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Abstract

Investment on intangibles has been widely accepted as key resource in creating value
and competitive advantage for firms. This study therefore examines the relationship
between board size, independent non-executive directors and voluntary disclosures of
intangibles for a sample of Sri Lankan banks from 2017 to 2019. Intellectual capital
disclosure is measured by a disclosure index score, supported by word count of
intellectual capital disclosure. Board size and independent non-executive directors
are explanatory variables of the study. Results of the analysis indicate significant
positive relationship between independent and dependent variables. Further, adjusted
R2 says that approximately 56% of influences on disclosures of intangibles are made
by board size and independent non-executive directors which is significant at 95%
confident level (f=13.31; p<0.001). The results of this study may be useful for policy
makers, government agencies, regulatory bodies as well as management of the firms
to make better understanding about the importance and necessity of having
mandatory requirement of corporate governance and disclosures of intangibles.

Keywords: intellectual copital disclosure; board size; independent non-egxecutive
directors
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1. Introduction

Conventional Firm Theory suggests that
firms moximise their value by moking
decisions to moximise the shareholders’
wealth (Grohom, Harvey, & Puri, 2015).
Intellectual copital (IC) disclosure, akey
input to ochieving thot goal, IC plays on
increasingly importont role in sustoining
competitive odvontoges ond creating
corporate volue (Bollen, Vergouwen, &
Schnieders, 2005). Kristondl ond Bontis
(2007) ‘IC is aportfolio of strategic firm
resources thot enoble on orgonization to
creote sustainoble value’. Wheregas,
Serrat (2011) documents that IC is a.core
asset of orgonisations ond that it should
be circumscribed better (Serrat, 2011). In
recent yeors, there hos been increasing
dissatisfoction with traditional finonciol
reporting ond its obility to provide
stokeholders with sufficient information
on o compony’s obility to create weolth
(Boesso & Kumar, 2007; Bozzolon,
Fovotto, & Ricceri, 2003;Froncis &
Schipper, 1999; Lev & Zorowin, 1999).
As consequence, roising the need for o
different type of information such as
disclosure of IC informotion which
brings consideroble volue to o firm
(Abgysekera & Guthrig, 2005; Guthrig,
Petty, & Ricceri, 2006) because of the
moin objective of IC disclosure is to
satisfy the information needs of users in a
monner thoat enables both decision
moking ond occountobility (Guthrie &
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Petty, 2000;Firer & Willioms, 2003) ond
finally inform the stokeholders about the
quality ond value of the firm (Spence,
1973). In oddition, Boesso ond Kumar
(2007) state that voluntory disclosure is
aimed ot providing o cleor picture to
stokeholders about the long-term
survival of the firms by reducing
information osymmetry ond oagency
conflicts between principal ond ogent. In
this context, informativeness of
voluntory disclosure reduces the cost of
capital through minimizing the ogency
cost (Dhaliwal, Li, Tsong, & Yong, 2011)
ond increoses the firm volue by weolth
moximization of shareholders (Al-Akra
& Johongir-Ali, 2012). Agency theory
suggests that corporote governonce os o
mechonism to reduce these conflicts by
monitoring monogers’ performonce ond
oligning monogement’s gool with those
of the stokeholders, voluntory disclosure
is onother way to reduce ogency cost os
well (Brickley & Jomes, 1987; Foma &
Jensen, 1983; Jensen & Meckling, 1976).
Corporate governonce is o set of control
mechonisms designed to monitor ond
rotify monogeriol decisions ond to ensure
the efficient operotion of o compony on
behalf of its stakeholders (Donnelly &
Mulcohy, 2008). Monitoring function of
corporate governonce structure signifi
contly influences the extent and quolity
of voluntary disclosure os well as the
quolity of corporate reporting is not
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influenced simply by the qulaity of
accounting stondords but olso by the
nature and quality of corporate
governonce mechnoisms (Elshondidy &
Neri, 2015). Donnelly ond Mulcohy
(2008) orgue thot effective corporote
mechanisms could voluntorily increose
the level of corporate disclosure, over
ond obove that which is mondoted by
legislation or stock exchonge rules. In
controst, poor finonciol disclosure often
misleads shargholders ond has odverse
effects on their wealth, os suggested by
the wave of recent finoncial reporting
scondals (Koromonou & Vafeos, 2005).

