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Abstract

This paper assesses the levels of voluntary disclosure in the annual reports of
companies in Sri Lanka, a developing country, and identifies firm-specific
characteristics that impact on voluntary disclosure of the listed companies in Sri
Lanka. Eight variables, representing firm specific characteristics, were tested to
assess the levels of disclosure of 100 listed companies. The study adopts a disclosure
checklist consists with 20 variables to identify the levels of disclosure. The
relationship between firm specific characteristics and the level of disclosure was
examined using unranked Ordinary Least Square approach. The findings of the study
were analyzed using a stakeholder theory perspective, which attempts to explain why
management will meet the expectations of certain stakeholders, typically those in a
position of power or influence. Findings reveal that four variables namely firm size,
profit margin, leverage and audit firm size are positively and significantly associated
with the level of disclosure. This means that large size companies have more interest in
disclosing additional information as compared to small size companies. Further,
firms with a high profit margin disclose more information than firms with a low profit
margin. Moreover, debt capital holders and large audit firms have more influence to
encourage companies to disclose voluntary information. The results of this study are
useful for the managers and investment community to assist in evaluating the extent of
voluntary disclosure by Sri Lankan listed companies and explaining the variation of
disclosure. Further, the results provide useful insights to policy makers and regulators

who may want to improve voluntary disclosures in their countries, especially in Sri
Lanka.

Keywords: Voluntary disclosures, firm specific characteristics, disclosure levels,
stokeholder theory
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1. Introduction

The primary objective of finoncial
reporting is to provide financiol
information obout the reporting entity
thot is useful to existing ond potential
investors, lenders ond other creditors in
moking decisions about providing
resources to the entity (Internotional
Accounting Stondords Boord, 2010).
These decisions could be based, in part,
on the user’s oassessment of the
compony's performonce ond prospects
for future cosh flows. Disclosures con
provide avaluoble source of information
for thot purpose. Disclosure in onnual
reports of componies are egither
mondoatory or voluntory (Gunowon &
Lina, 2015).

Voluntory disclosures ore of growing
importonce in copital morkets (Schuster
ond O'Connell 2006). According to
Barrett (1977) disclosure is additionol
information attached to on entity's
finoancial statements, usuoally os
explonation for activities which have
significontly influenced the entity's
finonciol results. Disclosures communi
cote relevont policies, provide clarity
about significont tronsactions, give
prominence to significont items, elimi
nate duplication, ond deliver meoningful,
compony-specific information (Bilal, &t
al.,2013).
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In Sri Lonko, mondotory disclosures are
to be presented in the financial
statements in complionce with the
accounting stondords (LKAS) issued by
the institute of chartered accountonts of
Sri Lonko, which is the only accredited
authority that formulates Accounting and
Auditing Stondoards in Sri Loanka
(Institute of Chortered Accountonts of Sri
Lonko, 2020). Voluntory disclosures
convey additional information provided
voluntorily by componies in additional to
the mondatory disclosures. Thus they
provide information beyond the
minimum requirements of the applicable
copitol morket regulotions (Gunowon &
Lino, 2015).

The voluntary disclosure information
more thon mondotory disclosure, hos
been receiving increosing ottention in
recent accounting studies. Even though
egvery compony presents mondatory
disclosures in complionce with the
accounting stondords, voluntory dis
closures are olso play o major role in
stokeholder decision-moking. Voluntory
disclosure provides investors with the
necessary informotion to moke more
informed decisions due to the inode
quocy of compulsory information
(Alsoeed, 20006).
A number of studies have been
conducted in developed countrigs that
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relates to the level of accounting

disclosure to firm-specific chorocteri

stics (seg, for exomple, Choi, 1973;

Buzby, 1975; Cooke, 1992; Wotts &

Zimmermon, 1983; Wallace, et al., 1994;

Roffournier, 1997; Mohmood, 1999;

Zorzeski, 1996). However, little attention

hos been devoted to the association

between accounting disclosure ond firm-
specific charocteristics in developing
countries. Developing ond developed
countries ore not directly comporable.
Differences exist ond shope diversity in
occounting proctices, for example, legal
systems, toxotion, sources of finonce,
inflation, political ties, historical develo
pment, ond culture. This study fills a gap
in the literature by investigating two
research questions relating to disclosure
in the context of a developing country.

The research questions ore:

(1) whot is the level of voluntory
disclosure of listed compomnigs in Sri
Lonkofiond

(2) Do firm-specific charocteristics
impact on voluntory disclosure of
listed compaonies in Sri Lonkafi

The potential contributions of this study
ore severol. First, it provides empiricol
evidence on the impact of structure,
performance, ond moarket related
variobles on the voluntary disclosure of
listed componies, using stokeholder
theory perspectives. Second, it provides
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insights for monagers ond consultonts in
identifying foctors that impoct voluntory
disclosure. There oare also policy
implications for investor protection
bodigs, ond stock exchonges.

The remainder of the paper is orgonized
as follows. Section 2 discusses the
literature on voluntary disclosures ond
develops the hypotheses. Section 3
provides the theoretical perspective of
stokeholder theory. Section 4 exploins
the research methods including voriable
selection ond model development.
Section 5 contains the results ond
discussion of those results. Section 6
Summarizes ond concludes the poper.

2. Literature review ond hypotheses
development
An extensive body of research reloting
the level of accounting voluntory disclo
sures to firm-specific charocteristics
have been conducted in developed
countries — the UK (Spero, 1979; Firth,
1979); the USA (Buzby, 1975; Long &
Lundholm, 1993); Conada (Belkooui &
Kohl, 1978); Sweden (Cooke, 1989);
Switzerlond (Raffournier, 1997); Japon
(Cooke, 1992); ond Hong Kong (Walloce
& Noser, 1995). A smoller group of
studies hove examined developing
countries such os Egypt (Mohmood,
1999); Jordon (Noser, et ol., 2002);
Nigeria (Wallace, 1987); Bonglodesh
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(Ahmed & Nicholls, 1994). Also, somg
studies hove oadopted o comporotive
approoch to ossess the intensity of
disclosure ocross two or more counties
(see for example, Borrett (1977),
Zorzeski (1996), ond Comffermon &
Cooke (2002).

