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CHAPTERI I
INTRODUCTION

1.1 Introduction

The Asian financial crisis in 1997 and_the global financial scandals (Enron,
WorldCom, Parmalat, AIG, ete.) have heightened awareness of the economic benefits
of good corporate gowvermance-tncluding corporate disclosure and transparency.
Corporate disclosure is a gritical-function of an efficient capital market (Healy and
Palepu, 2001). Accounting information disclosed by companies is one of the most
important information sources for invesxtoré and analysts in evaluating a company
(Breton and Taffler, 1995). The moderri--'-stakeholders require more sophisticated

¥

information. They ask for additional infar—rn_@tion which is not provided by the
financial statements. The efficieney of the d;$clbsure process depends on the needs of
the stakeholders and-of the-interests-of the-management 0f the corporation. Hence,
disclosure is a crucial element in ensuring the effective allocation of resources in the

society and diminishing; the' information asymmetry between the company and its

stakeholders.

Prior research commonly provides evidence about the advantages of corporate
disclosure and transparency. It is also regarded as an important indicator of corporate
governance quality. Beekes and Brown (2006) find that firms with higher corporate
governance quality provide more informative disclosures. In this sense, good

corporate disclosure and transparency mechanism is set in place to essentially protect



the rights of the shareholders, creditors and other outside decision makers who do not
have firsthand knowledge about the firm. This, in turn, is expected to minimize
information asymmetry and the probability of fraud, also enhancing its easier
detection, leading to lower cost of capital and higher firm value. Good corporate
disclosure and transparency practices increase awareness and trust of investors which
will reduce the uncertainty of the returns to.capital suppliers. It also is expected to
reduce the firm’s cost of external capital and«increase firms value (Berglof and
Pajuste, 2005). Moreover—compliance with-.good corporate disclosure and
transparency practicessmitigates.the political costs of non-compliance and reduces the

risk of higher taxes, litigation and toe much regulation.

The usefulness of accaunting information including earnings is also provided
by prior research. Fekrat and Riahi-BeIk&fOUiJ_(ZOO?) indicate that the accounting
information is important factor for the existe_née of well functioning capital market.
Graham, Harvey, and Rajgopal (2005) shows that a firm’s earnings is one of the
premier sources of accounting information which investors and managers consider as
an important summary indieator of firm performance. Moreover, firm’s earnings are a
key input in" most' valuation ‘medels’ (Francis,~Schipper,” and Vincent, 2003).
Furthermore;firm’s-earnings.alse-influencednformation asymmetry and firm’s cost of

capital (Bhattacharya, Dasai, and Venkataraman, 2007).

According to the two streams of research, one identifies the relation between
degree of disclosure and transparency and firm’s cost of capital (Welker,1995; Lang
and Lundholm, 1996; Botosan, 1997; Healy, Hutton, and Palepu, 1999; Botosan and

Plumlee, 2000; Hail, 2002; Cheng, Collin, and Huang, 2006a). The other stream links



earnings attributes to firm’s cost of capital. (Affleck-Graves, Callahan, and
Chipalkatti, 2002; Cohen, 2003; Francis et.al, 2004; Francis, LaFond, et.al, 2005;
Bhattacharya et.al, 2007; Mclnnis, 2010). However, studies on factors related to the
degree of disclosure and transparency especially in Thailand are limited. These two
lines of research yield the predictions about the association between degree of

disclosure and transparency and earnings attributes.

The degree of disclesure and transparency could be related to earnings
attributes in one of two competing ways: the complementary relationship or the
substitutive relationship (Francis, Nanda, and Olsson, 2008). The complementary
relationship between disclosure and trans;;):arency and earnings attributes indicates that
firms with good (poor)/ earnings - aitributes will issue more (less) expansive
disclosures. Under this view, the infok?{wétilqn guality is the precision of the
information signal observed by ihe firm’s_._[,n_anager. The equilibrium disclosure
threshold decreases-and.the probability of disclosure inereases as the precision of a
manager’s private information increases (\errechia, 1990). The reason is that market
participants know the precision of the manager’s private information. If a firm with
high quality ‘information “withholds" information® from ' the market, a rational
expectations:marketywill discount-the walue-of-the-firm’sassets. Fhig force causes the
firm’s disclosure threshold to decrease and the probability of disclosure to increase,
resulting in the prediction of more disclosures for firms with good earnings attributes.
Therefore, managers have incentives to disclose more when their information quality
increases. On the other hand, firms with poor information quality or poor earnings

attributes have a tendency to disclose only information required by regulators because



investors will treat such expansive disclosures as less credible. (Waymire, 1985;

Verrecchia, 1990; Lobo and Zhou, 2001; Francis et.al, 2008).

The substitutive relationship is based on the argument that the information
asymmetry between managers and stakeholders creates a demand for disclosure and
provides an incentive for firm. to disclose more (Grossman and Hart, 1980;
Verrecchia, 1983). This suggests that firms.withpoor earnings attributes will issue
more expansive disclosures..Prior research indicates that the substitutive relation is
consistent with the agency_ eosi theory that firms with poor earnings attributes will
issue more disclosure togreduce ithe infermation asymmetry problems (Lang and

Lundholm, 1993; Shaw, 2003).

To investigate the association betWé;eh_n:[he degree of corporate disclosure and
transparency and earnings attributes; this stu'd;y ];ollows Standard and Poor’s definition
of transparency and disclosure (S&P-T&D). timely and adequate disclosure of the
operating and financial performance of the firm and its corporate governance
practices related to its ownership, board, and management structures and processes
(See Appendix B)."Moreover, this'study'adjusted 'S&P:T&D scores by excluding the
items whichsal~firms are-required by, regulator te disclose-and-the; items which all
firms are generally disclosed in order to capture only voluntary disclosure. The
earnings attribute variables focus on both accounting-based and market-based

attributes’ which are considered by Francis et.al (2004).

! Follow prior research, Francis et.al (2004) characterized seven earnings attributes into two categories:
accounting-based and market-based earnings attributes. Accounting-based earnings attributes are
consisted of persistence, accrual quality, predictability and smoothness. On the other hand, the market-
based earnings attributes consist of value relevance, timeliness and conservatism.



The empirical results of this study are consistent with the hypotheses. The
degree of transparency and disclosure measured by S&P:T&D adjusted scoring is
negatively associated with some earnings attributes. The results support the
substitutive relationship. Moreover, the results indicate that different categories of
transparency and disclosure associated with different earnings attributes. In addition,
accounting-based earnings attributes are superior to market-based earnings attributes
in explaining the variation In TDS adjustedscores. The negative significant
relationship between earnings atiributes and degree of corporate disclosure and
transparency indicates*that«firms ‘with poor earnings attributes will issue more
expansive disclosure. Singé firm’s disclosure and earnings attributes are within the
discretion of management (Verrecchia, ' 1990), and earnings attributes are innate
information firm charactepistics that-managers cannet control in the short run. The
negative relationship in this study shows"t:ha,t]_managers have incentive to disclose
more information when firms’ earnings attri_lqﬁ_tes are poor in order to reduce the

information asymmetry, reduces the cost of equity, and.increases firms’ value.

1.2 Motivation

The financial-crisis of 1997-that swept through most of East Asia did not only
affect ,theginvestor, confidence,~butpalse shighhighted gthe~need of; financial and
governance reforms in the region. Currently, most researchers generally agree that the
main failure leading to the financial crisis stemmed directly from the lack of
disclosure and obscure management practices. Over the last several years, most East
Asian economies have been actively reviewing and improving their regulatory
frameworks, in particular, corporate governance and disclosure and transparency. In

addition, Organization for Economic Co-operation and Development [OECD] (1999)



suggests that corporate governance is an important step in building market confidence

and encouraging more stable, long-term international investment flows.

However, in Thailand, Alba, Claessens, and Djankov (1998) analyze the
structure of financing, the efficiency of investments, and the effectiveness of
corporate governance mechanisms of firms listed in the Stock Exchange of Thailand
(SET). The empirical results-highlight the weakiness in corporate governance and the
risky corporate financing..structures. They explain that Thai firms have five
interrelated  problems* asfollows: 'concentrated “ownership, high level of
diversification, weak incentive, poor minority protection, and weak information

disclosure.

OECD (1999) notes that full di'_éél,?gure and transparency of financial
information is vital components of the _(;Q[éorate governance framework and is
regarded as an important indicator of corporate _governance quality. Diamond and
Verrecchia (1991) suggest that the quality of disCiosure is viewed as an important
factor to an efficient functien of capital markets. Healy and Palepu (2001) indicate
that completed and“transparent‘information could also” minimize transactions and
capital-eost dfor-investars<y seducingstheyuneertainties regardine,the risk and return
from theéir investment. The degree of disclosure and transparency also fulfils the
accountability role of managers towards shareholders. Moreover, Patel, Balic, and
Bwakira (2002) document that higher disclosure and transparency not only reduces
the information asymmetry between a firm’s management and financial stakeholders’
equity and bond holders, but also mitigates the agency problem in corporate

governance.



Studies on the association between the degree of disclosure and transparency
and earnings attributes especially in Thailand are limited. This study will examine
whether earnings attributes (both accounting-based and market-based) associated with
the degree of disclosure and transparency. It is imperative to investigate the two
variables together as they are within the discretion of management (Robinson and
Munter, 2004; Ball and Shivakumar, 2005), Prior research indicate that corporate
disclosure and transparency is related to frm’s«cost of capital (Welker,1995; Lang
and Lundholm, 1996; Botosan; 1997, I—-I-‘ealy et.al;-1999; Botosan and Plumlee, 2000;
Hail, 2002; Chen, Chen;andWei, 2003;|Cheng, et.al, 2006a). Another stream of prior
research also demonstratesthe relationshipsbetween earnings attributes and firm’s cost
of capital. (Affleck-Grayves et.al, ZOOZ;T;Cehen, 2003; Francis et.al, 2004; Francis,
LaFond, et.al, 2005; Bhattacharya-et.al,'-J2'-_00'7; Mclnnis, 2010). Drawing upon the
results of these two streams of research,qt'_'_ﬁisl.paper hypothesizes that the earnings

attributes are associated with the degree of cé_rpp_rate disclosure and transparency.

1.3 Research Object'ives

The objective of thissstudy is to investigate the association between the degree
of corporate disclostre-and transparency and earnings attributes of listed Thai firms in
SET100+index?- This study emplays S&P, transparency and-diselosure scores which
capture ‘only voluntary disclosure items by excluding the items which all firms

disclosed (hereafter; S&P:T&D adjusted or TDS adjusted) to measure the degree of

2 The top 100 listed companies on the Stock Exchange of Thailand (SET) that have large market
capitalization, high liquidity and compliance with requirements regarding the distribution of shares to
minor shareholders.



corporate disclosure and transparency. Earnings attributes focuses on both

accounting-based and market-based.

