality is negatively associated
with voluntary disclosures but this is

81610 j)nd Leung ggng 335 hrn':‘ , f1t3 voluntary Botafj )lc?dcrshlp, expert moderated by the expertise of non-
ne ODSEIvations | ftems outsIaers executives moderates the CEO
duality/
Industry, audit firm, size,
outi‘lfebc.illiectors, al Size, leverage, outside directors,
Eng & Mak : 158 listed 46 weighted profitabliity, sovernmenta managerial ownership, and
Singapore . ) : ownership, leverage, :
(2003) companies | disclosure items . governmental ownership were found
analyst following, _
. : significant.
managerial ownership, and
block ownership.
Ownership structure, asset There' " significant p 951t1ve
. : o association between disclosure and
in place, size, profitability, : . .
dustry. role dualit Size, profitability, assets in place,
Haniffa & : 138 listed 65 voluntary St watty, foreign investors, ownership by top
Malaysia : ) ) family members, audit . ) :
Cooke (2002) companies | disclosure items . ten shareholders, diversification.
firm, listing status, cross . ; .. .
: : : ) significant negative association with
directorships, qualification | . ) :
of directors, complexity 1ndqstry, independent chair, and
’ ' family members on the board.
Family members, audit
Ho & Wong Hong 98 hstec! 20 voluntary chm1ttee, 1ndeper.1dent F amily members, audit committee,
companies . ) directors, role duality, size and industry were found
(2001) Kong disclosure items : S
assets in place, leverage, significant.
industry, and size.
Size, liquidity, audit firm,
independent directors, Size. independent direct
Chen & Jaggi | Hong 87 listed 30 weighted family company, gearing, o ﬁ’ tabililt) n;rll p 1re.:lc O1S, d
(2000) Kong companies | mandatory items | outside ownership, P Y5 amiy, an

profitability, sales, market
capitalization.
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2.5.1 Board Characteristics

It is commonly argued that the board of directors has a pivotal position in the structure of
corporate governance. The directors are responsible for the governance of their companies

and therefore they are not only agents of a company, as a natural person, but they are also

its trustees (Crowther and Jatana, 2005).

Board leadership (Role duality) a large number of reviewed disclosure studies addresses the
relationship between corporate disclosure and role duality. The majority of these studies
are based on the perspective of agency theory. In other words, role duality may constrain
board independence and impair the board’s oversight and governance roles which include
corporate disclosure policies. Forker (1992) indicates that separation of the roles of chair

and CEO may enhance monitoring quality and improve reporting quality.

The Cadbury Committee Report (1992) recommends that large companies should separate
the roles of CEO and chairman. In the US, Imhoff (2003) suggests that SEC must prohibit
the CEO or any other past or current top manager of the corporation from acting as
chairman of the board of directors, from being involved in any way in the nomination of
directors, or from being responsible for setting the board's agenda and meeting

requirements.

Gul and Leung (2004) examine the relation between role duality and voluntary disclosure
in Hong Kong. Their study has been extended to address the effect of the expertise of non-
executive directors on the relationship between role duality and voluntary disclosure. They
control for managerial ownership and audit quality. The study indicates that there is a
negative association between role duality and voluntary disclosure. However, the study

pointed out that the expertise of non-executive directors moderates the negative association
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between role duality and voluntary disclosure. Gul and Leung (2004) argue that corporate
boards with a higher proportion of expert non-executive directors are expected to be more
effective in board monitoring and encouraging higher levels of corporate transparency.
They measure the expertise of outside directors in terms of whether the independent non-
executive directors hold outside directorships of other ‘“unconnected’’ listed companies. In
this regard, the idea of recognizing the qualifications of members on the board is valuable.

However. it may be better to use proxies other than cross holding directorships to capture

the qualifications of non-executive directors.

However, the evidence from prior disclosure studies is mixed. Role duality was found to
have negative association with voluntary disclosure in Malaysia (Haniffa and Cooke, 2002)
and Hong Kong (Gul and Leung, 2004). On the other hand, some studies conclude that role
duality is not associated with the level of voluntary disclosure (Arcay and Vazquez, 2005
in Spain: Cheng and Courtenay, 2006 in Singapore; Ghazali and Weetman, 2006 in

Malaysia).