There ore some common variobles used
as independent voriobles by different
researchers. Alsaged (2006); Walloce
(1987); Wallace & Naser (1995);
Comffermon & Cooke (2002); ond Noser,
et al., (2002) categorized their
independent variables os structure
related voriobles, morket related
variobles ond performonce related
voriobles.

Within developed counties there ore
different results reported for o single
varioble. For on example listing stotus is
not affected to the disclosure level in
USA (Buzby, 1975) but in Spain, firms
listed on the Madrid and Valencia stock
exchange tend to provide more
information (Wolloce, et al., 1994).
When consider the liquidity in Sweden,
firms enjoying higher liquidity ore more
likely to disclose more information
(Cooke, 1989) but in Greece liquidity is
insignificont to explaining the disclosure
level (Golomi gt. al., 2011).
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Within developing countries there ore
also different results from o single
voarioble. For example, in Mexico, size of
the firm is positively relating to the
disclosure level (Chow & Wong-Boren,
1987) but in Bangladesh firm size is not
associated with the disclosure level
(Ahmed & Nicholls, 1994). The oudit
firm size in Jordon is positively
correlated to the depth of disclosure
(Noser, €t ol., 2002), whereos in Egypt
there is no ossociation between oudit firm
size ond the disclosure level (Solimon,
2013).

When comporing these results from
developed ond developing countries, the
findings ore mixed. Most of the
developed countries hove significont
positive relationship between firm size
ond the disclosure level (Walloce, €t al.,
1994; Walloce & Noser, 1995; Roffo
urnier, 1997; Zorzeski, 1996) but only
some of the developing countries have
positive relationship between firm size
ond the disclosure level (Buzby, 1974)
ond in some developing countries,
disclosure levels are not associated with
the size of the firm (Ahmed & Nicholls,
1994). Further, a developed country,
Hong Kong hos o negative correlation
between disclosure level and size of the
oudit firm (Wolloce & Noser, 1995) butin
Egypt, a developing country, there is no
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significont relationship between oudit
firm size ond the disclosure level
(Solimon, 2013).

In line with the studies of Long &
Lundholm (1993), Wallace, €t ol. (1994),
ond Comffermon & Cooke (2002), the
firm charocteristics considered os
potentiol proxies for the degree of
voriation of voluntory disclosures ore
categorized into three groups viz.,
structure-reloted variobles, performance-
reloted voriobles, ond morket-reloted
variobles.

2.1 Structure-related variables
Structure-related variables are thought to
be fairly stoble and constont over time
(Long & Lundholm ;1993, Wallace, et
ol., 1994). These variobles are firm size,
leverage ond firm oge.

Firm size

Size of firm is considered to be the most
importont determinont of voluntory
disclosure. Eoarly reseorch studies on
disclosure, investigated the ossociation
between firm size ond level of voluntary
disclosure.

Alsoged (2006), Comffermon ond Cooke
(2002) ond Walloce €t al. (1994) argue
that the direction of the relationship
between compony size ond disclosure
level moy be either positive or negative.

Vol.7.No.2 December 2021

Negative relationship is supported by
orgument thot lorge componies may be
subjected to political attocks such os the
threat of nationalization ond those
componies disclose less detail in their
onnuol reports to reduce the likelihood of
political action. On the other hand, large
componies moy disclose more infor
mation. Much evidence from prior
studies hos supported the existence of a
positive relationship between firm size
ond the extent of voluntary disclosure.
Lorge componies tend to disclose o
greater omount of informotion for o
number of reasons, including: they are
more likely subject to scrutiny by the
public thon smoll componies (Comff
ermon ond Cooke 2002), they may
reduce their cost of copital through
increosed disclosures (Long & Lun
dholm, 1993; Botoson, 1997); lorge they
con disclose more informotion of low
cost os they have resources to collect,
onolyze, ond present extensive amounts
of data (Alsoged 2006); ond the agency
cost is higher for lorge firms becouse
shargholders are widespread, therefore,
additional disclosure helps reduce
potentiol ogency costs (Watts and
Zimmermon, 1983).

Therefore, this reseorch ossumes thot
lorge firms are coerced to disclose more
information thon smoll componies.
Accordingly, the following hypothesis is
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formed:
HI1: Lorge firms disclose more voluntory
informotion thon small firms.

Leverage

Creditors are importont stokeholders
whose power should be monaged as port
of the Compony’s stokeholder strotegy
(Bruggen, Vergouwen ond Doo, 2009).
Componies depending on debt finonce,
should satisfy the needs of creditors
through disclosing more information
about the compony’s performonce.
Therefore, voluntary disclosures ore
expected to increase with leveroge.
Accordingly, componies with high
leverage levels are likely to disclose
more informotion thon those with low
leverage levels. Firms with proportio
nolly higher debt in their structure of
copital are prone to higher agency cost.
Higher agency cost, suggests a positive
relationship between voluntory dis
closure level ond the leverage (Foma ond
Miller 1972). Additionally, Zorzeski
(1996) states that componies with higher
level of debt are more likely to share
private information with their creditors.
Chow ond Wong-Borng (1987) ond
Walloce €t ol. (1994) find no support for
the predictobility of debt. By controst,
Belkaoui ond Kohl (1978) ond Malone &t
ol. (1993) identify leveroge os a foctor
positively oaffecting the extent of
voluntary disclosure. Accordingly, the
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following hypothesis is formed:

H2: High leveroged firms disclose more
voluntary information than low
leveraged firms.

Firm age

Compony age hos been ossessed in few
studies (Solimon, 2013; Goloni, &t al.,
2011; Shehoto, €t ol., 2014). Older
componies ore more likely to disclose
informotion thon new ones, becouse of
the eose ond low cost of collecting ond
onolyzing doto, presence of trock records,
ond componigs’ stability in a morket. For
exomple, old componies will disclose
informotion obout reseorch ond develo
pment unlike new componies thot might
fear competitive disadvontoge which
may result (Turkey 1985). Older firms
might have more experience with
finoncial reporting ond hence, improve
their financiol reporting proctices over
time. Accordingly, the following
hypothesis is formed:

H3: Older firms disclose more voluntory
informotion thon younger firms.