Prior research has mostly focused on examining the degree of corporate
disclosure and transparency from a macro perspective. For example, Bushman,
Piotroski, and Smith (2004) investigate corperate disclosure and transparency across
45 countries worldwide and eonclude that corporate disclosure and transparency is a
function of a country’s legalfudicial regime and political economy. Khanna, Palepu,
and Srinivasan (2004)-eXamine.disclosure practices of firms and find an association
between disclosure and fism size, performance, and legal origin. Moreover, Cheung
et.al (2006) examine the degrees of corpcx):rate disclosure and transparency of publicly
listed companies in two emerging market'é-,-ThaiIand and Hong Kong, and analyzes
corporate disclosure practices as a functioﬁ',fdt _‘s_‘pecific firm characteristics. Although
the literature has identified several cross-néﬁ_(_)_'_nal variables that are associated with

corporate disclosure and.transparency, little_has been dene to determine the factors

that are related to corporate disclosure and transparency within an economy.

This paper provides-additional “insights inte-the' issue“of corporate disclosure
and transpareney. in-andndividual-market hy,examining, whether earnings attributes of
firms aré associated with the degree of corporate disclosure and transparency which
are measured by S&P:T&D adjusted scores of listed Thai firms in SET100. In
addition, this paper disaggregates the degree of corporate disclosure and transparency
into three broad categories: Ownership structure and investor rights, Financial

transparency and information disclosure, and Board and management structure and



process and examines the association between earnings attributes and each of the

above categories.

This study selects S&P:T&D scoring system as a proxy for the degree of
disclosure and transparency for the following reasons; First, this scoring system is one
of the most popular devices which researchers have used. Second, S&P:T&D scoring
system is developed from analysis of the lai€st available annual reports, and assess the
level of transparency and.disclosure of firms-in_emerging markets (Asia, Latin
America, Central and~Eastern Europe, and Africa) as well as developed markets
(Europe, developed Asiagand the U.S.).  Therefore, investors who trade on SET,
including institutional and*foreign investbrs--should have a high level of trust in this

international scoring system.

1.4 Differentiation from Prior Research

This study differs-from prior research examining-the relationship between the
degree of corporate disclosure and transparency and earnings attributes. Prior research
in this area mainly used.abnormal accruals to proxy for earnings attributes. For
example, Lobo_and“Zheu (2001) “examine the ‘relationship between disclosure and
earnings, attributes~T hey.measure, earnings-attributes byrusing discretionary accruals
from Modified Jones models. Moreover, Francis et.al (2008) investigates the relation
between disclosure and financial information quality. They measure earnings

attributes by accruals quality and absolute abnormal accruals.

Unlike prior research, this study adds other earnings attributes beyond

accruals. This study focuses on both accounting-based and market-based earnings
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attributes considered by Francis et.al (2004). The intuition is that earnings are one of
the premier sources of public financial disclosures (Graham et.al, 2005). Moreover,
investors and managers consider earnings as an important indicator of firms’
performance. Additionally, earnings also serve as a key input in most valuation model
(Francis et.al, 2003). The reason for adding other attributes beyond accruals is that
accruals do not reflect the overall attributes of earnings of firms. Analysts and
investors also employ other earnings attributes iasorder to make decisions. The reason
to include the market-based.earnings attributes is-that prior research usually employs
the accruals derived frem aceounting numbers, which are not affected by the volatility
of the stock market.” This study argues that management has an incentive to
increase/decrease the degiee of disclosure and transparency in order to signal firms’
information to investors. ©On the other hand; investors do not use only accounting
numbers or accounting information but théy al,sj,p use market information to judge the
firms (Shaw, 2003; Cheng et.al, 2006). Thus,: this study hypothesizes that market-
based earnings attribuies.of firms are also.associated with the degree of disclosure and

transparency.

With respect to- disclosure~variable, ‘the “disclosure “literature uses several
proxies~for firms’ ~diselosure=practices,; ineluding, self, constructed scores, analysts’
rating of firms’ disclosure quality, reported in the Association of Investment
Management and Research Corporate Information Committee Reports (AIMR) scores
and S&P:T&D scores. In the recent study, Francis et.al (2008) use a self-construct
scores to investigate the relation between voluntary disclosure and earnings quality.
However, Botosan (1997) documents the disadvantages of the self-construct scores.

The study indicates that it is difficult to replicate due to the researchers’ judgment
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involved and the labor intensity of the coding process. Moreover, most of the details
in Francis et.al (2008) self-construct scores captures only information regarding to
financial measures such as cash flow forecast, sales forecast, unit selling price, growth
in investment, and cost of capital. This study employs the transparency and disclosure
scores, provided by the Standard and Poor’s, as a proxy for the degree of disclosure
and transparency of the firms since this seoring system is one of the most popular
devices which are used by researchers. Inaddition, S&P:T&D scores capture both
financial and non-financial infermation related to.the three categories. Furthermore,
S&P:T&D scores developedsfrom analysis of the latest available annual reports, and
assess the level of transparency and “disclosure of firms in both emerging markets
(Asia, Latin America, Central/and Eastern Europe, and Africa) and developed markets
(Europe, developed Asia, and the <U.S.). Therefore, this scoring system is more

appropriate and more generalize than the selfét:qnstruct SCores.

1.5 Contributions

This study contributes to the literature in the following ways. First, this study
provides evidence aboutthexdegree of disclasure and transparency of Thai listed firms
in SET100 which is“measured by S&P:T&D adjusted scores.“The evidence available
on the degree of corporate, disclosure;and transparency #n; Fhailand;are limited. For
example} Patel et.al (2002) shows that on average the disclosure scores for 25 Thai
firms is about 48 from 98 as of year 2000. In addition, Standard and Poor’s (S&P) and
Corporate Governance and Financial Reporting Centre [CGFRC] (2004) also assess
disclosure of corporate governance practices among SET50 firms in Thailand using
annual reports as of 2002. The mean scores are about 37.56 from 140.0. The findings

suggest that Thai firms must improve disclosure of their corporate governance
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practices. According to the lack of studies with respect to the degree of disclosure and
transparency in Thailand, the result of this study can be implemented as a benchmark
for future comparative studies. Additionally, the results will provide incentives for all

firms to improve their disclosure and transparency practices.

Second, the evidence also. provides an insight on the relationship between
earnings attributes and the degree of disclesure.and transparency. Prior research has
documented that firms with.geod earnings attributes have better performance, higher
stock returns and lower cost Of equity. For example, Francis et.al (2004) find that
firms with the most favorable value of earnings attributes experience lower cost of
equity. Chan et.al (2006) note thatthe |0\;\( quality of earnings is associated with poor
future returns. Additionally, Sivatamakrishnan and Yu (2008) find that earnings
attributes such as accrual quality, earnings'bjé'r_snli_stence, and earnings predictability are
higher for firms that have consisiently outpef,formed. Therefore, the investors can
discriminate firms by-using their earnings attributes. Howeyer, earnings attributes are
in theory rather than practices and are too difficult for investors to evaluate, while the
degree of disclosure andstransparency is.sclear and uncomplicated. This study
hypothesizes that “difference in' earning ‘attributes across firms are related with
different, level -of disclosure.-Moreover; immanagers havesineentive to; disclose more
information when firms’ earnings attributes are poor in order to reduce the
information asymmetry and reduce firm’s cost of capital. The result of this paper
shows that earnings attributes are negatively associated with the degree of disclosure
and transparency; it will help the investors to understand the nature of firms and make
an appropriate investment decision. Finally, the negative association between earnings

attributes and the degree of disclosure and transparency has implications for
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regulators to set minimum disclosure requirements for firms in order to improve the

quality of disclosures and transparency in Thailand.

1.6 Structure of the Dissertation

The dissertation is divided into six chapters organized as follows. Chapter |

introduces the research and its obj apter Il discusses the related literature
about disclosure and trans ' butes. Chapter Il presents theory
‘ A—d.
| T— i
and hypotheses develo < s the research design, sample

selection, data, mode es measurement. Empirical results of

the analysis are pre -\u ed by a conclusions and

limitations in chapter

AU INENTNEINS
RINNIUUNIININY



CHAPTER I
LITERATURE REVIEW

At present, an efficient capital market needs a transparent financial reporting
system to encourage investors’ confidence in making decisions (Shaw, 2003).
Therefore, measuring quality of financial reporting should consider, not only
information disclosed in financial statements-bui-also other information disclosed in

other sections of the annual repert:

There are a number of studiesi "ihat investigate the quality of financial
reporting, especially in the developed countﬁes. Prior research clarifies the quality of
reporting in various ways. For example, _S-i_;ng'j-hvi and Desai (1971) suggest that the
quality of reporting is based on‘reports tha;t -é're complete, accurate and reliable, and
prepared in a timely manner which leads rt‘o-‘quality decision making. Naser and
Nuseibeh (2003) noté that quality of financial reporting should be gauged based on
the compliance of accaunting standards of a particular eountry. Robinson and Munter
(2004) refer quality of-financial-reparting.as an overall, finaneial reporting, including
disclosures, which results in a fair presentation of a company’s operation (including
both earnings and cash flow) ‘and financial position: These definitions highlight the
usefulness of the accounting information and disclosure as it helps in explaining the

companies’ operation and financial position.

Accounting information which provided by firms (both the number in

financial statement and other disclosure information) is meaningful to various parties.
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Investors and stakeholders use aggregate earnings and its components (operating cash
flow and accruals) including information disclosure to predict firm’s future cash flow.
If the information provided by firms is precise, the prediction of future cash flows will
be more accuracy (Cohen, 2003). Prior research documents that firm’s information
quality creates several types of capital market consequences. For example, high-
quality information can mitigate the adverse selection problem, increase market
liquidity, reduce the uncertainty or estimation.risk, lower cost of equity capital, and

enhance firm value (Healyand Palepu, 2001; Cohen, 2003; Leuz and Wysocki, 2008).

2.1 Capital Market Consequence of Information Quality

As mentioned aheve,the informatian quality provided by firms affects capital
market in various wayss However, most of the literature frequently examines the
association between quality of informatiq-n_' and firm’s cost of capital (Verrecchia,

1990; Easley and O’Hara, 2004; Lambert, Luez and Verrecchia, 2007).

Cost of capital'is the expected rate of return that'the firm’s investors require.
Prior research suggests several alternative approaches-for calculating the cost of
equity capital [(Eastan;; 2004; :Ohlsongand=Juettner-Nauroth,-2005). However, these
approaches contain a similar basic idea. They use price and analysts’ forecasts in the
valuatien eguation.“Then, they: derive the cost of equity capital as the linternal rate of
return which is calculated from the current stock price and the sequence of expected

earnings derived from analysts’ forecast (Francis, Khurana, and Pereira, 2005).