The prior literatures illustrote that
corporote governonce is on importont
tool which has the obility to moke on
influence of the voluntary disclosure in
the onnual reports of the firms (Ahmed
Hoji & Mohd Ghozali, 2013; Cerbioni &
Parbonetti, 2007; Hidalgo, Garcio-Mega,
& Mortingz, 2011; Li, Pike, & Homiffo,
2008). Empirical studies provide
inconclusive outcomes on the role of
corporate governonce on IC disclosure
(Abeysekera, 2008; Abeysekera &
Guthrie, 2005; Ahmed Hoji & Mohd
Ghozali, 2013; Keenon & Aggestom,
2001; Rodrigues, Tejedo-Romero, &
Craig, 2014). Some of the studies reveol
that there is o significont ossociation
between board size, boord independence,
CEO duadlity, type of ouditor ond oudit
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committee ond IC disclosure (Ahmed
Hoji & Mohd Ghazali, 2013; Li, Pike, &,
2008; Abeysekero, 2010; Rodrigues,
Tejedo-Romero, & Craig, 2014).
However, other studies foiled to detect
the relationship between corporate
governance ond IC disclosure (Nolikko,
2009). These mixed outcomes in the
extont literature ond o deorth of Sri
Lonkon studies (Abeysekera, 2008;
Abeysekera & Guthrig, 2005), suggest o
significant gop in understanding
corporate governonce ond IC disclosure.

This study seeks to reduce a gop in the
extont literature on the relationship
between board size, independent non-
executive directors ond IC disclosure in
Sri Lonka as on example of developing
morket. In Sri Lonka disclosing
intellectuol copital is still not highly used
by firms ond hos not been formally
reguloted. IC would contribute in
enhoncing corporate governonce level
through chonging monogement style
toword structuring ond formation of
relevont strategies ond policies to protect
investors and users of finoncial
informotion ond reducing the ogency
problem (Al-Musalli & Ismail, 2012).
This study would hopefully benefit
ocodemics, reseorchers, policy-mokers
ond proctitioners in Sri Lonka ond other
similor developing countries through
examining the impoct of corporate
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governonce on IC disclosure ond
pursuing strategies to improve the
current stotus of'it.

1. Research questions

RQ1: What is the relationship between
board size, independent non-gxecutive
directors ond intellectual copitol
disclosure of Sri Lonkon firmsfi

RQ2: What is the impact of board size
ond independent non-gxecutive directors
on intellectual copital disclosure of Sri
Lonkon firmsfi

2. Researchobjectives

The primoary objective of the study is ‘to
exoming the impact of boord size ond
independent non-executive directors on
intellectual capitol disclosure.

Secondory objective

To identify the relationship between
board size, independent non-executive
directors ond intellectual capital
disclosure.

3. Review of literature and hypotheses
development
Corporate governance is o framework of
legal, institutionol ond cultural foctors
shoping the potterns of influence the
stokeholders exert on manogeriol
decision moking (Weimer & Pope, 1999).
The justification for considering corpo
rate governonce thot the board of directors

monoges information disclosurg in
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onnual reports ond therefore elements of
boards may be importont. Hollond (2006)
syas that boords of directors are ot heort
of corporate finonciol communications,
having octive roles in the discloosure
process of the firms. Agency theory
provides a fromework for linking
voluntary disclosure behaviour to
corporaote governonce, whereby control
machonisms ore designed to reduce the
agency problem arising from the
separation between ownership ond
monogement (Welker, 1995). This
orgument con be connected to IC
disclosure, whereby monogement con
determine the level of disclsoure and
thereby reduce investor uncertointy
relating to the impact of IC on the firm’s
volue. High IC disclosure is therefore
expected to provide o more intensive
monitoring pacokoge for a firm to reduce
opportunistic behaviour ond information
osymmetry. Adoption of internol control
devices, such os corporate governonce
mochnisms moy enhonce monitoring
qulaity in critical decisions about
intellectual copital investment ond
peformonce  (Keenon & Aggestom,
2001) ond hence reduce the scope for
monogeriol opportunism ond reduce
benefits from withholding information,
os a.consequence IC disclosure in onnuol
reports should be improved.
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Board size (BS)