Board composition (Non executive directors) Concerning financial reporting, outside
directors may encourage firms to disclose more information to stakeholders especially
investors. Outsider dominated boards are less likely to suffer from financial statement
fraud and more likely to issue consistently earnings forecasts (Beasley, 1996; Ajinkya et
al., 2003). Chen and Jaggi (2000) document a positive relationship between the proportion
of independent non-executive directors and inclusiveness of financial disclosure. They

point out that this relationship is weaker for family controlled firms.

The issue of independence of non executive directors has been addressed by Clifford and

Evans (1997) in the Australian context. The researchers indicate that board composition
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can be represented by three types of directors; insiders, grey area and outsiders. Not all non
executive directors are independent. The study found that 35% of non-executive directors
in the investigated companies were involved in transactions with their companies (i.e. gray
area directors) which potentially threaten their independence. As such, compliance with the
requirement or recommendation of having a non executive majority on the board does not

mean that the company will not be controlled by internal management.

In this regard Crowther and Jatana (2005) highlight the internecine nature of non executive
appointments. They state that these people know each other as directors of the organization
before theyv are appointed. Therefore their independence is subject to question. Moreover,
non executive members who have sat on the same board for a long period of time are more
likelv to have established personal relationships with the managers (or the dominant
shareholder) that they should monitor (Patelli and Prencipe 2007). However, this criticism
is increasing in developing countries, such as Egypt, wher e there is no clear rule or

criterion for choosing independent non executive directors.

In Italy, Patelli and Prencipe (2007) provide evidence of a positive relationship between
the proportion of independent directors on the board (as an internal mechanism of control)
and voluntary disclosure in corporate annual reports (as an external mechanism). To
address the real independent directors they exclude from independent directors those who
have cross directorships, i.e. members on the board of other companies, in addition to those

who have been members of the same board for a long period of time.

Lim et al (2007) examine the association between board composition and voluntary
disclosure in the annual reports of 181 Australian companies. They develop checklist of 67

voluntary items and follow the classification of Meek et al (1995): strategic, non financial,
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and financial information. The authors employ two stage least squares regression. In the
first stage they estimate the relation between the ratio of independent directors to total
board size and firm characteristics that may be related to voluntary disclosure. In the
second stage they investigate the effect of board composition, captured by the fitted values
from the first stage, on the extent of voluntary disclosure. Their results indicate a positive
association between board composition and total voluntary disclosure. The study finds that

independent boards disclose more forward looking and strategic information

Audit committee According to the best practice of corporate governance, an audit
committee should be established in listed companies. The audit committee is a subset of
the corporate board of directors and has the responsibility of enhancing internal control
procedures, overseeing a firm’s financial-reporting process, external reporting and risk
management of companies. It also plays an important role by facilitating communication
between the board, external auditors and internal auditors (Klein, 2002 and Chau and
Leung, 2006). Capital market authorities around the world require listed companies to
establish audit committees. It is commonly agreed that the audit committee has an
important role to play in ensuring the quality of financial reporting (Felo et al, 2003). Due
to the increasing awareness of the important role of audit committee, a number of
companies voluntarily created an audit committee to provide more -effective
communication between the board of directors and external auditors (Rezaee 2002).
However, the existence of an audit committee does not ensure effective monitoring of the
corporate governance or enhancing the quality of financial reporting. A number of
important points such as the experience of audit committee members, their power and
independence should be considered to ensure the effectiveness of audit committee. In this

regard incorporating non executive directors (outsider) into an audit committee is essential.
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Generally there is a call for more research of the effectiveness of audit committee

(Pucheta-Martinez and Fuentes, 2007)

Concerning disclosure literature, a number of studies examine the relationship between the
audit committee and the extent of disclosure. For example, Ho and Wong (2001) provide
empirical evidence of a positive relationship between corporate disclosure practices and
the existence of an audit committee. Barako et al (2006) document evidence of the
association between voluntary disclosure and the audit committee in Kenyan listed
companies. However. information about audit committee is considered to be an integral

items 1n any checklist developed to study corporate governance disclosure.