Economic theory suggests that, ceteris paribus, increasing the quality of

financial information lowers cost of capital of firm. Easley and O’Hara (2004)
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demonstrate analytically that the cost of capital decreases in the quantity and quality
of both public and private information. In empirical research, the quantity of
information is always proxy by the level of disclosure that is provided by the firm
(Botosan, 1997; Botosan and Plumlee, 2002; Hail, 2002; Chen et.al, 2003; Cheng
et.al, 2006a; Chen, Dhaliwal, and Xie, 2010) while the quality of information is
always proxy by firm’s earnings quality or earnings attributes (Bhattacharya, Daouk,
and Welker, 2003; Cohen, 2003; Francis et.al, 2004; Francis, LaFond, et.al, 2005;

Mclnnis, 2010)

2.1.1 Capital Market Consequence of Corporate Disclosure

Studies on the relationship between corporate disclosure and cost of capital
typically rely on two strgams of theoretical ‘r-esearch: a stock market liquidity and an
estimation risk perspective. The first streah_'sijggests that corporate disclosure lowers
the cost of equity capital” by feducing trhren’ijnformation asymmetry, and in turn,
enhancing the stock market Tiquidity (Glosten and Milgrom, 1985; Amihud and
Mendelson, 1986; Diamond and Verrecchia, 1991). The second stream of research
suggests that corporate’disclosure lowers the cost of equity capital by reducing the
estimation riske~The estimation risk ominfarmationrisk-arisesswhen investors estimate
the parameters'of an asset’s return or payoff distribution based on available
information about™the  firm. If estimation; risk is nondiversifiable, investors will
demand an incremental return for bearing this risk (Barry and Brown, 1985; Handa

and Linn, 1993; Clarkson, Guedes, and Thompson, 1996).

Analytical research suggests that corporate disclosure reduces cost of equity

capital. Easley and O’Hara (2004) investigate the role of information in affecting a
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firm’s cost of capital. They demonstrate analytically that the cost of capital increases
in the fraction of private information in the information set about the firm value (that
is, information asymmetry among investors). In addition, the cost of capital decreases
in the quantity and quality of both public and private information. Lambert et.al
(2007) develop a framework that links the disclosure of accounting information to the
cost of capital. They illustrate that the information disclosure directly influence the
cost of capital by affecting the market partieipants’ assessment of the distribution of
future cash flow. Moreover, the information diselesure also indirectly influences the
cost of capital by affecting a_firm’s real decisions, which likely changes its expected

value and covariances of firm ecash. flow.

Empirical reseagch salso decuments the negative relationship between
corporate disclosure and gost of capital. Fé_f éxample, Botosan (1997) creates a self-
construct index of voluntary. disclosureé-r |n annual reports’ and examines the
association between disclosure-{evels and the cost.of equity capital for 122 firms in
machinery industry. The relationship between disclosure /levels and cost of equity
capital is weak in the overall sample. However, the study finds a strong negative
association between disclosure, levels and.cost of equity .capital for firms with a low
analyst following. Botosan and Plumlee (2002) explore the association between
expected cost of equity capital and disclosure levels by using AIMR disclosure

ranking®. The result suggests that cost of equity capital decreases in the annual report

! Botosan (1997) notes that the items included in a self-constructed score reflect five categories of
voluntary information identified by investors and financial analysts as useful in investment decision
making: (1) Background information, (2) Summary of historical results, (3) Key non-financial
statistics, (4) Projected information, and (5) Management discussion and analysis.

2 The Association of Investment Management and Research Corporate Information Committee
(AIMR) reports contain industry-specific analyst evaluations of disclosure quality in three dimensions:
(1) Annual and required published information, (2) Quarterly stockholder reports and other non
required published information, and (3) Investor relations and related aspects.
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disclosure levels. Moreover, Cheng et.al (2006a) examine the association between
disclosure levels, shareholder rights, and the cost of equity capital. The disclosure
levels are measured by a transformation of the S&P:T&D rankings of financial-
related disclosures. The result shows that greater financial disclosure and stronger
rights regimes interact in reducing firms’ cost of equity capital. In addition, Chen et.al
(2010) focus on the effect of regulation fair disclosure on cost of equity capital. They
document that the cost of equity capital decreases significantly for US firms in the

post- regulation fair disclosure relative to the pre--regulation fair disclosure period.

Prior research linking«Corporate disclosure with cost of capital has mainly
been undertaken in the cofitext of the United States. However, some research focus on
data outside the United States. For examp‘l-e, Hail (2002) examines the impact of
voluntary disclosure on the cost of capital‘-b'yhsing data from Swiss companies. The
study uses disclosure index ‘developed rby}’ﬂthe Swiss Banking Institute at the
University of Zurich to proxy-for firm’s voluntary. disclosure. The result shows a
negative and highly significant association between disclosure and cost of capital. In
addition, Chen et.al (2003) investigate the effects of disclosure and other governance
mechanisms on-the cost;of-equityscapitaldn Asia’s iemerging-markets. They use the
rating criteria iflCLSA? surveys to proxy for disclosure and governance mechanisms.
The result’ suggests that; corporate ' governance including disclosure enhances firm

value by reducing the cost of equity capital, not just by improving the expected cash

® Credit Lyonnais Securities Asia (CLSA) Emerging Markets, a provider of brokerage and investment
banking services in the emerging markets of Asia, Latin America and Europe, released a
comprehensive report on corporate governance in April 2001 and updated survey in February 2002.
Chen, Chen, and Wei (2003) reproduce the rating criteria used in CLSA’s two surveys to proxy for the
disclosure and other governance mechanisms. The rating criteria are divided into seven major
categories: (1) Transparency, (2) Management discipline, (3) Independence, (4) Accountability, (5)
Responsibility, (6) Fairness, and (7) Social awareness. They characterized the seven categories into
three groups, disclosure (including transparency category only), non-disclosure corporate governance
mechanisms (including categories 2 to 6), and social awareness (including category 7 only).
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flows that can be distributed to shareholders. Furthermore, Francis, Khurana et.al
(2005) examine the disclosure consequences on cost of capital from 34 countries
outside the United States. The finding supports that a higher disclosure levels will

lead to a lower cost of equity capital.

Several studies document the role of corporate disclosure in reducing
information asymmetry problems (Welker,1995; Lang and Lundholm, 1996; Healy
et.al, 1999; Leuz and Verreechia, 2000; Browny-Hillegeist, and Lo, 2004; Heflin,
Shaw, and Wild, 2005; Cheng, Courtenay, and Krishnamurti, 2006; Brown and
Hillegeist, 2007; Chen etal, 2007; Chang et.al, 2008) that provide indirect effect on
cost of capital. For instange, Healy e@.él (1999) investigate firms benefit from
voluntary disclosure. The result shows thatyexpanded voluntary disclosure improve
stock performance and capital market inté('m'édiation by leading investors to revise
upward valuations of the firms stocks:-- "i'n'greases stock liquidity, and creates
additional institutional and anakyst interest‘iﬁ"the stocks. Similarly, Chen et.al (2007)
examine the effect of corporate governance on equity hquidity. They use S&P:T&D
rankings as a proxy for corporate governance" because transparency and disclosure is
extremely impeortant celements+ of ; goed=-corporate.~governance. Moreover, they
document that“firms with higher S&P:T&D scores will have better disclosure
practices, accompanied by lower! information asymmetry and ‘better corporate
governance. They expect that companies with poor transparency and disclosure
practices face more serious asymmetry of information. The result reveals a strongly
negative relation between the S&P:T&D rankings and the equity liquidity which

proxy for information asymmetry. Finally, Chang et.al (2008) explores the association

* Durnev and Kim (2003) found a significant correlation between the CLSA composite index and
S&P:T&D aggregate score.
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between disclosure and information asymmetry. They find that firms with higher
disclosure quality through their investor-relation activities® have lower information
asymmetry (higher analysts following, more institutional shareholders, more active

trading, larger market capitalization and lower bid-ask spread).

2.1.2 Capital Market Consequence of earnings attributes

Theoretical research suggests that earnings attributes (that is earnings quality)
can affect cost of capital in-several channels: Fiisi;on the framework of Amihud and
Mendelson (1986), information”asymmetry induced by poor earnings attributes can
increase the adverse selgetion” risk for liguidity component of the bid-ask spread,
which can lead to a higher cest.of equity. éecond, Easley and O’Hara (2004) develop
the link between accounting information ahd cost of capital by using multi-asset
rational expectation equilibrium model Whi-(i_h includes public and private information,
and informed and uninformed jnvestors. Théy{.demonstrate that required returns are
affected by information risk; eaptured both by the amount of private information
(disclosure levels) and by the precision of public and private information (earnings
quality). Moreover, they explicitly note an important-role for precise accounting
information insréducing the-costof;capital:by decreasing the systematic risk of shares
to uninformed investors. In addition to the impact through the information asymmetry
as mention above, Lambert etial (2007) suggest that accountingvinformation quality
can also influence the cost of capital without affecting information asymmetry, both
directly and indirectly. In their framework, the quality of accounting information has a

direct effect on firm’s cost of capital by affecting market participants’ perceptions

® Chang et.al (2008) creates a checklist of investor-relation activities to formulate a disclosure index.
The checklist contained 28 items with a total of 44 components which developed by incorporating
items used in other internet-based studies such as Deller, Stubenrath, and Weber (1999) and Hedlin
(1999), and the best practice guidelines of The Australasian Investor Relation Association (AIRA).
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about the distribution of future cash flows, and indirect effect by affecting real

decisions that alter the distribution of future cash flows.

In terms of empirical study, the most direct evidence that provides the
relationship between cost of capital and earnings attributes comes from Francis et.al
(2004). They document the link between seven earnings attributes and information
risk and hypothesize that an unfavorable eapninos attributes will be associated with a
higher cost of equity capital-io the extent thai attributes capture one or more aspects of
uncertainty about future™free.eash flows. The result shows a statistically reliable
association between eachrearnings attributes, considered individually, and cost of
equity capital. Howevergonly four earning'j's attributes (accruals quality, smoothness,
persistence, and value relévance) are strongly significantly associated with the cost of
equity capital when they include all sevér_i attributes jointly in their model. They
conclude that firms with the legst favorabrlén\’/alues of each earnings attributes have
higher cost of equity capital than firms with the most favorable values. Moreover,
they also conclude that accounting-based earnings attributes have more pronounced

cost of equity capital effects than do market-based earnings attributes.

Besides‘Francis et.al (2004), other studies document the negative association
between earnings attributes and firm’s cost of capital by using one or more earnings
attributes (not all attributes). For example, Francis, LaFond et.al (2005) investigates
the relation between accruals quality and the cost of equity capital and cost of debt.
Accruals quality is measured by the standard deviation of residuals from regressions
relating current accruals to cash flows from modified Dechow and Dichev (2002)

model. The finding shows that firms with poor accruals quality have higher cost of
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capital than do firms with good accruals quality. In addition, Bhattacharya et.al (2007)
examine the impact of earnings quality on information asymmetry and trading costs.
Similar to Francis, LaFond et.al (2005), they use accruals quality from modified
Dechow and Dichev (2002) to proxy for earnings quality. The result shows that poor
accruals quality has significant incremental impact on information asymmetry in
financial markets and increases the cost of liquidity. They also suggest that poor
earnings quality can increase the firm’s cost of capital through its impact on trading
costs. Cohen (2003) examines the relationship-beiween earnings quality and its capital
market consequences. They use four proxies for capital market consequences as
follow; the firm’s cost ofsequity capital; the firm’s bid-ask spread, the dispersion in
analysts’ earnings forecasts, and the numbé'r of analysts following the firm. The study
develop the measurement for earnings qualfty by focusing on the residuals obtained
from a regression of future operating ?:aish flows on previous period earnings
component (cash flow from operation arnrd”’accruals). The evidence exhibits the
negative association between earnirgs guality and firm’s bid-ask spread (a proxy for
the level of information asymmetry). The result also shows that earnings quality is
negatively associated ‘with analyst forecast dispersion and positively associated with
the number of-analysts jfollowings the firm. (From jthese~results, firms with higher
earnings quality'have lower information asymmetry. However, the study does not find
association between “firms’ cost 'of equity capital and earnings quality, after

controlling for known risk factors.