Boord size meosures total number of
directors serves on the boord (Gill &
Biger, 2013), this number may offect
how directors corry out their respon
sibilities (Jensen, 1993). According to
resource dependence theory, board size is
importont in monoging compony’s
copital needs and the regulatory
environment (Pfeffer & Soloncik, 1978).
In addition, it con be o ‘resource’ that
firms con use to inform investors obout
resources thot ore not disclosed in
traditional financioal statements
(Abeysekera, 2010). The effective board
size for optimal functioning is the subject
of continuing debote in the literstoure. In
Sri Lonko, the code of best proctice on
corporate governonce (2017) suggests
that every public compony should be
headed by on effective boord, which
should direct, leod ond control the
compony. Although, there is no precisely
recommended size for a boord. From on
ogency theory view, it con be argued thot
a lorger board is more likely to detect
ogency problems because it offers greoter
expertise, monogement oversight ond
occess to o wider ronge of resources.
Further, a greater number of directors
reduce uncertointy ond informotion
osymmetries becouse there ore more
people to carry out the tosk (Fouzi &
Locke, 2012). Similorly, resource
dependence theory orgues thot lorger
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board introduce o diversity of vital
resources ond links with the compony’s
externol environment, reducing depend
encies ond INCreose occess to resources,
thus improving decision moaking
(Abgysekero, 2010; Pfeffer & Soloncik,
1978) provides useful information and
resources (He, Mohonegy, & Wong,
2009). In controst, Jensen (1993) ond
Lipton & Lorsh (1992) argue thot bigger
boords ore less effective due to more
complex cordination overwhelms ony
odvontoges goined from hoving more
directors draw upon. Further Jensen
(1993) claims thot smaller boords con
perform better, as when there ore less
thon seven or eight members they ore
more likely to coordinate ond commu
nicate effectively, ond are very gosy for
the CEO to control. Though, Spain
regulatory requirements seem to suggest
five to 15 members (Rodriguez-
Fernondez, Fernondez-Alonso, &
Rodriguez- Rodriguez, 2014). The
empirical evidence hos obtained mixed
results regording the associotion between
IC disclosure boord size. Abeysekera
(2010); Mishari (2018);, Tejedo-
Romero, & Craig (2016); Hoji & Ghozali
(2013) found o positive association
between the boord size ond the level of
voluntory disclosure. On the other hond,
the works of (Cerbioni & Parbonetti,
2007; Lim, Matollcky, &, 2007) found a
significont negotive relationship between
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board size ond IC disclosure. There is a
question whether boord size would lead
to more voluntary disclosue of IC. This
obove reosoning led to the following
hypothesis:

H1:There is o positive ossociotion
between boord size ond IC disclosure.

Board independence (INNED)

Honiffo ond Cooke (2002) defing that
board independence is the proportion of
independent non-executive directors to
the total directors in the board. The booard
members must be coreful ond ignore
conflicts of interest in decision moking
about the best interests of the compony
ond shoreholders. In line with this foct,
Jensen and Meckling (1976) noted thot
Independent directors ore needed on
boards to control the opportunistic
behaviour of non-independent directors.
High proportion of independent directors
on the boards support to strength the
corporate governonce mechonism ond
plays a supervisory role more effectively
with related to non-finoncial information
disclosure in the onnual finoncial
statements (White, Lee, & Tower, 2007).
Further, Foma ond Jensen (1983) point
out that independent directors act as on
internal mechanism of corporate
governonce to reduce ogency problem
between principal ond agent by boosting
maongement to disclose more infor
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mation in the financiol statements. Boased
on resource dependency theory, Honiffo
ond Cooke (2002) note that more non
executive directors provide wider
expertise, prestige, contocts ond olso play
a key role in influencing disclosure.
Cerbioni and Parbonetti (2007) say that o
sound corporote governonce model
charocterised by, among other things, o
board that is composed of a mojority of
external directors who play on octive role
in monitoring, is importont in improving
the overall quality of voluntory corporate
disclosure. Besides, Li €t al. (2008) olso
odd that “the wider expertise ond
experience of non-executive directors on
the board will encourage monogement to
toke o disclosure position beyonda
rituolistic, uncritical odherence to
prescribed norms, to o more prooctive
position reflecting the value relevonce of
intellectual copital to stakeholders.”
According to the Colombo Stock
Exchonge (2013) listing guidelines,
independent boord members should not
relate to akey employee, are independent
from monogement, ond have never
worked at the firm or its subsidiories, or
for its consultonts or mojor stokeholders.
The Malaysion code on corporate
governonce recommends thot there needs
to be balonce on the board of directors
with ot leost athird of the board directors
should be independent directors. It is
consistency with corporate goveronce
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rules os required by section 7.10 of the
listing rules of the Colombo Stock
Exchonge (CSE). Emprical research on
the oassociotion between independnet
directors ond IC disclosure is incon
clusive, due to perhops the lack of reol
independence of “ independent
directors”. Because the concerns over the
outside directors often refer to whether
they ore octually independent. There hos
been questions on whether independent
directors in Sri Lonka oare really
independent, similor question has olso
been questioned in different countries (Li
et al.,2008; Meng, 2009; Mohdghozali &
Weetmon, 2006). In this connection,
prior IC disclosure studies that
considered independent directors os o
possible determinont of IC disclosure ore
mixed; some find that the independent
directors are positively related with the
board’s ability to influence IC disclosure
decisions (Cerbioni & Parbonetti, 2007,
Cheng & Courtenay, 2006; Gorcio-Meca
& Sonchez-Baollesta, 2010; Li st
al.,2008), others find no relationship Ho
ond Wong (2001) ond Brommer ond
Pavelin (2008), ond yet others reveol
negoative relationship (Honiffo ond
Cooke, 2002; Rodrigues, Tejedo-
Romero, & Craig, 2016). Bosed on this
discussion, hypothesis 2 is:

Vol.7.No.2 December 2021

H2: There is o positive ossociotion
between independent non-executive
directors and the IC disclosure.