2.5.2 Ownership structure

The previous sections indicate that different aspects of ownership structure have been used
as explanatory variable of disclosure practices. It may be worth indicating that prior studies
have divided ownership structure into several categories such as institutional ownership
(Haniffa and Cooke 2002), outside ownership (Chen and Jaggi 2000), Governmental
ownership (Naser et al. 2002; Eng and Mak 2003), and block-holder ownership (Eng and
Mak 2003; Huafang and Jianguo 2007). Generally, the evidence from most of these studies
indicate that there is significant positive association between the extent of disclosure and
each of governmental, foreign, and institutional ownership. On the other hand there is

significant negative association with managerial ownership (Haniffa and Cooke 2002; Eng

and Mak 2003).

The relationship between institutional ownership and disclosure has been examined in
prior studies. El-Gazzar (1998) argues that large institutional ownership may encourage
firms to disclose more information voluntarily. Schadewitz and Blevins (1998) address

interim disclosures in Finnish firms and provide evidence of negative association between
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institutional ownership concentration and disclosure. McKinnon and Dalimunthe (1993)
and Mitchell et al (1995) examine voluntary disclosure of segment information by
Australian companies and conclude there is only weak support for the positive relation

between ownership diffusion and disclosure.

Moreover, it is argued that managers in firms dominated by outside ownership will provide
voluntary disclosure to reduce monitoring costs by outside shareholders. Ruland et al.
(1990) assume that firms with a higher proportion of outside ownership release earnings
forecasts more than others. Their results indicate that as inside ownership increases, firms

are less likely to provide management forecasts of earnings.

Chau and Gray (2002) examine the association between ownership structure, outsider
ownership and family or concentrated ownership, and corporate voluntary disclosure in the
annual reports of industrial companies in two Asian countries, Hong Kong and Singapore.
They consider that the percentage of shares owned by outsiders is the proportion of shares
not held by insiders namely directors and dominant shareholders. They conclude that there
is a positive association between wider ownership and the extent of voluntary disclosure in
both countries. In addition they indicate that in Hong Kong the strong prevalence of insider

and family controlled companies is likely to be associated with lower levels of disclosure.

Eng and Mak (2003) examine the impact of ownership structure and corporate governance
on voluntary disclosure using a sample consisting of 158 firms listed on the Stock
Exchange of Singapore at the end of 1995. The study uses managerial ownership (the
proportion of ordinary shares held by the CEO and executive directors), block-holder
ownership (the proportion of ordinary shares held by substantial shareholders), and

government ownership to assess ownership structure. Board composition is assessed by the
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percentage of independent directors. Their sample consists of financial and non-financial

firms.

Eng and Mak (2003) focus on voluntary disclosure of strategic, non-financial and financial
information in the management discussion and analysis in the annual report. They use an
aggregated disclosure score to measure the extent of voluntary disclosure. Results indicate
that there is an association between voluntary disclosure and ownership structure and
corporate governance. While lower managerial ownership and significant government
ownership are associated with increased voluntary disclosure, different types of block-
holder ownership (individuals, institutions/corporations and nominees) are not related to
disclosure. Contrary to evidence from prior studies, the study provides evidence of a
negative association between the proportion of outside directors and voluntary disclosure.
Also, the study concludes that there is a negative association between debt and voluntary
disclosure. The authors point out that this is consistent with debt being a mechanism for

controlling the free cash flow problem, so reducing the need for disclosure.

Ghazali and Weetman (2006) address the relationship between ownership and voluntary
disclosure in the annual reports of Malaysian companies. They outline several aspects of
ownership, ownership concentration (the 10 largest shareholders), number of shareholders,
director ownership and governmental ownership. They conclude that director ownership is
significantly negatively associated with the extent of voluntary disclosure. On the other
hand they report that other aspects of ownership are found to have insignificant association

with the extent of voluntary disclosure.