The research also documents the association between other earnings attributes
beyond accruals quality and firm’s cost of capital. For example, Affleck-Graves et.al

(2002) examine the relationship between earnings predictability and the behavior of
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the adverse selection cost of the bid-ask spread. The result shows that firms with less
predictable earnings have higher total bid-ask spreads across time than firms with
more predictable earnings. They also suggest that a firm with less earnings
predictability will have a higher cost of equity capital than a comparable firm with
more earnings predictability. In addition, Bhattacharya et.al (2003) investigate the
impact of earnings opacity on the return shareholders demand for holding equity or
cost of equity capital. The overall earnings .opacity consist of three attributes of
earnings; earnings aggressiveness, loss avoidanceyand earnings smoothing. The result
documents the association between earnings opacity and cost of equity capital, that an
increase in overall earnings opagity, is_linked to an increase in cost of equity capital
and a decrease in trading/in the stoc'i'( market.  Furthermore, Mclnnis (2010)
demonstrates the relatiopship between earnihgs smoothness and the implied cost of
equity capital. Although, the study finds nof _r'eiétion between earnings smoothness and
average stock returns, the result documrern”ts{.- that the negative relation between
earnings smoothness and imphed ‘cost of ‘equity capital is driven by optimism in

analysts’ long-term earnings forecasts.

2.2 Corporate-Disclosure-and EarningsAttributes
The degree of corporate disclosure could be related to earnings attributes in
one ofptwo/ competing ways:! ithe complementary ‘relationshipyor-the substitutive

relationship (Francis et.al, 2008).

Several theoretical studies provide the complementary relationship between
disclosure and earnings attributes (Dye, 1985; Jung and Kwon, 1988; Verrecchia,

1990). Under this view, the information quality is the precision of the information
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signal observed by the firm’s manager. The equilibrium disclosure threshold
decreases and the probability of disclosure increases as the precision of a manager’s
private information increases (Verrecchia, 1990). The reason is that market
participants know the precision of the manager’s private information, if a firm with
high quality information withholds information from the market, a rational
expectations market will discount the value of the firm’s assets. This force causes the
firm’s disclosure threshold to decrease and.the probability of disclosure to increase,

resulting in the prediction efimore disclosures forfirms with good earnings quality.

Empirical researchrprovides the positive relationship between the degree of
corporate disclosure andearnings attribufés. Cox (1985) examines the association
between earnings variahility'and public diSbIosure of management’s forecasts. The
study uses the coefficient/of variation in eéfnihgs (the standard deviation of earnings
over the mean earnings value)-as a prd@’for earnings variability. The finding
indicates that a firm with low earnings variability (that is high earnings quality) tends
to voluntarily disclose management’s forecasts information. Moreover, Waymire
(1985) finds a negative association between firms’-wvoluntary disclosure, which
measured by frequeney .of management:-earnings ~foreeast- and firm’s earnings
volatility, which'measured by the variance of changes in annual earnings per share.
Similardy, Yhim, Karim, andRutledge (2003) investigate the association between
information quality and disclosure-level choice in the management earnings forecasts.
The information quality is earnings volatility measured by the coefficient of variation
of change in earnings per share. Disclosure in the management earnings forecasts is
classified into four levels; point estimates, range estimates, qualitative disclosure, and

no forecast. The result is consistent with Cox (1985) and Waymire (1985) that
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managers are likely to select low-level disclosure as the magnitude of earnings
volatility increases. In addition, Lobo and Zhou (2001) examine the relationship
between disclosure quality and earnings management. They state that managers
manage earnings and disclosure to reduce information asymmetry between managers
and owners. Disclosure quality was measured by AIMR disclosure ratings and
earnings management was measured by discretionary accruals from Modified Jones
model. Result of their analysis reveals a negative relationship between the disclosure
quality and earnings management as predicted. ln-ether words, firms that engage more
earnings management “(poor..eainings attributes) tend to have lower disclosure.
Furthermore, Francis et@l (2008) investigate the relation between voluntary
disclosure and financial#infermation qualri'ty. They use a self-constructed score of
voluntary disclosures of financial informatio-n included in firms’ annual fillings® and
four different measure of earnings quali-ty "(accruals quality, earnings variability,
absolute abnormal accruals and-a combinérd” measure based on the common factor
score). The result indicates that-the relation between disclosure and earnings quality is
complementary, thus firms with good (poor) earnings quality issue more (fewer)

disclosures.

On the other hand, the substitutive relationship is based on the argument that
the infermarion asymmetry/between managers and!stakeholders creates a demand for
disclosure and provides an incentive for firm to disclose more (Grossman and Hart,
1980; Verrecchia, 1983; Penno, 1997). The intuition is that information asymmetry

between firm and investor is higher in a firm with poor earnings attributes (Ecker

® Francis et.al (2008) use a self-constructed score of voluntary disclosures of financial information
included in firms’ annual fillings. The scores are divided into four categories; (1) Summary to

historical results, (2) Other financial measures, (3) Non-financial measures, and (4) Projected
information.
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et.al, 2006; Bhattacharya et.al, 2007; Brown et.al, 2009). Therefore, managers in such
firm will have an incentive to disclose more information in order to reduce the
information asymmetry because the value of additional information is greater in these
settings (Grossman and Hart, 1980; Verrecchia, 1983). This suggests that firms with

poor earnings attributes will issue more expansive disclosures.

Empirical research documents the negative relationship between the degree of
corporate disclosure and earnings attributes. For.example, Tasker (1998) documents a
negative relation between voluniary disclosure and earnings attributes. The study
considers the likelihood adfirm‘uses conference calls to proxy for voluntary disclosure
and the informativeness of" the financié.l statements to proxy for the earnings
attributes. Lang and Lundhalm (1993) exafhine the cross-sectional determinants of
firm’s disclosures. They use the AIMR sco-r_'es'-to proxy for disclosure. They consider
six determinants of firm’s disclesures irrlérlluding the correlation between annual
returns and annual earnings. The result indicates that firms with low returns-earnings
correlations, which. is similar to value-relevance, have 'higher AIMR scores. In
addition, Shaw (2003) studies the relationship between corporate disclosure and
transparency quality; searnings nsmaathing: activities;~and timeliness of earnings’
recognition. The initial finding shows that the quality of disclosure, which is
measured by AIMRY, scores,| IS negatively related | with diseretionary accruals.
However, additional analysis shows that higher disclosure quality firms, that are
experiencing good news (experiencing positive share return and positive cash from
operation), adopts more income-decreasing accruals compared to firms that have
lower quality of reporting. The study concludes that higher disclosure quality firms

smooth income more aggressively than firms with low quality of disclosure.
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Therefore, the disclosure quality is negatively associated with the earnings quality.
The study concludes that higher disclosure quality is not always synonymous with
less earnings management. Furthermore, Fekrat and Riahi-Belkaoui (2002) examine
the relationship between earnings timeliness and disclosure informativeness. The
study relies on a composite index of three aspects of earnings timeliness; slope
coefficient from regression between earnings and stock returns from Basu (1997)
model, R-square from Basu (1997) model,sand R-square from regression between
return and earnings and change in earnings. The aisclosure informativeness measured
by the AIMR disclosure scares.. The result shows a negative relation between the
timeliness metrics and diselosure after_controlling for other firm characteristics. They
interpret this finding bysStating that firmg whose earnings do not explain well the
effects of firm’s currentactivities and outc()‘mes on equity value will institute better
disclosure systems and improve their dis_t-:_l;oé'ure informativeness. Using data from
Malaysian firms, Jaffar, Jamaludi, and Ratlm;an (2007) investigate whether earnings
quality and ownership structure influence the disclosure_quality. They hypothesize
that disclosure quality’ is negatively associated with the &arnings quality which proxy
by discretionary accruals. Moreover, they also hypothesize a positive relation between
disclosure quality and government@ownership of firms~Results-are consistent with the

predictions.

" Jaffar, Jamaludi, and Rahman (2007) use a modified disclosure theme suggested by Beattie,MclInnes
and Fearnley (2004). The disclosure quality contains 79 items with 9 themes as follows; (1) Business
description, (2) Financial information, (3) Management analysis, (4) Management and shareholder
information, (5) Operating data, (6) Forward-looking information, (7) Not Jenkins (e.g. employee,
customer, environmental), (8) Board objectives and strategy, and (9) Industry structure.



CHAPTER 11

THEORY AND HYPOTHESES DEVELOPMENT

3.1 Theory and Hypotheses Development

Agency theory identifies the agency relationship between manager and
shareholders (Jensen and Meckling 1976). The implication from agency theory is that
in any firm, there is an ageney problem caused by the conflicts of interest and the
information asymmetry.between-outside shareholders and corporate managers. The
information asymmetry demotes that market participants have unequal information
sets. It occurs when some Investors know more about a firm’s value because they
have private informations This Creates e;n adverse selection problem in the market
when uninformed investors cannot accuratély"evaluate the true economic value of the
firm. Consequently, managers are stimuléféd-p disclose more information because
disclosure can directly lower.the amount of?pri-vate information relative to publicly

available informationy and-it-indirectly reduces private tiformation search incentives

(Diamond, 1985; Verrecchia, 2001).

Prior research stggests that corporate disclosure can mitigate agency costs and
information fasymmietry. ‘For=examplé, [Prabowo and Angkoso~(2006) suggest that
financial'statements, including disclosure, are one main device to reduce the agency
problem. Healy and Palepu (2001) note that complete and transparent financial and
non-financial information can reduce information asymmetry and agency cost
between internal and external stakeholder of firms. Study by Diamond and Verrecchia

(1991), and Kim and Verrecchia (1994) suggest that increased voluntary disclosure



29

reduces information asymmetries between management and outside investors, and
among different types of investors. This, in turn, improves liquidity in a firm’s stock,
making it more attractive to institutional investors. Moreover, disclosure can affect
information asymmetry by changing the trading behavior of uninformed investors
because those uninformed investors will have greater access to information about the
firms’ activities when firms provide more disclosure. (Chang et.al, 2008). The
“Investor Recognition Hypothesis™ (Mertony 1987) indicates that such investors are
more likely to invest and-irade in firms that are well known or that they judge
favorably. If higher disclosure-quality. increases a firm’s visibility and/or reduces the
costs of processing firm specific’ public information, then higher disclosure quality’
will induce more trading in' the firm’s siock by uninformed investors. Moreover,
corporate disclosure alsg helps investors toﬂevaluated firm value. Verrecchia (1990)
demonstrates that even: if: disclosure ‘-i_'s Ncostly because of product market
consequences, managers may voluntarily ekbré’n‘d disclosure to correct undervaluation
by the capital market. Lang, Lins, and Maffett (2009).note that expanded disclosure is
an important factor that reduces transaction costs, increases stock liquidity, decreases
cost of capital and increases firm value. In sum, corparate disclosure has a positive
impact on the-efficient; functioning cof capital markets~in=many ways. Research
indicates that disclosure increases firm value by improved stock liquidity (Welker,
1995; ¢Healy et.al, %1999; Gelb ' and ' Zarowin, 12002), lincreased information
intermediation (Lang and Lundholm, 1993; Healy et.al, 1999), and lower cost of

capital (Botosan, 1997; Botosan and Plumlee, 2000; Hail, 2002).