2.2 Performance related variables
Performance voriobles ore time specific
ond represent information thot may be of
interest to accounting information users
(Wallace, Noser €t al. 1994). Consistent
with prior studies, this study includes
profit morgin, return on equity, ond
liquidity os performonce-reloted meosures.
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Profit margin and return on equity
There is o general proposition thot o
company's willingness to disclose
information is positively related to its
profitobility. Stokeholder theory indi
cates that high profit firms disclose
further informotion to satisfy stoke
holders. Monagement of a profitable
compony discloses more information to
the public to promote o positive
impression of its performonce (Solimon
2013). By contrast, monogement
experiencing low profitability moy feel
threatened ond wish to obscure poor
results by disclosing less information
(Richord 1992).

Profit margin is colculated by dividing
operating profit by net sales, while return
on gquity is derived by dividing net
income by the book volue of equity
(Singhvi ond Desai 1971). The
ossociation between profitobility ond
voluntary disclosure provides differing
results. According to Alfraih & Abdulloh
(2014); Noser, €t al., (2002); Solimon
(2013), there is a significont positive
relationship between profitobility ond the
voluntary disclosures in onnual reports.
By contrast, the profitability negatively
offects the extent of voluntary dis
closures (Wolloce ond Noser 1995).
Further, profitobility is insignificont in
relation to the extent of voluntory
disclosures in onnual reports (Walloce, €t
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ol., 1994; Roffournier, 1997; Alsoged,
2006; Galoni, €t ol., 2011). However,
most research records o significont
positive relationship between profita
bility and voluntary disclosures.
Accordingly, the following hypothesis is
formed:

H4: Firms with higher profit margins
disclose more voluntary informotion
thon those with lower profit morgins.

There are differing ossociations between
return on equity and voluntary
disclosures. Wallace, €t ol., (1994) finds
there 1s asignificont positive relationship
between return on equity ond the
voluntory disclosures. Walloce & Noser,
(1995); Alsaeed, (2006); Noser, €t al.,
(2002) observe no significant relation
ship between the comprehensiveness of
disclosures ond return on equity.
Accordingly, the following hypothesis is
formed:

H5: Firms with higher return on equity
disclose more voluntary information
thon those with lower return on equity.

Liquidity

Liquidity is a significont firm chorocte
ristic which has great impoct on
corporate disclosure level (Alsoeed
2006). According to Alsaged (2006),
liquidity is the ability of a compony to
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satisfy its short-term liobilities. Cooke
(1989) states that firms hoving high
liquidity enjoy a.sound financial position
ond tend to disclose more information
thon those suffering with low liquidity.

Empirical evidence on the relotionship is
puzzling. For example, Belkooui ond
Kohl (1978) find no relationship existing
between liquidity ond the extent of
disclosure. Conversely, Wallace €t al.
(1994) observe a significontly negotive
relationship. In o subsequent study,
Comffermon ond Cooke (2002) report
that the liquidity of Dutch firms is
significontly positively reloted to the
extent of disclosure, while the
relationship is insignificantly negatively
correlated for UK firms. Accordingly, the
following hypothesis is formed:

H6: Firms with higher liquidity disclose
more voluntory informotion thon those
with lower liquidity.

2.3 Market related variables

Morket voriobles con be either time-
period specific or relatively stoble over
time. They moy be under or out of the
control of the firm (Wallace, Noser &t ol.
1994). Typicoally, morket-related voriobles
ore dichotomous in noture; thot is, firms
ore grouped into two values (yes/no). In
accordance with prior studies, this paper
odopts two market variobles, industry
type ond oudit firm size.
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Industry type

Aljifri, €t ol. (2014) argue that corporate
disclosure practices vory among firms
because of their industry-specific chara
cteristics. Belkaoui & Kohl, (1978)
contend thot firms’ corporate disclosure
praoctices ore likely to vory ocross
different industry types and suggest that
the noture or importonce of on industry
type to either investors or the country
might explain differences in corporote
disclosure levels ocross industries.

Cooke (1989) draws attention to the
likelihood that leading firms operoting in
a porticulor industry could produce a
bondwogon effect on the level of
disclosure odopted by other firms
working in the some industry. Additi
onally, Walloce €t ol. (1994) suggests that
disclosure level is more likely to differ
omong different industries, reflecting
their unique characteristics. Cooke
(1992) exoamines the relationship ond
finds Joponese monufocturing firms tend
to provide more information thon non-
monufocturing firms.

Coamffermon ond Cooke (2002) provide
evidence of o positive impoct from
industry type on level of information
disclosure for manufocturing firms in the
UK ond the Netherlonds. By controst,
Wallace et al. (1994) observe that the
industrial clossification of o firm hos no
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bearing on the level of disclosure level.
Accordingly, the following hypothesis is
formed:

H7: Firms in the monufoacturing industry
disclose more voluntory information
thon those in the non-monufocturing
industry.

Audit firm size

Audit firm size is also used to exoming
the determinonts of firm disclosures. Size
of oudit firm plays on importont role in
defining the disclosure policy of com
ponies (Croswell ond Toaylor 1992).
Patton & Zelenko, (1997), argue that the
extent ond quality of corporate disclosure
are reloted to the quality of the auditor,
proxied by size. Audit firms are primorily
divided into lorge (Big 4) oand small (not
Big 4). Lorge oudit firms ore widely
spread across the world while smoll oudit
firms operate locolly. The clossification
of audit firms into two groups draws on
the ossumption that lorge firms have
more concern for their reputotion ond
therefore, are more willing to ossociote
with firms thoat disclose more
informotion in their published finonciol
reports. On the other hand, small ondit
firms do not possess the power to
influence the disclosure proctice of their
clients. Rother, they attempt to meet the
needs of their clients to retain them
(Firth, 1979; Wallace ond Naser, 1995).
Empirical evidence of the relationship
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between oudit firm size ond firm
disclosure extent is ambiguous. Craswell
ond Toaylor (1992), Ahmed (1995),
Mohmood (1999), Comffermon ond
Cooke (2002), ond Nosser €t al. (2002)
observe o positively significont relation
ship. Forker (1992) ond Waolloce €t al.
(1994) find the relationship to be positive
but insignificont. In controast, Wolloace
ond Naser (1995) notice a significont
negative reloationship between the
disclosure level ond oudit firm size.