Using a sample of 45 listed firms in Taiwan in a single industry, Guan et al (2007) address

the relationship between disclosure level and some variables of ownership structure and
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board characteristics, namely managerial ownership, block-holder ownership, institutional
ownership. director ownership and outside directors. They employ a checklist of 37 items
for annual reports and 20 items for websites to measure the extent of disclosure. They
document evidence of negative association of block-holder ownership with the aggregate
disclosure, while institutional ownership and director ownership were found to be
positively associated with disclosure levels. The outside director factor was found to be
insignificant. Guan et al (2007) use a checklist of 57 items: 37 item for annual reports and
20 items for the website. They evaluate each item by two researchers independently with a
score range of 0 to 5 and to reduce the subjectivity they use the average of the two

researchers’ scores.

Based on agency theory and proprietary costs, Yuan and Xiao (2007) investigate the joint
effect of managerial ownership and the degree of competition in the product market on the
extent of voluntary disclosure in China. Their findings indicate that managerial ownership
associated negatively with the extent of voluntary disclosure when the degree of

competition is low.

2.5.3 Discussion

It is expected that the increasing attention paid to corporate governance issues will be
maintained into the future and that corporate governance issues will grow over time in
importance (Solomon 2007). Because of a wide variety of corporate governance
interpretations, there is an urgent need for a clear definition to corporate governance and its
components, especially for developing countries that have different cultures and emerging
capital markets. In this regard it may be acceptable to use the broad definition. However,
the successful application of corporate governance in emerging capital markets or

developing countries needs to take into consideration the nature of different mechanisms
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and institutions, either on the macro or micro level, that govern the behavior of managers

as an agent.

In addition there is a need to use other theories beside agency theory to study the relation
between corporate governance and disclosure. Developing countries have some specific
features that must be taken into consideration. For example a large number of companies in
developing countries are family controlled. Ho and Wong (2001), and Haniffa and Cooke
(2002) provide evidence of a significant negative association between voluntary disclosure
and the proportion of family members on the board. Culture factors may help in
understanding corporate governance and disclosure practices. In addition to unfamiliarity
with corporate governance and audit committee in developing countries, there are
dominant board characteristics; such as role duality and board composition; that may affect

the applicability of corporate governance.

Although there is increasing attention to corporate governance around the world especially
in emerging capital markets, most prior studies were in Asian countries. There is a lack of
empirical studies concerning the relationship between corporate governance and corporate

disclosure in the Middle East and North Africa countries (MENA).

Most prior studies use a single point of time, one year; it may be helpful to address the
impact of corporate governance on disclosure over several years, especially in emerging
capital markets such as Egypt, to understand how it evolves over time. The following

section summarizes the prior disclosure studies in the Egyptian context.
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2.6 Prior disclosure studies in the Egyptian context

Although the increasing attention to transparency and corporate governance in Egypt as an
emerging capital market, the international published research on disclosure practice of
Egyptian listed companies is limited. However, a number of studies address disclosure
practices in the Egyptian context. This section reviews previous disclosure studies in the
Egyptian capital market in order to identify the gap that this current study aims to fill.
While most of these studies focus on mandatory disclosure (Dahawy et al 2002; Abd-
Elsalam and Weetman 2003; Abd-Elsalam and Weetman 2007), Hassan et al (2006)
address the mandatory and voluntary disclosure practices. Samaha and Stapleton (2008)
examine the extent of compliance with measurement and disclosure requirements. More
recently Rizk et al (2008) investigate one type of voluntary disclosure, corporate social

responsibility.

Dahawy et al (2002) highlight the conflict between IAS disclosure requirements and the
secretive culture in Egypt. They carried out an in-depth analysis of the financial statements
of three newly privatized Egyptian companies, two years prior to privatization and one
year after. The three companies operate in one sector, infrastructure sector. In addition, the
authors consider five international accounting standards, No.1, 5, 8, 21, and 25. The results
indicate that the extent of disclosure in the annual reports is considerably lower than the
IAS’s requirements. Based on Hofstede’s model (1984) and Gray’s model (1988), The
study points out that Egyptian culture is characterized by statutory control; uniformity;
secrecy; and conservatism. The study concludes that Egyptian culture and socio-economic

factors had a significant effect on the implementation of IASs.