! Cheng, Collins, and Huang (2006a) stated that the disclosure measured by S&P:T&D scores are
relative quantity of information disclosed. This potentially limits the usefulness of the scores as a proxy
for disclosure quality. However, Botosan, Plumlee, and Xie (2004) point out that disclosure quantity
and quality are not separable information attributes thus, prior empirical research frequently used the
quantity of disclosure as a proxy for quality of disclosure.
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While several researches suggest that corporate disclosure affects firm value
by reducing cost of capital, the other stream of literature illustrates that a firm’s
earnings attributes such as earnings volatility and accruals quality also influence
firm’s cost of capital. Leuz and Verrecchia (2005) document that higher information
quality increase expected cash flow, which in turn reduces the firm’s cost of capital.
Therefore, poor information quality leads to misaligned capital investment by the
firm, which rational investors anticipate; and: price in equilibrium by discounting
firms’ expected cash flow-at a higher, rate Gf.return. Empirical research indicates
negative association between earnings attributes and cost of capital (Affleck-Graves
et.al, 2002; Cohen, 2008; .Francis_et.al, 2004; Francis, LaFond et.al, 2005;
Bhattacharya et.al, 2007; Melnnis, 2010):'The basic idea of this linkage is that if
firm’s information lack guality; there are gréater Information risk being imposed on
investors. Consequently, the rational invest-cylrs;-will price-protect against this problem,

raising the firm cost of capital. #-17Ad

Two streams 0F research mentioned above provide the underlying rationale for
the hypothesis. The first identifies the relation between degree of disclosure and
transparency and firm’s cost eof capital -while;thessecond-links earnings attributes to
firm’s cost of “capital. Moreover, Easley and O’Hara (2004) document that the
precisien and quantity,of information affects firm’s cost of capital. In sum, these two
lines of research yield the predictions about the association between degree of

disclosure and transparency and earnings attributes.

The degree of disclosure could be related to earnings attributes in one of two

competing ways: the complementary relationship or the substitutive relationship
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(Francis et.al, 2008). The complementary view indicates that firms with good (poor)
earnings attributes will issue more (less) expansive disclosures. That is the degree of
disclosure and earnings attributes are positively associated (Dye, 1985; Jung and
Kwon, 1988; Verrecchia, 1990). However, the substitutive view indicates that firm
with good (poor) earnings attributes will issue less (more) expansive disclosures. That
is the degree of disclosure and earnings attributes are negatively associated
(Grossman and Hart, 1980; Verrecchia,~1983; Penno, 1997). In addition to
introducing the two competing relationship, Francis et.al (2008) also exhibit the
complementary relation“between earnings quality and disclosure. They state that firm
with poor (more) earnings quality ‘issue fewer (more) disclosure. However, other
empirical studies find positive relationsﬂ as well as negative relations between
disclosure and earningssattributes, dependi-ng on the measures of disclosure and

earnings attributes examined.

Contrary to Francis et.:al-(2008), this study argues that the association between
earnings attributes and corporate disclosure Is substitute rather than complementary
relationship. The intuition is that managers have incentive to make voluntary
disclosure whenimarket participants find, the disclesuresuseful:in assessing firm value
(Dye, 1985). Moreover, the voluntary disclosure is more useful for investors in
assessing firin value when current earnings are less informativeness; or when future
earnings are more uncertain. In these settings, investors are likely to demand
additional disclosures to supplement the information contained in earnings (Chen,
Defond, and Park, 2002). In addition, Jaffar et.al (2007) document that the agency
cost in firms with poor earnings quality is high when information asymmetry is high.

Therefore, poor earnings quality firms increase the voluntary disclosure in their report
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to reduce the information asymmetry and conceal the poor earnings quality.
Furthermore, since firm’s disclosure and earnings attributes are within the discretion
of management (Verrecchia, 1990), and earnings attributes are innate information
firm characteristics that managers cannot control in short run this study argues that
managers have incentive to disclose more information when firms’ earnings attributes
are poor in order to reduce the information asymmetry, reduce the cost of equity, and
increase firms’ value. Thus, the prediction @beut the relationship between earnings

attributes and corporate diselosure stated in altérnative form is as follow:

H1:. The earmings«attributes are negatively associated with the degree of

corporate disclgsure‘and transparency.

In order to tests  whether earn_ing_s attributes associated with firm’s
transparency and disclosures This' study measures transparency and disclosure by
using Standard and Poor’s transparency' and disclosure criteria (S&P: T&D).
Moreover, the S&P:T&D scores are classify' ‘iht-o three broad categories: Ownership
structure and investor_rights, Financial transparency and information disclosure, and
Board and management structure and process. Therefore, this study also examines the

relationship between firms’ garnings attributes and the three categories of S&P: T&D.

Prior research employs-various-mechanisms to measure firms>-disclosure such
as self-construct scores (Botosan, 1997; Francis et.al, 2008), AIMR rating criteria
(Lang and Lundholm, 1996; Sengupta, 1998; Healy et.al, 1999; Lobo and Zhou, 2001,
Gelb and Zarowin, 2002; Shaw, 2003), and the S&P:T&D scores (Cheng, Collins, and
Huang, 2003; Khanna et.al; 2004; Chen et.al, 2007). The recent study by; Francis et.al

(2008) use a self-construct scores to investigate the relation between voluntary
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disclosure and earnings quality. Although, the scores are divided into four categories
including summary to historical results, other financial measures, non-financial
measures, and projected information. Most details in each category captures only
information regarding to financial measures such as cash flow forecast, sales forecast,
unit selling price, growth in investment, and cost of capital. While the three categories
of S&P:T&D scores capture both financial measures (Financial transparency and
information disclosure category) and non-financial measures. (Ownership structure

and investor rights categery and Board and .management structure and process

category).

The hypotheses between firms* earhings attributes and the three categories of
S&P: T&D are based on the feason that fitms issue:more disclosure in order to reduce
the information asymmetgy, enhance invesfdr’é confidence, reduce the cost of equity,
and increase firms’ value (Diamond and Verrecchia, 1991; Botosan and Plumlee,
2002; Chen et.al, 2003; Lambert et.al, 2007). However, firms whose earnings do not
explain well the effects of firm’s current activities and olitcomes on equity value will
institute better disclosure systems and improve their disclosure informativeness
(Fekrat and RiahisBelkaout; 2002); Therefore,: this jpaper-predicts that when firms’
earnings are not' informativeness, management will try to compensate for the poor
earnings attributes byissuing mare disclosure to their 'stakeholders both financial and
non-financial measures. Moreover, prior research indicates that firms with better
corporate governance will have better stock returns and higher market valuation
(Drobetz, Schillhofer, and Zimmermann, 2004; Larcker, Richardson, and Tuna, 2004;
Klein, Shapiro, and Young, 2005; Black, Jang, and Kim, 2006). This study also

predicts that management tends to disclose information regarding the corporate
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governance including ownership structure and investor rights and board and
management structure, in order to enhance their stock liquidity and firm value.
According to the reasons above, the hypotheses, stated in its alternative form, are as

follows:
H2:  The earnings attributes are negatively associated with the degree of
corporate disclosure and transparency in ownership structure and

@y associated with the degree of

investor rights ¢

H3:

H4: ‘ iegatively associated with the degree of
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CHAPTER IV
RESEARCH DESIGN

4.1 Sample

The sample used in this study consists of listed Thai firms in SET100 index. In
order to be included in the study, a firm must.have a full set of financial information
covering the entire 1994-2009 fiscal year. From the.samples, incomplete or missing
data firms and restatement firms were removed.

This study focuses on' the Iistedx_flrh'ai firms in SET100 index which is the
representative of Thai listed firms basedr--on"'statistical information in January and
February 2005. The criteriafor including Ii_sl_iéd_,:firms in SET100 index determined by
The Stock Exchange of Thailand (SET) are-f‘ﬁrm size, firm liquidity and free float of
shareholders. The detatis-are-as-foltows. The first step, SET selects 200 stocks in The
Stock Exchange of Thailand during the evaluation period which have the largest
average daily market capitalization for the'last 12 months and have a trading period
for a minimum ©f 6 months. Suspended or delisted Stocks and stocks which might be
delisted ‘or suspendad, in the Aear future’ are excluded, Next; SET) sélects only stocks
which have a monthly turnover value of the stock on the main board more than 50
percent of the total average monthly turnover per stock, and these stocks must be

continuous for at least 9 of 12 months. Then, SET chooses stocks which maintain a

share distribution or a percentage of free float not less than 20 percent of the paid-up
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capital of the listed firms. Finally, SET identifies the 100 largest stocks by average

daily market capitalization.

According to the SET criteria mentioned above, SET100 firms are acceptable
as a benchmark of Thai listed firms because of their firm size and liquidity. Based on
statistical information in January and February 2005, the market value of equity of
SET100 firms is 81% while the trade volume givequity is 73% of all listed firms in
SET. In addition, SET100 firms are likely to be the greatest interest to individual and
institutional investors,partieularly international investors. Moreover, these firms are
expected to practice relatively higher standards of ecorporate governance, including
corporate transparency and disclosure cc;mpared to other listed firms. Furthermore,
SET100 firms are ready 0 respond with new rules or new regulations regarding
corporate transparency and. disciosure. Tﬁijjéf,_nlt_hese SET100 firms can be the role

models for others.

The data regarding disclosure and transparency are hand collected from the
annual registration statements’ (Form 56-1), SET Market Analysis and Reporting
Tool (SETSMART) database, company website, and annual report for the years 2005
to 2008+ Inyerder, to-calculate.earningsattributes, the financial-and.acequnting data are
collected from the SETSMART on-line services, form 56-1, annual reports, and on

DATASTREAM database for the years 1994 to 2009.

! The Office of the Securities and Exchange Commission (SEC) requires all companies listed on the
Stock Exchange of Thailand to fill in the annual registration statement (From 56-1). They need to
provide accurate and clear information for investors to understand the operation, significant change of
the corporation and possible risk.
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4.2 Corporate disclosure and transparency variables

The focus of the degree of disclosure and transparency (or disclosure quality)
of listed firms has increased in recent times (Healy and Palepu, 2001). Beretta and
Bozzolan (2008) mention that the failure of large firms has placed the pressure on
standard setters and listed firms to increase the quality of corporate reporting and

disclosure.