Accordingly, the following hypothesis is
formed:

HS8: Firms oudited by loarge oudit firms
disclose more voluntory informotion
thon those oudited by smoll cudit firms.

3.Stakeholder Theory

Stokeholder theory is atheory concerned
with the relationship between on
orgonizotion ond its stokeholders. Stoke
holder theory conceptuolizes firms os
port of o broader sociol system. It hos
impacts on, ond is offected by other
groups within society. Stakeholder
theory involves the recognition ond
identification of the relationship between
firm behaviour ond the impoct on its
stokeholders (Ansoft 1965, Gray €t al.,
1995). Information disclosure is ong of
the most importont decisions becouse of
its potentiol consequences, both positive
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ond negative (Frios - Aceituno &t ol.,
2014). Voluntary disclosure is importont
to ossist informed decision-moking by
the stokeholders. A firm's octivity is
embedded in o network of stokeholder
relationships  (Darnoll et al., 2010).
Various stokeholders ore demonding
more disclosure of firm information due
to their interest in the environmentol
issues ond its related costs ond liabilities
(Mostrondonas and Strife 1992).

Stokeholder theory ond Legitimocy
theory ore sometimes referred to os
‘systems-oriented theories.” Within «o
systems-bosed perspective, the entity is
ossumed to be influenced ond in turn to
have influence upon, the society in which
it operates (Deegon et al., 2002).
Stokeholder theory (olso legitimocy
theory ond political economy theory) is
linked to the notion of the existence of a
social controct between the orgonization
ond society, whereby o firm is being held
responsible ond accountoble to its
stokeholders (Gray et al., 1996).
Stokeholder theory ossumes thot firms
must meet ond sotisfy the information
needs ond interests of all stokeholders not
just shareholders (Mostafoa & Elfeky,
2017).

Stokeholder theory accepts thot, becouse
different stokeholder groups will have
different views obout how on orgoni
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zotion should conduct its operations,
there will be various sociol controcts
‘negotiated’ with different stokeholder
groups. There are two bronches of
stokeholder theory: the ethical (normative)
bronch ond the monageriol (positive)
branch, os for how to discharge
accountobility to various stokeholders.
The ethical bronch of stokeholder theory
orgues thot orgonizations should treat oll
stokeholders fairly irrespective of their
power. On the other hond, the monogerial
bronch of stokeholder theory osserts that
compony monogement is expected to
meet the expectations of those stoke
holders who are more powerful thon
others (Deegon, 2006). The monageriol
bronch states that the specific
stakeholder group who hos greater power
differs between orgonizations. Such
power may be related to the control of
limited resources, including: finonce ond
lobour, access to the media, the obility to
toke legislotive oction oagainst the
compony, or the obility to influence the
goods ond services consumed by the
compony (Degegon, 2006). The positive
bronch advocates thot the greoter the
importonce (or power) of particulor
stokeholders, the greater the expectations
of the stokeholders will be addressed by
the monogement of the orgonization
(Deegon & Samkin, 2013; Guthrig, Petty,
& Ricceri, 2006). Successful orgoni
zotions ore often those which con satisfy
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the demands of significont or powerful
stokeholders. The monogerial (positive)
bronch of stokeholder theory explicitly
refers to questions of stakeholder power,
ond how stokeholders’ relative power
affects their obility to ‘coerce’ the
orgonizotion into complying with the
stokeholders’ expectations (Deegon et
al., 2002). The positive perspective of
stokeholder theory ottempts to exploin
why monogement will meet the
expectations of certain  stokeholders,
typically those in a position of power or
influence. The theory stresses environ
mental reporting helps orgonizations in
communicoating the environmentaol
dimensions of their octivities, products,
ond services. Environmentol disclosure
is therefore regorded os port of the
diologue between the firm ond its
stokeholders (Gray €tol., 1995).

In response to stokeholder pressures,
firms react by disclosing more voluntary
information to preserve their imoge of
being o stokeholder friendly legitimote
firm ond to avoid the negotive conse
quences coused by unhappy stoke
holders. The firm's continuity requires
the support ond approval of the
stokeholders. The activities of the firm
con be adjusted to gain thot approvoal
from stokeholders. The more powerful
the stokeholders, the more the firm must
adopt (Gray €t al., 1995). Regarding the
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explonation of corporate social ond
environmentol voluntary disclosure
proctices, it con be concluded thot
stokeholder theory exploins the obser
voble relationships in the real world
(Donaldson ond Preston 1995). Thus,
stokeholder theory informs this study of
disclosure proctices.

4.Research Methodology

The population of the sample examined,
includes listed componies of the
Colombo Stock Exchonge (CSE), in Sri
Lonko. Bonks, finonce ond insuronce
sector componies ore excluded os the
choracteristics of their finonciol reports
ore different from those of non-finonciol
firms. The Colombo Stock Exchonge
(CSE) listed 297 componies representing
20 business sectors as of 31st March
2018. Moarket copitalization was used os
the sampling method ond occordingly,
companies with highest market
capitalization were selected.

Further, to mointoin homogeneity ond
prevent undue disturbonces coused by
fiscal year differences, firms with yeor-
end other thon Morch 31 were omitted.
Ong hundred (100) non-financial
componies remoined to form the sample
used in the onolysis. The dota hos been
collected from the 2017/2018 onnuol
reports of those componies. Analysis wos
limited to ong year as disclosure policies
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usually tend to remain constont over time
(Botosan, 1997).