However, the study focuses on three privatized companies in one sector only, which raises

a question about the generalization of the results to the private sector and the Egyptian
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market as a whole. Moreover, the period after privatization, one year, may not be enough
to conclude that the non-compliance is due to cultural values. The efficient application may
be a function of other factors such as enforcement, accounting knowledge of the preparers

and auditors, and the familiarity with new requirements.

Abd-Elsalam and Weetman (2003) address the effect of relative familiarity and language
accessibility on the extent of mandatory disclosures in the annual reports of listed non
financial companies in Egypt when IASs were first introduced. They use sample of 72
companies for the year 1995/1996. Consistent with the results from other developing
countries, e.g. Wallace, 1987; Tai et al 1990; Nicholls and Ahmed, 1995, the study
indicates a lack of full compliance. Interestingly, the study concludes that the relative
familiarity and language barriers have had an impact on corporate disclosure practice.
However, the study focused only on mandatory disclosure not voluntary disclosure. In
addition it focused on one point of time, the first year of IAS's application. Nevertheless,
the results of this study raise questions about the effect of familiarity on each of corporate
governance, as a new concept, and voluntary disclosure practices in emerging capital

markets.

Hassan et al (2006) investigate disclosure practice and its determinants by non-financial
listed companies over the period 1995 to 2002 in the Egyptian Stock Exchange. Using an
un-weighted disclosure index, the study addresses mandatory and voluntary disclosure.
The study indicates that disclosure level has increased gradually over the period of study.
It is the first study that examines the extent of voluntary disclosure of listed Egyptian
companies. The study considers mandatory items of information that show volatility in
disclosure over time to be voluntary disclosure. It uses a compliance ratio 78% as the cut

point. As such, the voluntary disclosure index used in this study is based on mandatory
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items with low compliance ratio and voluntary items of information. However, the low
compliance ratio of a mandatory item does not change the compulsory nature of this item.
Such cases of non compliance with mandatory rules may be considered as a form of
voluntary compliance not voluntary disclosure (Wallace and Naser, 1995). A voluntary
disclosure index based on such a procedure may explain the high voluntary disclosure
score (48%) compared with other studies in emerging capital markets, such as 28% and
31.3% 1n the Saudi and Malaysian stock exchanges (Naser and Nuseibeh, 2003 and

Haniffa and Cooke, 2002).

Abd-Elsalam and Weetman (2007) address the mandatory disclosure practices in a period
of complex changes. They use annual reports of non financial listed companies in Egypt
for the years 1991/92 (20 companies) and 1995/96 (72 companies) to examine the effect of
the complex regulatory changes occurring in Egypt in the first of 1990s especially issuing
the new capital market law in 1992. They use a checklist of 241 financial and non financial
mandatory items to measure the level of compliance with disclosure requirements. The
study classified the checklist items by the type of regulation mandating the disclosure and
by the location of items in the annual reports. The authors conclude that when introducing
new regulations a case of non full compliance is likely to occur. They find that the primary

problems lie in the aspects related to new regulation due to unfamiliarity.

However, samples used in this study may be not representative especially for the year
1991/92. On the other hand the authors highlight the importance of tailoring and analyzing
the sub sections of a disclosure checklist. They argue that research design should not be
excessively constrained by a desire only for replication and comparability with prior work,

especially when exploring issues specific to emerging markets.
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Using a disclosure checklist generated by the CMA and the financial statements for the
year 2004 of actively traded companies, Dahawy and Conover (2007) investigate
accounting disclosure in companies listed on the Egyptian stock exchange. Their sample

was 15 companies. They find that the average of disclosure score was 61% and they

explain the non compliance by cultural reasons.