Several studies exploit-a number of meechanisms to measure firms’ disclosure
and transparency. For example, Botosan (1997) construets a disclosure index based on
the amount of voluntary disclesure in annual reports that are provided by listed firms.
The index reflects five gategories of véluntary information including background
information, summary of fhistorical: results, key non-financial statistics, projected
information and management discussion and _all_nalysiS. Francis et.al (2008) use self-
constructed scores by modifying the Botosah _,(1_,9_97) disclosure index. They argue that
self-construct measures.dominate externally generated scores where there are
additional questions with respect to what disclosures are captured. Moreover, a self-
constructed metric can be calculated for any.firm then, selection biases are less severe
for samples based ‘on ‘this method.-~However, ‘they-also indicate the disadvantage of
self-construet scores suchy, as-being difficultto-replicate .due~tosthe researchers’

judgment involved and the labor intensity of the coding process.

Instead of using self-construct scores, various studies of disclosure and
transparency have used analysts’ rating of firms’ disclosure quality, reported in the
Association of Investment Management and Research Corporate Information

Committee Reports (AIMR) (Lang and Lundholm, 1993; Welker, 1995; Lang and
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Lundholm, 1996; Sengupta, 1998; Healy et.al, 1999; Lobo and Zhou, 2001; Gelb and
Zarowin, 2002; Lundholm and Myers, 2002; Shaw, 2003; Brown and Hillegeist,
2007). For example, Healy et.al (1999) investigate the benefits of expanded voluntary
disclosures by using AIMR ratings. They describe that this rating method provides a
comprehensive measure of disclosure, reflecting the quality of both formal disclosures
and informal disclosures. Moreover, the' AIMR ratings also reflect the expertise and
experience of top financial analysts. In additicn; 'Shaw (2003) explains that AIMR
ratings contain industry-speeific_analyst evaluations of disclosure quality on three
dimensions: annual published information, quarterly and other published information,
and analyst relations andsrelated aspects. Within these categories, each industry-
specific analyst group prepares a list of important disclosure aspects, weighted to
reflect industry information reguirements, and-assigns a score to each firm.

Recently, the transparency.and disclosur}e_ score criteria of Standard and Poor’s
are used as a measure-of firms’ disclosure quality. Patel et.al (2002) measure the S&P
transparency and disclosure scores (S&P:T&D) n 19 emerging markets (354 firms
followed by the S&P/IFChiIndex). They find that, on average, firms with higher
S&P:T&D scores have-higher priee-to-book ratios: Using only US data, Patel and
Dallas (2002) document significant; correlations between, S&P:F&D, rankings scores
and detérminants of expected returns. The result reveals that firms with high
S&P:T&D scores have lower market risk (beta), higher price to book equity ratio, and
larger size. Cheng et.al (2003) find that stronger S&P:T&D reduces the firm’s market
beta and leads to increased risk-adjusted abnormal returns and earnings response
coefficients around the release of the S&P:T&D scores. They also find that the three

different S&P:T&D dimensions have different effects on these market metrics.
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Moreover, Khanna et.al (2004) use the S&P:T&D scores in 24 Asia Pacific and
European countries to unveil a positive relationship between transparency and
disclosure scores and cross-border economic interactions after controlling for firm
size, performance, and legal origin. Another study that utilizes the T&D database of
S&P is Cheng, Collins, and Huang (2006b). They investigate whether S&P:T&D
scores provide new information to. financial markets and find the relationship between
composite scores and abnermal returns.~Fusthermore, Chen et.al (2007) use
S&P:T&D as a proxy for cerporate gavernance and find that the economic cost of
equity liquidity are ~greater for firms with poor information disclosure and
transparency practices. FoCusing on Thai data, Jiamsakul (2007) investigates the
effect of disclosure and transparency (proxy by S&P:T&D) and board of directors on
firms performance of SET200 firms. The result reveals that firms with high level of
disclosure and transparency; can freduce asyfn'rr}(gtry of information and improve firm

performance.

In addition, Cheng et.al (2006a) find evidence that greater financial disclosure
and stronger shareholder rights regimes interact in reducing firms’ costs of equity
capital. Their study“alse‘provide'the implication' of-S&P:T&D approach. They stated
that the-difference across.firms-measured by, S&P+T &D scares, are, relative quantity of
information disclosed. This potentially limits the usefulness of the scores as a proxy
for disclosure quality. However, Botosan, Plumlee, and Xie (2004) point out that,
while prior empirical research has used the quantity of disclosure as a proxy for
quality of disclosure, in many cases disclosure quantity and quality are not separable

information attributes.



40

There are studies that employ other tools for measuring degree of disclosure
and transparency. For example, Trueman (1986) uses voluntary publication of
earnings forecast to proxy for disclosure quality of firms. Cheung et.al (2006) use a
survey instrument for measuring corporate disclosure quality developed by Thai
Institute of Directors Association (IOD) with Technical Assistance from McKinsey
and Company in 1999 to examine the determinant of disclosure and transparency in
Hong Kong and Thailand. Chen and Jian (200Z)«use the Information Disclosure and
Transparency Rankings System (IDTRs) established by Taiwan Securities Futures

Institute to examine the'impact of disclosure guality on interest cost of debt.

As mentioned abave, the disclosureliterature uses several proxies for firms’
disclosure practices, including self constructed scores, AIMR scores and S&P:T&D
scores. This study selects the transparency 'ar}q disclosure scores, provided by the
Standard and Poor’s, as a proxy for ihe degre_e: of disclosure and transparency of the
firms since this scoring-system is one of the maost populardevices which researchers
have used. Moreover, S&P:T&D scores i1s developed from analysis of the latest
available annual reports,fand assess the level of transparency and disclosure of firms
in emerging markets' (Asia,“Latin /America, Central-and Eastérn Europe, and Africa)
as well-asdeveloped markets-(Europe, developed-Asia, and-the-lJ.S.). The investors
who trade on SET, including institutional and foreign investors have a high level of
trust in this international scoring system. Therefore, this scoring system is appropriate

for the sample firms in this study.

Standard and Poor’s developed their study of disclosure as part of an initiative

to provide corporate governance information and analytical services to market
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participants. The study’s methodology was developed from S&P’s previous work in
the area of corporate governance scoring (Patel and Dallas, 2002).> S&P:T&D scores
are measured by 98 possible attributes divided into the three broad categories:
Ownership structure and investor rights (28 attributes), Financial transparency and
information disclosure (35 attributes), and Board and management structure and

process (35 attributes). The listings of each attribute are provided in Appendix B.

This study acquires.iransparency and disclosure scores (S&P:T&D scores)
from Form 56-1, SETSMART database and annual reports for the years 2005-2008 in
order to mitigate the fluctuation of firms* disclosure. The inclusion of each attribute is
scored on a binary basis‘as: “yes” (inciuded) or “no” (not included). Each *yes”
answer is equal to one point, “ne” is equal ta 0 point. The overall S&P:T&D score

(TDS) for each firm is calculated as:

TDS = ZZsjk (1)

Where;
IDS = ' S&P transparency and disclosure scores
j© = the attribute-category subscript, j=1, 2, 3
ki 5=  the attribute subscript, k 1,1 ./, 98
Sjk = the number of info items disclosed (answered as “yes”) by the

firm in each category.

% In September 2005, S&P announced that it would cease offering its corporate governance scoring
services to market participants (Plitch 2005).
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Einhorn and Hogarth (1975) note that the equal weighting system is superior
to the different weighting systems. In their paper, the predictive ability of equal
weighting system and different weighting system is compared. The result shows that
equal weighting is a viable alternative to standard regression methods because equal
weighting system is not estimated from the data and therefore does not consume
degrees of freedom. Moreover, equal weighting system is estimated without error so
they have no standard errors. Finally, a weighiing system cannot reverse the true
relative weights of the variables. On the other hand, an unweighted score is more
appropriate than the weighted'score in terms of less subjective and easier method for a
users’ interpretation. Thestnweighted score assumes that each question is equally
important. This can obviate the necessfty--of making judgment as to the relative
importace of each question. Therefore, this study uses total unweighted TDS to proxy
for firms’ disclosure and transpatrency. I\/I‘ér"e_qyer, this paper focuses for voluntary
disclosure by excluding the disclosure itemsr l_J_séd by all firms. The reason is that there
are some disclosure ~items_which all_firms are required by regulator and some
disclosure items which all firms are generally disclosed. In order to normalize data,
this paper also undiscretizes TDS adjusted.scores by transforming the unweighted
TDS to a percentage form: Thus,~TDS"adjusted 'scores‘are ¥anked by continuation

from 0-100,

In this paper, TDS adjusted is defined as four groups for testing the
hypotheses. The first is for testing hypothesis 1, TDS adjusted is define as the total

S&P:T&D scores (TDS _TOTAL). Moreover, TDS adjusted can be disaggregated

into three categories: disclosure and transparency in ownership structure and investor
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rights (TDS _OWN ), financial transparency and information disclosure
(TDS _FIN ), and disclosure and transparency in board and management structure

and process (TDS _ BOARD ) in order to test for hypothesis 2, 3, and 4.

4.3 Earnings Attributes Variables
The measure of earnings attributes variables focuses on the seven earnings
attributes considered by Francis et.al (2004)-procedures and estimates each attribute

over rolling ten-year windows.

4.3.1 Accruals Quality

Accruals quality refers to the extent to which.accruals map into the related
cash flow realization. Boonlert=U=That, I\-/I_'eé'k and Nabar (2006) notes that when
accruals shift or adjust the recognition of cash flows over time, the adjusted earnings
better measures firm performance ‘and better predicts the future earnings and cash
flows. Dechow and~Dichev (2002) document that accruals are the product of
judgments, estimates, and allocations.” The quality ‘of accruals and earnings is
decreasing in the smagnitude .of, estimation. error.in .accruals. They also develop a
measure of accruals quality and define that accruals quality is the standard deviation
of residuals from fim-specific regressian of current'working capital accruals on last

year, present, and next year cash flows from operations.

However, McNichols (2002) argues that the changes in sales revenue and
property, plant, and equipment are important in forming expectations about current

accruals, over and above the effects of operating cash flows. The research shows that
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applying variables from the Modified Jones model into the cross-sectional Dechow
and Dichev (2002) model significantly increases its explanatory power and thus

reduces measurement error. The accruals quality is measured as the following:

TCA,, _ B+ p CFOi't_l-i-,B CFO,, N CFO; .,
Asset,, ' ' UM Asset;, o' Asset, o' Asset,, ,
ASales; PPE;, @)
+ 5. st —+Viy

Asset,, ' Asset,

Where;
TCA,, .= Titm'i’s total current acerualsiin year t. (ACA,, — ACL,;,)
Asset; = itheaverage totalassets of firm i year t and t-1.
CFO,,_, 5#cash flow from-:o_pférations of firm i year t-1.
CFO,, =/cash roW from bég;étions of firm i year t.

CFQ,,,,= cash flow from oéeréfions of firm i year t+1.

ASales;, = change in sales of firm i yeart.

PPE;, = property, plant, and equipment of firm i year t.
CA;, , ~= firm.i’s current assets in.year.t.

CL,, = firmi’s current liabilities in year t.

Cash;, "= firnyi’s cashin year t.

Vi = error terms of firm i year t.

This study estimated equation (2) using rolling ten-year windows. These
estimations yield a series of firm- and year-specific residuals, which form the basis for

the accruals quality. Cash flow from operations of firms is from cash flow approach.
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Accruals quality (Accruals) is the negative value of the standard deviation of firm i’s
estimated residuals, Accruals=-o(V,,). A low negative value for Accruals

indicates good accruals quality.