4.1 Disclosure index construction

Since 1960s, there has been on increosing
interest in accounting disclosure studies.
Two significontly different approaches to
researching accounting disclosure have
emerged in the literature. The first
approoch wos primorily based on sending
questionnoire forms to o number of
finonciol occounting users requesting
them to ronk specified accounting items
in occordonce with their degree of
importonce for decision-moking processes
(for example, Buzby, 1974; Firth, 1978;
Chondra, 1974; ond Turkey, 1985). The
second opprooch oddresses the asso
ciation between a constructed disclosure
index of mondoatory, voluntory, or totol
accounting disclosure, ond certain firm
charocteristics (Alsoged, 2006). This
research uses the second approoch.

Previous empirical studies used dis
closure check lists to collect voluntary
disclosure data. One of the earlier studies
conducted in the US by Singhvi & Desoi
(1971) is based on a 34-item disclosure
checklist. Bilal €t al, (2013) develops a
20 disclosure item checklist to examing
the oassociation between firm specific
charocteristics oand voluntary dis
closures. Chow & Wong-Boren (1987),
develop o disclosure checklist using 24
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items. Subsequently, Ahmed & Nicholls
(1994), Patton & Zelenka (1997),
Alsaeed (2006), oand Uwulgbe &
Uwalomwa (2011), use 20 disclosure
items in their disclosure indexes. This
reseorch has adopts adisclosure index, os
shown in the Appendix A, adopted from
Alsoeed (2006).

Hossain (2008) asserts that the selection
of voluntary disclosure items requires
subjective judgment, depending on the
noture ond context of the industry ond
country. However, the consistency in
mony disclosure items con be realized
ocross studies when checklists exa
mined. The checklist of this study is
constructed ofter examining awide ronge
of studies from various countries
(Alsoeed, 2006; Uyar, €t ol., 2013; Kaya,
2014; Alfroih & Abdulloh, 2014; Agyei-
Mensoh, 2012; Borrett, 1977; Bilal, st al.,
2013; Binh, 2012; Cooke, 1989; Goloni,
stal., 2011; Hossain, 2008; Meek, <t al.,
1995; Honeh, 2009; Richord, 1992;
Shehato, €t ol., 2014; Solimon, 2013;
Spero, 1979; Walloce & Noser, 1995).

The disclosure index is constructed as o
yordstick to meosure the level of
disclosure by the listed firms. The
construction of the disclosure index is
bosed on the informotion thot firms
supply in their onnuol finoncial reports to
shareholders. According to Knutson
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(1992), the onnuol report is the mojor
reporting document ond every other
finonciol report is in some respect,
subsidiory or supplementary to it. It is
possible that other chonnels, such as the
news on TV or in newspopers may be
used to provide some information.
However, relionce on such meons to
endeavor to tromsmit voluntory dis
closure presents proctical problems. In
brief, the onnuoal finoncial reports are the
principal focus of the voluntory
disclosure index becouse they oare
ossumed to be one of the most importont
devices to convey information to
interested porties.

The index is crofted solely for the
purpose of copturing ond meosuring
differences in disclosure proctices
omong firms. It does not intend to specify
what firms ought to disclose. The
selection of items embedded into the
index are guided by Meek et ol. (1995),
Botoson (1997) ond Noser ond Nuseibeh
(2003).

In order to determing the disclosure level
of voluntary items, earlier studies have
utilized two opproaches: weighted index
(Botoson, 1997; Hossain, 2008; Potton &
Zelenka, 2007) or unweighted index
(Cooke, 1989; Meek, &t ol., 1995;
Alsoeed, 2006; Htay, et al., 2013; Chon &
Watson, 2011). The weighted disclosure

Vol.7.No.2 December 2021

index has been criticized since it may
introduce abias towords o porticulor user
orientation (Bilal, et ol., 2013) ond is
based on a subjective importonce roting
ronked by the reseorchers (Alsaeed
2006). In on unweighted index, each item
of disclosure is considered equally
importont (Cooke 1989).

This study adopts on unweighted index,
where 0 is owarded for item non
disclosure ond 1 is owarded for item
disclosure. The contents of eoch onnuol
report are compored to the listed items
ond coded os 1 if disclosed or O if not
disclosed. For egoch firm, o disclosure
index was computed os the ratio of the
octual score given to the firm divided by
the moximum score.

4.2 Model Development

Eorly studies opplied o motched-poir
statistical test to examine the difference
between the meon disclosure indexes of
two or more somples (Walloce, €t al.,
1994). Starting with Chow ond Wong-
Borne (1987), cross-sectionol regression
onolysis wos introduced. Loter, Long ond
Lundholm (1993) ond Wolloce €t ol.
(1994) suggest the use of ronked ordinary
leost square (OLS) in case of non-lingor
directions ond monotonic doto. The
ronked OLS regression is conducted after
tronsforming continuous variobles into
ronked scores. Comffermon ond Cooke

1JABF

-163-

December 2021



International Journaol of Accounting & Business Finonce

(2002) justify the use of unronked OLS
based on the odvontoge of replacing the
ronks by normol scores so thot the
resulting tests have exoct stotistical
properties ond significont levels con be
determined, the F- ond t-tests ore
meoningful, the power of the F- and t-
tests moy be used, ond the regression
coefficients derived using normol scores
are meoningful. Further, the normal
scores opprooch offers o meons whereby
anon-normal dependent variable may be
tronsformed into normality, ond os such,
offers afurther advontoge over ronks.

This study favors the uses of unronked
OLS approach. The model employed to
test the relotionship between specific-
related voriobles ond the level of
disclosure is presented below:

Y=080+B1X1+062X2+B3X3+B4X4
+B5X5+B6X6+B7X7+B8X 8+ error
Where Y, Disclosure index level
Structure-related variobles:

X1 =Log ofthe book volue of total assets
(Sri Lonkon rupees).

X2 =Debt ratio (net debt divided by totol
equity)

X3 =Log ofthe age of firm.
Performonce-related voriables:

X4 = Profit margin (net profit before tox
divided by net soles).