4. Research approach and methods
Sampling design

This study investigotes the relationship
between board size, independent non-
executive directors ond IC disclosure of
Sri Lonkon bonks listed on the CSE for
finonciol yeors from 2017 to 2019. Bonks
are preferred sector for this study
because this sector is ong of the high IC
intensive service sectors of the country
(Guthrie, Petty, & Ricceri, 2007).

Dependent variable — IC disclosure index
To measure IC disclosure, the study
utilized content onalysis, o method that
has been applied by prior literature in
meosuring IC disclosures (Muttokin,
Khon & Belal, 2015; Li et al.,2008). IC
disclosure index is o more appropriote
measure for developing countries where
level of disclosure tends to be low
(Nurhayoati, Brown, & Tower, 2006).
This study applies framework tested by
Muttokin €t al. (2015) which provides
comprehensive list of valuntory IC items
divided into three coteories such as
humon, relotional ond structurol items.

1JABF

-122-

December 2021



International Journaol of Accounting & Business Finonce

Table 01- Intelletual Capital Checklist

Vol.7.No.2 December 2021

Human Capital

Relational Capital

Structural Capital

1 Number of employees Brand Intellectual properties

2 Know how Customer satisfaction and loyalty ~ Management philosophy
3 Vocational qualifications Quality standards Corporate culture

4 Employee training Company image/reputation Processes

5 Employee education Favorable contract Systems

6  Work related knowledge Business collaborations Networking

7 Entrepreneurial spirit, innovativeness ~ Licensing agreements Financial relations

8  Union activity Franchising agreements

9 Employee thanked Distribution channels

10 Employece involvement in the community
11  Employce sharc and option scheme
12 Employee benefits

13 Profit sharing

14 Health and safety

15 Equity issues

Markct sharc

Source: Munakin, Khan & Belal (2015)

A dichotomous procedure is also applied
whereby a firm is scored ong if on item
included in the checklist is disclosed ond
zero ifitis not disclosed. Accordingly, IC
disclsoure index is derived by computing
the ratio of actual scores aworded to the
moximum score ottainoble by the firm.

5. Theresearch model

This study uses a regression onalysis
technique to examing the impoct of boord
size¢ ond independent non-executive
directors on the extent of IC disclosure.
The regression equation is provided
below:

ICDI=a+81BS+B82INNED+¢
Where, ICD = Intellectual copital
disclosure index (ICDI), averoge score of
humon, relotional ond structurol copitol
disclosures.

INNED = Proportion of independent
non-gxecutive directors to totol
number of directors (Proxy for
board independence, %)

€ = errorterm

6. Results and discussion
Descriptive statistics

Table 02 shows the descriptive statistics
for the variobles used in the study. The
averoge intellectual copital disclosure
score is 0.86 with the ronge 0f 0.30 (mox-
min). This implies that 86 percent of
items were disclosed by the somple firms
(banks) in their onnuol reports os
voluntarily. Further the study reveals thot
structural copitol disclosure, humon
capital disclosure ond relational copital
disclosure is 0.98, 0.89 oand 0.71
respectively. This evidences that Sri
Lonkon bonks are very well executed ond
awore of the significonce of intellectuol

BS = Totol number of directors on the copitol disclosure. The somple firms
board prefer to disclose more items related to
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structural copitoal (meon= 0.98) thon
humon (meon=0.89) ond relotional
capital (meon=0.71). This result is very
similor to Bruggen, Vergouwen ond Dao
(2009) who find thot disclosure by
Australion firms mainly occurs with
reogrd to structural copitol disclosure.
Whereas Abgysekera ond Guthrie (2005)
who conclude thot the most reported
discoalure category wos relational
capitol ond the second most reported was
humon capital.