4.3.2 Earnings Persistence

Earnings persistence captures earning. sustainability or recurring earnings.
Francis et.al (2004) indicate that persistence-have-a direct link to information risk.
Moreover, prior studies*in capital-market find that earnings persistence is positively
related to stock prices (Kormendi and Lipe, 1987; Collins and Kothari, 1989).
Following previous studies (Lev, 1983;';],0{(‘“ and Zarowin, 1992a; Ali and Zarowin,
1992b), earnings persisience can be meééured as the slope coefficient from a

regression of current earnings on lagged earnings.

X = ﬂO,i = ﬂflxlt—l *+ Vi (3)

Where;

X, = #irmsi’s net income before extraofdinary items in year t,

divided by the average total assets of year t.

X, 1= firmsi’s'netlincome before extraordinary items in year t-1,

divided-by:the average total assets of yeart:1.

The autoregressive model of order one (AR1) is used. Following Francis et.al
(2004), this study estimated equation (3) by rolling ten-year windows. The value of

the coefficient g, is used for measuring the earnings persistence (Persist). A greater

Persist value indicates more earnings persistence.
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4.3.3 Earnings Predictability

Lipe (1990) provides a measure of earnings predictability as it is reflected in
the variance of the earnings shocks (as variance increases, the predictability
decreases). Francis et al. (2004) follow Lipe’s study by measuring earnings
predictability using the square root of the estimated error-variance from the firm-
specific AR1 models of earnings like earnings persistence. In this study, earnings
predictability is equal the negative value of.the.standard deviation of the error from

equation (3). Predict = —av;). The interpretation.is that, a low negative value of

Predict indicates more prediciable earnings. More predictable earnings are viewed as

higher quality, while lessipredictable earniﬁgs are viewed as lower quality.

Although both predictability and persistence are measured by earnings and lag
earnings, the difference “beiween - predictability and persistence is that the
predictability of earnings.is-a-function of the average absolute magnitude of the

annual earnings shocks, whereas the time-series persisience of earnings reflects the

autocorrelation in earnings.

4.3.4 Smoothness
Francis et.ah(2004) measure smaothness as the ratio of the standard deviation

of earnings to the standard deviation of cash flow.

o(NIBE; / Asset; )
o(CFO, / Asset; )

Smooth;, =

(4)



47

Where;

lof = firm i’s standard deviation.

NIBE; = firm i’s net income before extraordinary items at year t.
CFO,, = firmi’s operating cash flow at year t.

Asset, = firm i’s average total assets.

Smoothness is calculated over rollingsten-year windows. Larger value of

Smooth indicates less earnings smoothness.

Prior research provides conflicting_‘yiews about earnings smoothness. On one
hand, earnings smoothness is a desirab_1e attribute. (Demski, 1998). In this view,
smoothness reflects the‘idea that managers use their private information about future
income to smooth out transitory fluctuations and thereby achieve a more
representative reported earnings number (Fréncji:s, Olsson, and Schipper, 2006). Thus,
smoother earnings indicate higher earnings q.l;li;l-ity that imply favorable attribute. On
the other hand, some Tesearchers view earnings smoothness as an undesirable earnings
attribute. For example, Leuz, Nanda, and Wysocki (2003) note that smoothness
reflects the extent to.which accounting standards allow managers to artificially reduce
variability in earnings, presumably to obtain some.capital market.benefits associated

with a smooth earnings stream. “Under ‘this "'view,“smoother earnings-indicate poorer

earnings quality that imply unfavorable attribute.

4.3.5 Value Relevance
Value relevance is based on the idea that accounting numbers should explain

the information that is impounded in returns (Francis et.al, 2006). Therefore, value
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relevance is the ability of one or more accountings numbers to explain variation in
stock returns. Following Francis and Schipper (1999), Collins, Maydew, and Weiss
(1997), and Francis et.al (2004), this paper measures value relevance as the value of
the explained variability of a regression of annual returns on the level and change in

earnings per share.

RET, '=0,; + 5, EARN 3, AEARN, , +V;, (5)
Where,
RET,,  =«fitm i’s 12 month return ending two months after the end
of fiscal year t.r.
EARN;, = firmi’s income_ Before extraordinary items (NIBE) in year

t scaled by markr.etj-value atthe end of year t-1.
AEARN; = chanhge in firm: |s income before extraordinary items
(NIBE) in year t é(;éléd by market value at the end of year
t-1.
This paper estimate equation (5) for each firm over rolling ten-year windows.
Value relevance equal the adjusted R? from equation (5); Releévance = R?i 5. Large

value of, Relevance..indicates.more value relevance earnings.

4.3.6 Conservatism
Conservatism is derived from BASU (1997) reverse regressions which use

earnings as the dependent variable and returns measures as dependent variables.
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EARN,, = a,; +a;;NEG,, + B, ,RET,, + B,,NEG,, *RET, +v,, (6)

Where;

EARN; = firm i’s income before extraordinary items in year t (NIBE)

scaled by market value at the end of year t-1.

e
m

®
1

1if RET;, <0 and 0 otherwise.

pe)

m

—
1]

firm-i’s 12 month/retusn ending two months after the end of

fiscal year t.

Similar to other earnings attributes, equation (6) is estimated on a firm-year
specific basis, using iolling ten-year windows. Following Basu (1997) and Francis

et.al (2004), the measure oficonservatism is the ratio of the coefficient on bad news to

; Large value of

(Bri + Bai)

the coefficient on good: news. Conséf\;aj;ism:
— 1,

Conservatism indicates more conservative earnings.

4.3.7 Timeliness

Agency‘theory suggests that financial statements including disclosure are one
main device to reduce the agencygproblem. Therefore, investors,should expect to
receive timely information formaking decision. However,! timely.'information is
costly. Thus, managers should trade off between degree of information in disclosure

and timeliness.

Earnings timeliness means the extent to which current-period accounting

earnings incorporate current-period economic value or income (Ball, Kothari, and
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Robin, 2000). From the definition above, the timeliness in this study measures as the
value of the explained variability from earnings on returns controlling for the sign of
those returns derived from BASU (1997) reverse regression in equation (6) by using

rolling ten year windows (Ball, Kothari, and Robin, 2000; and Francis et.al, 2004).

2

iteqs - Large value of Timeliness indicates more

Similar to relevance, Timeliness = R

timely earnings.

4.4 Control Variables

441 Firm Size

According to political/cost theory; Watts and Zimmerman (1986) suggest that
companies that are politi¢ally visible and subject to high political costs (which are
highly dependent on firm size) are Iikél’y"to disclose more information. Many
empirical studies have associaied disclosufé’guantity and quality, measured by a
disclosure index with firm size-and many have investigated the relationship between
firm characteristics and agency problems. For example,-L.ang and Lundholm (1993)
find that analyst ratingsiof disclosure are higher for firms that perform well, for larger
firms, firms with a weaker-relation between annual stock. returns and earnings, and
firms that issue securities. Black et.al (2006) investigates the cross-sectional
differences in Korean firms’“corporate governance practices andfinds that firm size,
risk and long-term profitability and need for equity capital are positively related to

better corporate governance.

Moreover, Hope (2003) observes a positive correlation between firm size and

the CIFAR index for annual report disclosure. Similarly, Hossain, Ahmad, and
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Godfrey (2005) find that voluntary disclosure of prospective information is related to
firm size. Finally, Veronina, Morris, and Gray (2005) measure the disclosure and
transparency practices of 102 listed Russian firms in 2001. They also investigate the
cross-sectional differences in their disclosure and transparency scores. Using a
checklist of 441 items from International Accounting Standards (IAS), they find that
the use of a Big-5 auditor, foreign listing, size, government shareholdings and
independence of CEO and board chair~are" associated with disclosure and

transparency.

This study expectsflarger firms to-have higher disclosures and transparency
scores (TDS adjusted) begause they are closely followed by financial intermediaries,
have more comprehensive disclosure standards in place to minimize the political costs
of noncompliance with generally accepted:'ac?_ounting principles (GAAP), and can
better afford the cost of voluntary disclosure (Aksu and Kosedag, 2006). In this paper,
size measured as the natural log of the firm’s market value of equity as of the end of

the firm’s fiscal year. Size = In(MVE). The expected sign is positive because larger

firms are expected to havethigher degree of-disclosure and transparency because the

benefits are expected tobe higher while the costs are expected to be lower.

44.2 Firm Growth

Market to book ratios (MTB) has been used in the literature as a proxy for risk
and growth potential. Core (2001) notes that a low ratio is associated with low growth
potential and high free cash flows under the discretion of insiders. Moreover, such

firms have little need for external finance and, thus, voluntary disclosure.
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According to agency theory, prior research should expect to see a positive
relationship between MTB and transparency and disclosure scores (TDS).® For
example, Berglof and Pajuste (2005) report that more information is publicly
available in larger firms, firms with lower leverage, higher financial performance,

higher market to book ratios and more concentrated ownership.

Contrary to the predictions of agenCy.theory, there is an argument that
suggests a negative relationship-hetween MTB and TDS because a low MTB can also
be considered a sign-of undervaluation by the market. The equity’s market value
might be low relative to its'bookivalue not-because of the firm’s low growth potential
but simply because future prospecis of thé firm are not properly communicated to the
public or there is a general undervaluation in the market due to local economic
uncertainties. In such cases, management rﬁ;':lynltake actions to increase disclosure and
transparency and put better CG practices in‘ac_;ti_(,)_n to remedy this unwanted perception

and its negative effeci-onfirm value (Aksu and Kosedag, 2006).

In this paper, market to book ratiosis proxy forGrowth. The sign is not

predicted due to the'mixed results of prior research-as mentioned above.

44.3 Leverage
Agency theory also suggests a strong link between leverage and disclosure

(Jensen and Meckling, 1976). In highly leverage firms, there is a higher demand for

® Size and market to book ratio are also important variables that explain excess returns both in
developed and many emerging markets (Fama and French 1993). As such, these two variables may also
act as controls for this omitted variable.



53

and supply of information and creditors themselves produce information about the
borrower. Furthermore, Jensen (1986) documents that as a result of monitoring by
informed creditors and strict debt covenants, the debtor firm have to commit itself to
the discipline of debt payments and cannot as freely expropriate the free cash flows.
Empirical studies have provided conflicting results about relationship between
disclosure and leverage. For example, Hossain, Tan, and Adams (1994) find a positive
relationship between disclosure and leverage: Hepe (2003) finds a weakly negative
relationship between these..two variables while. Ho and Wong (2001) find no

relationship.

In this paper, leverage is measured as the total liabilities to total assets ratios.