X5 = Return on gquity (net profit before

Vol.7.No.2 December 2021

tox divided by total equity).

X6 = Liquidity rotio (current ossets
divided by current liobilities).
Morket-related voriobles:

X7 =Industry type (monufocturing 1 ond
non-monufocturing 0)

X8 =Audit firm size (o Big 4 oudit firm 1
ond 0 small oudit firm)

3 = Slopes of the independent variobles
while B0 is a constont or the volue of Y
when all X values ore zero
error = The error term, normally
distributed obout ameon of 0.

5. Results and discussion

Toble 1 shows descriptive stotistics of
key variobles. There is o wide ronge of
voriation within the somple os indicated
by the minimum ond moximum values.
As for the example, profitability volues
have consideroble dispersion os repre
sented by the minimum, moximum, ond
the stondord deviation.

As depicted in the Toble 1, the meon level
of overall disclosure index is 68.5%.
Ronks given to the 100 componies
according to the

disclosure index were provided in
Appendix B. This indicates thot 58
companies (58%) have obtained
disclosure index more thon meon volue
while 42 componies (42%) have obtoined
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disclosure index less thon meon value.  could be due to response to the powerful
The reason for high number of voluntary — information seeking stokeholders that
disclosures by Sri Lonkon componies they foce.

Table 1. Descriptive statistics

Correlation analysis as performed to check the multiple regression. The correlation matrix is a

INDEX SIZE DEBT AGE PROFIT ROE LIQUI INDU AUDIT

Mean 0.685000 8.453692 1.332412 1.567914 0.277227 0.147316 2.727945 0.150000 0.970000
Median 0.725000 7.779194 0.741723  1.568202 0.092412 0.122088 1.226947 0.000000 1.000000
Maximum | 0.950000 11.31423 18.72548 2.195900 8.640865 1.282157 46.47356  1.000000 1.000000
Minimum | 0.350000 5.201959 -0.409868 0.845098 -0.810211 -1.095208 0.206104 0.000000  0.000000
Std. Dev. 0.148477 1.445951 2315287 0.296374 0.916142 0.252259 5.607970 0.358870  0.171447
Skewness |-0.524770 0.212448 5.088023 -0.034222 7.781690 0.097759 5.613742 1.960392 -5.510378
Kurtosis 2441772 1.638741 35.19312  2.755200 71.03251 13.59235 40.10651 4.843137 31.36426
Jarque-Bera| 5.888137 8.473173  4749.787 0.269216 20294.34  467.6507 6262.289 78.20710 3858.285

Probability | 0.052651 0.014457  0.000000 0.874059  0.000000 0.000000  0.000000  0.000000 0.000000

Sum 68.50000 845.3692 133.2412 156.7914 27.72274 1473164  272.7945 15.00000 97.00000
Sum Sq.
Dev. 2.182500 206.9867 530.6946 8.695927 83.09239 6.299816 3113.483 12.75000 2.910000

Observations| 100 100 100 100 100 100 100 100 100

multi-collinearity omong the explonatory  correlation motrix is o powerful tool for
independent variobles. It meons thot the  getting a rough idea of the relationship
situotion where two or more of the between predictors. As displayed in
independent variables oare highly  Toble 02, there is no multi-collingarity in
correlated con have domoging effects on  the doto.

the results of multiple regression. The
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Tablc 2. Corrclation analysis

Vol.7.No.2 December 2021

ICovariance Analysis: Ordinary
[Date: 12/05/18 Time: 06:47
Sample: 1 100

Included obse

rvations: 100

Correlation
[-Statistic
[Probability INDEX SIZE DEBT AGE PROFIT LIQUIDITY ROE INDUSTRY AUDIT
INDEX 1.000000
SIZE 0.480099  1.000000
5417991 —--
0.0000  ----
DEBT 0.382970  0.279226 1.000000
4.104101 2.878690 -
0.0001 0.0049
AGE -0.061910 -0.022554 -0.038679  1.000000
-0.614055 -0.223329  -0.383184 -----
0.5406 0.8237 0.7024 -
PROFIT 0.401033  0.393181 0.185244  0.075917  1.000000
4.333789  4.233235 1.866122  0.753713 -
0.0000 0.0001 0.0650 0.4528 e—-m-
LIQUIDITY [-0.132564 -0.134971 -0.025672 0.079241 -0.061110 1.000000
-1.323998 -1.348488 -0.254219 0.786925 -0.606095 = --—--
0.1886 0.1806 0.7999 0.433 0.5459 -
ROE 0.122938 0.207116  0.123585 -0.061073 0.068441  -0.052309 1.000000
1.226330  2.095785 1.232877 -0.605718 0.679127 -0.518547 -----
0.2230 0.0387 0.2206 0.5461 0.4987 0.6052 -
INDUSTRY [-0.033175 -0.106753 -0.065470 -0.180750 -0.065404 -0.028725 0.125901 1.000000
-0.328593 -1.062872  -0.649518 -1.819300 -0.648851 -0.284483 1.256358 -
0.7432 0.2905 0.5175 0.0719 0.5180 0.7766 0.2120 —-
AUDIT 0.021824  0.009727 -0.433003 2.12E-05 -0.044191 -0.079921 0.088856  0.073877 1.000000
0216100 0.096294  -4.755428 0.000210 -0.437898 -0.793712 0.883123 0.733352  ——--
0.8294 0.9235 0.0000 0.9998 0.6624 0.4293 0.3793 0.4651  —-em-

Toble 3 summaorizes the results of OLS
regression onalysis. It is evident that the
F-volue is 6.743 (p= 0.001), indicating
the model is stotisticolly significont.
Moreover, the odjusted value of the

Table 3. Regression analysis

determination coefficient (Adj.R2) is
0.3169, meoning the independent
variobles explain 32% of total variation
in the voluntory disclosure index.