Average boord size of Sri Lonkon bonks
is 10 with moximum ond minimum volue
of 12 ond eight respectively. Even there is
no ony specific guidelines ore given
under CA Sri Lonka Code of best proctice
on Corporate Governonce about board
size of the listed firms, this pattern con be

Vol.7.No.2 December 2021

percived os larger boord size like other
emerging morket countries (Moloysis,
Indonesia tc). This result is supported
with resource dependnece theory aos it
says that lorger boord introduce «
diversity of vital resources ond links with
the firm’s external environment,
reducing dependencies ond increose
occess to resources, thus improving
decision moking (Abeysekera, 2010;
Pfeffer & Salancik, 1978). On the other
hond, averoge number of independent
non-gxecutive directors is 6.3 for sample
firms. This result is complied with the
guidelines of CA Sri Lonka Code of Best
Practice which requires thoat minimum
1/3 portion of the boord must be
represented by independent non-
executive directors.

Mean Min Max SD
Board size (BS) 10.0 8.00 12.0 1.33
Independent non-executive directors (BIND) 6.30 5.00 9.00 1.45
Average IC disclosure score 0.86 0.70 1.00 0.09
Human capital disclosure score 0.89 0.80 1.00 0.69
Relational capital disclosure score 0.71 0.40 1.00 0.19
Structural capital disclosure score 0.98 0.85 1.00 0.43

Source: STATA output

Correlation and regression analysis

In order to predict the influence of boord
size ond independent non-executive
directors on the extent of IC disclosure in
the Sri Lonkon somple bonks, o multiple
correlation ond regression onalysis wos
carried out. The results are shown in

Toble 03 ond 04. Both explonatory
variobles (board size and board
independence) reveal positive
relationship with IC disclosure. This is
significont ot 99% confident level
(p<0.05). This result emphosizes that
lorger board with more independent non-
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executive directors will enhonce the
disclosure pottern of different intongible
elements in the onnuol reports of the
somple bonks in Sri Lonko. This result
further exploins thot listed bonks in Sri
Lonka seem to be fully tronsporent in
terms of humon copital disclosure,

_Table 03- Pearson Correlation Analysis
J

Vol.7.No.2 December 2021

relational capital disclosure and
structural copitol disclosure. This result
portiolly similor to Muttokin €t al. (2015)
ond Li et al. (2008) who reveal thot boord
independence is one of the key
determinonts of intellectual copital
disclosure in Bongladesh ond UK
respectively

BS BIND

Intellectual Capital Disclosure (ICD)

0.501%** 0.687%**

Source: STATA output

Table 04 indicotes the volue of r2 ond
adjusted r2, 0.610 and 0.564
respectively. It denominates that
approximotely 56% to 61% of influence
on the disclosures of intongibles coused
by larger boord size with presence of
more outside directors. This influence is
significont because p volue is less thon
5% significont level (f=13.31; p=0.000).
This finding is well connected with both
resource dependency theory ond agency
theory. Resource dependency theory says
that increosing number of directors in the
board may bring more intellectual
resources os well as investment into the
business. On the other hond, ogency
Table 04- Regression Analysis

theory reveals that increosing the
proportion of independent outside
directors in the booard room will always
lead to more independent ond tronsporent
activities ond then rich disclosures of the
items. This is consistent with the findings
of previous studies (e.g. Li €t al.,2008 in
UK; Muttokin et ol., 2015 in Bonglodesh)
these results indicate thot independent
directors in UK ond Bongladesh could
serve as an internal governonce
mechonism to shrink ogency conflicts
between monogers ond owners through
encouroging monogement to disclose
more ond more information obout
intongibles.

Dependenl variable

Estimatc t p-valuc
Intellectual Capital Disclosure (ICD)
Independent variables
Board size 2.45 0.026
Board Independence 3.96 0.005
Model summary
R’ 0.610
Adjusted R* 0.564
F-statistic 13.31
p-valuc < 0.000
Source: STATA ourpur
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7. Summary ond conclusions

The purpose of'this study is to investigate
the influence of board size and
independent non-executive directors on
voluntory disclosure of intangible in Sri
Lonkon bonks during 2017 - 2019. The
findings of the study show that the boord
size ond independent non-executive
directors ore statistically significont
foctors in IC disclosure, i.€. the lorger
number of directors on the boord ond
presence of a greater number of outside
directors, the greater those disclosure of
intongible. With regord to the varioble
size of the board of directors, it is on
explonatory vorioble of disclosure of IC
in the sense that the lorger the size of the
board ond the higher the disclosures (Li
etal.,2008; Hidalgo et al., 2011). Finally,
with regard to the independence of the
board, which is the number of
independent, the findings obtoined in this
study ore in ling with those obtained in
other studies, including, Muttakin &t ol.
(2015) ond Goarcio-Mecao and Sonchez-
Ballesta (2010).
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