However, this study use CMA’s checklist that contains a limited number of items. This
checklist does not include the disclosure requirements of IAS's that are mandated in Egypt
over the examined period. Moreover, the sample is too small and therefore it may be
difficult to generalize the results of the study. The study is an analysis of the disclosure of
the financial statements without an attempt to explain the variations of disclosure by some

explanatory variables such as firm characteristics and corporate governance rules.

Using the annual reports of 281 non financial companies for the year 2000, Samaha and
Stapleton (2008) address the level of compliance with the disclosure and measurement
requirements of Egyptian listed companies. The study developed a checklist of disclosure
and measurement based on a number of checklists developed by big audit firms and those
used in previous studies. Based on un-weighted indices, the study concludes that the

overall compliance is 50% for disclosure indices and 56% for measurement/presentation

indices.

Samaha and Stapleton (2008) noticed that the compliance level in some companies is high
especially when trading is active. They indicate also that some companies are prepared to
make voluntary disclosures to fall in line with IAS, even when this is not required by local

regulations. However, the study did not consider firm characteristics, such as firm size and
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cross listing. or corporate governance characteristics that might explain the variations in

the extent of compliance.

In a recent study, Rizk et al (2008) use a sample of 60 Egyptian manufacturing companies
to address the social and environmental reporting practices in the corporate annual report
for the financial year 2002. They employ an un-weighted disclosure index consisting of 34
information items. The study concludes that the extent of corporate social responsibility is
low. In addition. the nature of disclosures was found to be overwhelmingly descriptive.
Their findings indicate that industry membership is a statistically significant factor in
relation to the category of disclosure. In addition, Rizk et al (2008) found that government
owned companies disclose more employee related information than private companies. On
the other hand private companies were found to disclose customer related, environment
related, and community related information more than governmental owned companies.
Legitimacy theory was used in this study to explain these results. The authors argued that
increased environmental disclosure by private companies is a strategy employed by
Egyptian organizations to ensure/maintain their organizational legitimacy and perhaps

even to prevent additional regulations.

However, the study of Rizk et al (2008) is considered to be the first exploratory study of
corporate social responsibility reporting in the Egyptian context. While the study addresses
the effect of industry membership the sample did not include all sectors. It focuses on the
legal form of the company not the ownership percentages. In addition the study did not
attempt to explain the variations of such type of disclosure by some explanatory variables

such as firm characteristics and corporate governance rules.
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2.7 Conclusion: the Gap in the literature

Based on the above discussion, the following points can be identified:

While there are a large number of disclosure studies that assess the extent of voluntary
disclosure in corporate annual reports, the majority of these studies concern developed

countries and Asian countries. There is lack of voluntary disclosure studies in the Middle

East and North Africa countries (MENA).

The majority of disclosure studies cover a single point of time, i.e. one year only. Other
studies address disclosure over two points of time in order to assess the extent of
disclosure. However, a longitudinal study on a yearly basis that can trace disclosure
practices over a number of years may help to provide more explanation as to how
disclosure practices evolve over time. In addition, it will help trace the trends of disclosure
and the impact of culture and corporate governance against the backdrop of social and

economic development in the country (Haniffa and Cooke, 2005).

Although there is increasing number of disclosure studies that follow the approach of
Meek et al (1995), there is no clear criterion for the classification of categories or the items
under each category. However, extending the approach of Meek et al (1995), by narrowing
the categories and by using more than the three categories, may help to explain the
disclosure practices and to provide a better understanding of the needs of several

stakeholders. Such extension is more important in the case of emerging capital markets that

seek to enhance market transparency.

Although there are an increasing number of disclosure studies concerning the Egyptian

capital market there is no study which investigates the extent of voluntary disclosure and
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its categories. In addition, none of the prior disclosure studies in the Egyptian context

examine the effect of corporate governance characteristics on the extent of disclosure.

The current study tries to contribute to disclosure literature and corporate governance
literature through examining the voluntary disclosure practices in corporate annual reports
of Egyptian listed companies. The study is intended<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>