IDependent Variable: INDEX
Mcthod: Least Squarcs
Sample: 1 100
Included observations: 100
Variable CoefTicient Std. Error t-Statistic Prob.
Constant 0.300987 0.130529 2.305892 0.0234
SIZE 0.029740 0.009880 3.010053 0.0034
DEBT 0.021257 0.006307 3.370319 0.0011
AGE -0.027542 0.042692 -0.645132 0.5205
PROFIT 0.038289 0.014767 2.592794 0.0111
LIQUIDITY -0.001408 0.002235 -0.630030 0.5303
ROE -0.009962 0.051150 -0.194764 0.8460
INDUSTRY 0.005396 0.035635 0.151422 0.8800
AUDIT 0.146410 0.081821 1.789381 0.0769
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As depicted in Toble 3, firm size is
positively and significontly correloted to
the disclosure level. It meons that lorge
firms disclose more informotion thon
smoll ones. This finding is consistent
with the findings of Buzby (1975); Firth
(1979); Chow and Wong-Boren (1987);
Cooke (1992); Wallace et aol. (1994);
Wallace ond Noser (1995); Roffournier
(1995); Zarzeski (1996); Alsaced (2006);
Goloni gt al. (2011); Uyor €t al. (2013);
Koya (2014); Alfraih & Almutowao
(2014); Aljifri, et ol. (2014); Nosser €t al.
(2002); Solimon (2013). However, the
finding contradicts those of Ahmed &
Nicholls (1994). There oare several
possible reasons for the positive impoct;
most importontly, lorge firms ore closely
watched by investors ond those firms con
absorb extra costs of extra disclosure.
Further, this may be because larger firms
tend to disclose more voluntary
informotion to ottract more funds ot o
lower cost (Chot, 1973).

The moin odvontage of stokeholder
theory is from providing o meons of
deoling with multiple stokeholders with
multiple conflicting interests (Foster ond
Jonker 2005).With the increosing size of

R-squared 0.372182 Mean dependent var 0.685000
IAdjusted R-squared 0.316989 S.D. dependent variable 0.148477
S.L. of regression 0.122708 Akaike information criterion -1.272327
Sum squared resid 1.370213  Schwarz criterion -1.037862
ILog likelihood 72.61636 Hannan-Quinn criterion. -1.177435
[-statistic 6.743311 Durbin-Watson statistic 2.112733
IProb(F-statistic) 0.000001

o firm, the number of stokeholders ond
their influence on firm’s activities tend to
increose. Stokeholder theory recognizes
thot there are o brooad range of
stokeholders who ore interested in the
behavior of componies ond, consg
quently, demond information about the
impoct of activities on the environment
(Mongvo ond Llena 2000). To the extent
that firms recognize the rights of their
stokeholders, large firms tend to
voluntarily report more information to
meet their requests (Monteiro ond
Aibar - Guzman 2010). Therefore,
lorger firms with lorge number of
stokeholders are expected to disclose
more voluntary information. Hence H1,
that lorge firms disclose more voluntory
informaotion thon small firms, is
accepted.

There is o positive ond significont
relationship between debt ond disclosure
index. This may be because debtors wont
more informotion from high leveroged
firms thon from low leveroged firms.
These findings consistent with the
findings of Nosser &t al. (2002) ond
Alfraih & Abdulloh (2014); but
contradict the findings of Zoarzeski
(1996) and Uyor et ol. (2013).
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The more importont the stokeholder to
the orgomization, the more effort will be
mode to monoge ond monipulote this
relationship. Monoging such relationship
con be ossisted by providing more
information through voluntary sociol ond
environmentol disclosures, to goin the
support ond approval of stokeholders.
Moregover, environmentol issues ore
token into consideration for assessing
stokeholder risks ond returns (Neu,
Worsome €t ol. 1998). Debt capital
providers are highly concerned about the
risk ond return of a firm. Therefore, they
expect higher voluntary disclosure of
information from firms. High leveroged
firms disclose more voluntory infor
motion thon low leveroged firms. H2 is
accepted.

Firm oge coefficient shows thot this
varioble is negatively correlated to the
disclosure level ond the impoct is not
significont. Therefore H3, thot older
firms disclose more voluntary infor
motion thon younger firms, is rejected.

Profit morgin is positively and signifi
contly correloted to the disclosure level,
indicoting thot firms with o high profit
morgin disclose more information thon
firms with o low profit margin. These
results ogree with Alfroih & Abdulloh
(2014), Noser €t ol (2002), ond Soliman

Vol.7.No.2 December 2021

(2013). They found firms with high profit
morgin tend to disclose more infor
mation.

Stokeholders ore increosingly demon
ding that orgonizational disclosure truly
and foirly represents compaonies' post and
future oachievements (Gray 2000).
Therefore, when profits ond opportu
nities to grow ore high, stakeholders may
require more information via voluntory
disclosure ond proctice of ethics of o
higher level. Stakeholder theory assumes
thot values ore o necessory port of doing
business ond regjects the seporation of
ethics ond economics (Freemon 1994).
H4, that firms with higher profit morgins
disclose more voluntary informotion
thon firms with lower profit morgins is
occepted.

The coefficient of return on gquity is on
insignificont varioble. Accordingly,
firms with high return on gquity do not
tend to disclose more informotion. HS,
thot ossumes thot firms with higher return
on equity disclose more voluntory
informotion thon those with lower return
on gquity isrejected.

The coefficient of liquidity is negatively
ond insignificontly correloted to the
disclosure level. It shows that firms with
high liquidity tend to disclose less
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informotion. Accordingly, H6 which
assumes thot firms with high liquidity
disclose more voluntary information
thon those with low liquidity, is rejected.
The coefficient of industry type shows
that this varioble is positively correlated
to the disclosure level but not signifi
contly. Although the results ore insigni
ficont, the study finds thot half of the
selected monufocturing firms, were
obove the meon level on the disclosure
index. This observation ogrees with the
findings of Walloce gt al. (1994), Walloce
ond Noser (1995) ond Noser et ol. (2002).
Monufocturing firms tend to disclose
more voluntory information thon non-
monufocturing firms. Accordingly, H7,
that firms in the monufocturing industry
disclose more voluntory informotion
thon those in the non-monufocturing
industry, is rgjected through lock of
significonce.

The coefficient of audit firm size is
positive and significant ot 0.1 level. This
is consistent with the findings of
Mohmood (1999); Alfraih & Abdulloh
(2014); Ahmed & Nicholls (1994);
Nosser €t al. (2002). The current trend is
lorger oundit firms coerce their clients to
disclose a holistic picture of the firm by
including non-finonciol voluntory dis
closures. Lorge omdit firms con exert
influence on componies to disclose more
information. H8 that assumes thot firms

Vol.7.No.2 December 2021

thot engoge lorge oudit firms disclose
more voluntory informotion thon those
that engoge small oudit firms, is
accepted.

The findings of this study controdict
those of Wallace ond Noser (1995) ond
Uyar €t al. (2013). Their rationale ligs in
the possibility thot the role of ouditors is
limited to the boundaries of mondatory
information. They argue thot ouditors, in
generol, do not require their clients to
report doatomore thon whaot is required by
the accounting stondords.

6. Conclusion

This study provides insights obout the
effect of certoin firm-specific structural,
performonce, ond morket variables on the
extent of voluntory disclosure. Further, it
investigates the level of voluntary
disclosure contoined in onnual reports of
listed componies in Sri Lonko. The
results help explain the variotion of
current (ond prospective) voluntory
disclosure relating to the firm-specific
charoacteristics. This study is ong of the
first to provide insights into how listed
componies’ firm specific charocteristics
impoct on voluntory disclosure from a
stokeholder theory perspective.

Using the Sri Lonkon listed compony
data form the CSE, four hypotheses were
occepted viz:
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H1: Lorge firms disclose more voluntory
informotion thon small firms.

H2: High leveroged firms disclose more
voluntary information thon low
leveraged firms.

H4: Firms with higher profit morgins
disclose more voluntary informotion
thon those with lower profit morgins.

HS8: Firms oudited by lorge oudit firms
disclose more voluntary informotion
thon those omdited by smoll oudit firms.
Using the some dota, four hypotheses
were rejected viz.:

H3: Older firms disclose more voluntory
informotion thon younger firms.

HS5: Firms with higher return on equity
disclose more voluntary informotion
thon those with lower return on equity.
H6: Firms with higher liquidity disclose
more voluntory informotion thon those
with lower liquidity.

H7: Firms in the monufoacturing industry
disclose more voluntary information
thon those in the non-monufocturing
industry.

Firm size, leveroge, profit morgin, ond
oudit firm size have positive ond
significont impocts on the disclosure
index. This implies thot these voriobles
ore the moin voluntory disclosure drivers
in Sri Lonko. When size of firms’
increose, firms’ activities ond networks
expond providing o meons of dealing
with multiple stokeholders with multiple

Vol.7.No.2 December 2021

conflicting interests. With the increasing
size, powerful stokeholders including
shargholders, coerce the firms to sotisfy
their informotion demonds. This may
require firms to disclose more voluntory
information to enable stokeholders’
informed decisions.

Higher profit morgins enoble exponsion
of firms. Stokeholder theory discords
separotion of ethics ond economics,
encouroging values in doing business. It
gncouroges orgonizotions to engoge in
more non-business activities ond to
voluntarily disclose those activities.
Therefore, with increosing size ond
growing profit morgins, firms ore
expected to disclose additional ‘true ond
foir” voluntory information and proctice
ethics ot ahigher level.

Debt capital providers ore assumed to be
ong of the most importont ond powerful
stokeholders of firms. Dug to this, firms
need to place more effort to monage ond
build this relotionship. Lorge audit firms
have more influence to encouroge their
client firms to disclose supplementory
Corporate
voluntory environmentol disclosure
represents a strategy to respond to the

voluntary information.

expectations of the various stokeholders
ond society in general (Guthrie ond
Parker, 1989; Gray, Kouhy ¢t al., 1995).
Findings reveoled that componies were
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more responsive to the finonciol stoke
holders ond regulators. Thus componies
provide more information to powerful
stokeholders (finoncial stokeholders and
regulators). To successfully implement
this strategy, the quontity ond quality of
such informotion must be sufficient.
Componies need to disclose voluntary
information regarding the environmental
dimensions of their octivities as o meons
of demonstroting the overall creation of
volue ond being accountoble to stoke
holders ond socisty in generol. However,
as per the model estimations, firm oge,
liquidity, ROE, ond industry type have
negotive but insignificont impocts on the
disclosure index.

The results of this study are useful for the
investment community in evoluoting the
extent of voluntory disclosure by Sri
Lonkon listed firms ond exploining the
variation of disclosure levels. Further,
the results may be useful to policy
mokers ond regulators who wont to
improve voluntory disclosures in the
countries, especially in South Asion
countries.

This study hos severol implications. The
study describes characteristics that
influence the voluntary disclosure of
listed companies. First, practical
implications include firm specific
characteristics including structure,

Vol.7.No.2 December 2021

performonce, ond morket reloted vorio
bles, that have power to influence the
voluntary disclosures of listed componies.
These characteristics con provide
support for, or raise concerns, not only
determining level of voluntary disclo
sure, but olso for regulotors concerned
with investor protection, as well as stock
exchanges interested in the tronsporency
ond accountobility of activities of listed
componies. Second, there are sociol
concerns ond implications which orise
from the findings of the study. The
informotion thot hos been disclosed
voluntorily has implicotions for the
stokeholder groups who ore interested in
onolyzing componies’ reports. The third
implication is related to research. The
study onolyzes the findings through the
lens of stokeholder theory, thot brings
new understonding to the voluntory
disclosure literature. Though the findings
ore derived from listed componies in o
developing country, this study hos some
broad implications for other settings.
This disclosure is voluntory in noture,
however, there are pressures from
shareholders, debt copital providers and
big oudit firms for Sri Lonkon componies
to disclose more voluntory informotion.
This study is limited to o single country
(Shri Lonka) ond considers single yeor
doto(2017/2018).
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