Leverage =TL,, /TA,,. The signof leverage is not predicted due to the mixed results

of prior research as mentioned above. e dy

4.5 Model for Testing Hypotheses

To test whether earnings attributes are negatively associated with the level of
corporate disclosure and transparency,.the S&P:T&D adjusted.scores are regressed on
the earnings attributes variables and control variables. The following models are used
for hypothesis testing, “‘Model 1713 used to test for the negative.association between
earnings attributes and total transparency and disclosure score (Hypothesis 1). Then,
model 2 is used to test for the negative association between earnings attributes and

three categories of S&P:T&D adjusted score (Hypotheses 2, 3, and 4).
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Model 1:

TDS _TOTAL,, = B, + B,Accruals; , + B,Persist; , + p,Predict; , + ,Smooth; ,
+ BsRelevance; , + BsConservatism; , + S, Timeliness; , + SgSize; ,
+ ByGrowth; . + B Leverage;, +dgs +dos +dg; + &,

Model 2:

TDS _OWN;, = B, + B Accruals, | + p;Persist;, + B;Predict; , + ,Smooth; ,
+ BsRelevance, | + fgConservatism; , + S, Timeliness; , + B;Size; ,

+ BoGrowth;  + f;,Leveragep+dys +dos +dy; + &,

TDS _FIN; = B, 4B Aceruals; . + 3, Persist; . + pyPredict; , + 8,Smooth; ,
+#B; Relevance, . + f,Conservatism, , + B, Timeliness; , + f,Size;
+ 46, Growthi; + fioleverage, , +dys +dgs +dg; + 55,

TDS _BOARD,; . = B4+ ,BlAccruaIsi’;-_nL B, Persist;  + p,Predict; . + B,Smooth; ,
# 3 Relevance;, + f8,Conservatism; , + 3, Timeliness; , + /3, Size;,
s J
+ [BoGrowthy; + Bigkeverage +dos +dog + do7 + &5

Tyl S

Where;

TDS _TOTAL-Lt = Total S&P:T&D adjusted scbres.

TDS_OWN,;, .= S&P:T&D adjusted scores in ownership structure and
Investor rights category.

TS, 1IN, = ~S&P:T&D adjusted.Scores.n financial and information
disclosure category.

TDS _BOARD,;, = S&P:T&D adjusted scores in board and management
structure and process category.

Accruals; = Accruals quality of firm i year t.

Persist; , Earnings persistent of firm i year t.
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Predict; , = Earnings predictability of firm i year t.
Smooth; , = Earnings smoothness of firm i year t.
Relevance, , = Value relevance of firm i year t.
Conservatism;, = Conservatism of firm i year t.
Timeliness; , = firm i year t.

In(MVE))

Size;

Growth, , market to book ratio

Leverage, , ed as the total liabilities to total

dos
dos
dor

ﬂUEJ’JVIEJVI‘ﬁWEJ’]ﬂﬁ
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CHAPTER YV
EMPIRICAL RESULTS

The purpose of this study is to examine whether earnings attributes are
negatively associated with the degree of ‘carporate disclosure and transparency of
listed Thai firms in SET100 index. The.degree of corporate disclosure and
transparency is measuredsby the S&P| transpareney.and disclosure scoring system.
Earnings attributes focus on heth accounting-based and market-based. This chapter

presents the details of empirical results.

5.1 Descriptive Statistics

¥

Table 1 Panel A presents a summf{fy— qf how the final sample was obtained.
This study use SET100 companies over-;:l-_years (2005-2008) for the empirical
analysis. In order | o —calculated—firm’s earnings atifibutes, 130 firm-years are
eliminated because their data are not available or incomplete data in the Datastream
database, SETSMART database, and the company’s annual registration statements or

annual report. The final 'sample is 270 firm-years observations which is equivalent to

67.50% of‘all sample.

Table 1, Panel B presents the sample firms classified by industry. Industries
are defined in accordance with the Stock Exchange of Thailand definition, and consist
of agriculture and food, consumer products, financials, industrials, property and

construction, resources, services, and technology. The majority of sample firms are
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property and construction (31.11%) while the consumer products industry has only

one firm (0.37%) in samples.

Table 2, Panel A presents the descriptive statistics of S&P:T&D adjusted
scores (TDS adjusted)* of overall sample (years 2005-2008). The highest possible
TDS adjusted score is 100, which is equivalent to 100% of 71 items (after deleting the
item which all firms get one point). The average.degree of TDS_TOTAL is 43.032%.
The three categories of TDS-seore have 22, 21, and 28 attributes, respectively. The
average score of TDS*OWN, FDS FIN, and TDS BOARD are 11.903%, 9.975%,
and 21.154%, respectivelys Table 2, Panel B to E presents the descriptive statistics of
TDS adjusted score of each year. The a\}erage TDS adjusted score in each year are
slightly different. It is interesting to:note that SET100 firms have low dispersion.

Table 3 presents transparency and disglg;sure scores classified by industry and
disclosure categories.-The standard deviation of TDS adjusted scores is presented in
the parenthesis. The TDS adjusted scores among industry have a slight difference.
The average total scores are from 36.854ato0 51.549. The financial firms have the
highest score "because~this’ industry ‘has ‘more regulations “than others while the
minimum seere+is~industrials-firms. Thesstandard deviation-0f~T'DS; FIN scores in
each industry is quite low compared with TDS_OWN and TDS_BOARD. This means
that the disclosure score of financial information categories of SET100 firms in each

industry is not diverse.

! In order to focus only on voluntary disclosure, the following question numbers of 3, 11, 12, 13, 14,
15, 30, 32, 39, 40, 44, 45, 47, 53, 54, 55, 58, 59, 60, 61, 64, 65, 66, 67, 72, 74, and 76 are excluded
from TDS scores since all firms get one point from each question.
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Using yearly data from 2005-2008, Table 4 presents descriptive statistics of
earnings attributes and control variables. In terms of accounting-based earnings
attributes, the average value is slightly different across the years. The absolute values
of the means (medians) of accruals, persistence, predictability, and smoothness are
0.115 (0.082), 0.379 (0.448), 0.063 (0.056), and 1.156 (0.910), respectively. The
absolute values of the means (medians) of market based earnings attributes; value
relevance, conservatism, and timeliness are.0.125 (0.060), 0.920 (0.058), and 0.093
(0.007), respectively. Unlikewvalue relevance and timeliness, earnings conservatism is
not consistent across the year The conservatism of SET100 firms decreases from year
2005-2007 and increases in year 2008. With respect to control variables, the sample
firms have a mean (median) size (In(MVE)) equal to 10.976 (9.795). The mean
(median) of firms’ growth or market to book ratio is equal to 1.632 (1.196). The
firms’ leverage or total liabilities to total 'a}ssegg ratio is equal to 0.539 (0.535). The
size and leverage of SET100 firms in each yearﬁre not much different, whereas firms’

growth begins to decrease.-in.year 2008.

5.2 Correlations

Table 5 reports-the correlation matrix for the variables: This study focuses on
the Pearsony correlations—because | the, Spearman-ranks correlations; are generally
consisterit with the Pearson correlations. Regarding to transparency and disclosure
scores, the correlation coefficients indicate that three categories of TDS adjusted
scores are significantly positively related to each other. The positive correlation
between total TDS adjusted scores and firm size (0.556) is consistent with positive
cost theory which indicates that larger firms disclose more information. The

correlation between TDS adjusted scores and firms’ growth is negative (-0.026).
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Moreover, the positive correlation between TDS adjusted scores and firms’ leverage
(0.176) is consistent with Jensen and Meckling (1976) that there is a higher demand

for and supply of information in highly leverage firms.

With respect to earnings attributes, Accruals exhibits a significantly positive
correlation with Predict, and Size and a significantly negative correlation with Smooth
and Growth. Overall, earnings attributes variables are significantly positively related
to each other except Smeeth: However, their correlation coefficients are less than 0.50
except correlation betweenAgcruals and Predict. They are significantly positively
correlated with Pearson €oefficient 0.671. The variance inflation factor (hereafter,
VIF) is tested to detect multicollinearity. /As a rule of thumb, A VIF greater than ten
suggests that regressor variables are highly correlated. This study finds that the VIFs
of the regressor variables in gach modéi.' 7doJ. not exceed the cut-off point (ten),
suggesting that there should be no serious multicellinearity on the following analysis

of regressions.

5.3 Regression.Analysis

The purpose of this study is to test whether there is the negative association
between the degree-of.disclosure and transparency and firms” eariiings attributes. Prior
to conducting the hypothesis testing, the assumptions of linear regression are tested.
The results show that the data sets do not violate the assumptions. First, the Durbin-
Watson coefficient value confirms that there is no autocorrelation problem. Second,
the mean value of residuals is zero. Third, this study employs White’s test and

Breusch-Pagan test to ensure that the heteroscadasticity problem does not exist.
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Moreover, the variance inflation factors (VIF) are lower than 10, suggesting that there
is no multicollinearity problem. Finally, the assumption of normal distribution of

residuals is justified based on the Central Limit Theorem.

5.3.1 The Relationship Between TDS Scores and Earnings Attributes.

The regression of transparency and disclosure scores on earnings attributes are
performed and shown in Table 6. The Tirst ecoltmn reports the model of total scores of
S&P: T&D adjusted scores (FDS_TOTAL). The-adjusted R? equals 43.4% (F=15.984
p-value=0.000). The -modelshows that accruals quality (Accruals) and earnings
smoothness (Smooth) aresnegatively significantly related to TDS_TOTAL. As a
consequence, this results supporis hypbthesisl that the earnings attributes are
negatively associated with'corporate disclosure and transparency measured by total
scores of S&P: T&D adjusted scores. This'"in'éqative significant relationship indicates
that firms with low accruals qualify-and high_,eér_nings smoothness have a tendency to
disclose more information. The negative relation between Accruals and TDS_TOTAL
suggest that firms with low aceruals quality provide more corporate disclosure. The
intuition behind this relatien. is the nature aef./accruals that the accruals are frequently
based on assumptions-and“estimations. 'The increasing of working capital accruals
indicates, mere~estimation and .errors of, estimation,~and: therefore dower accruals
quality (Dechow and Dichev, 2002). Vander and Marleen (2008) indicate that the
level of disclosure increases when the level of working capital accruals increases.
Therefore, the negative relation means that firms with low accruals quality have to
disclose more information in order to improve investor confidence in the reported
accounting information. The negative relation between Smooth and TDS_TOTAL is

consistent with Shaw (2003) who notes that firms with higher disclosure smooth
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income more aggressively compared to firms with low disclosure. Turning to the
control variables, the evidence shows that firms’ size (Size) and firms’ leverage
(Leverage) are positive significant in explaining the variation in TDS_TOTAL while
firms’® growth (Growth) is not. As expected, the positive association between
TDS_TOTAL and Size implies that larger firms with higher following by investors and
higher political costs of non-compliance or litigation will disclose more information
which is consistent with prier studies. inaddition, the positive relationship between
TDS_TOTAL and Leverage.smplies that firms with higher leverage have to produce

more information disclesurefor.creditors (Hossain et.al, 1994).

In order to test Hypothesis 2, 3,"and 4, this study disaggregated disclosure
scores into three broad  categories - following the S&P/T&D scoring system;
Ownership structure and investor rights-(:TD§_OWN), Financial transparency and
information disclosure (TDS_FEIN), and Board_ énd management structure and process
(TDS_BOARD). The resulis_of each category are shown in Table 6 Column 2 to 4.
The adjusted R®> of TDS_OWN, TDS_FIN, and TDS BOARD models are 35.3%
(F=11.649 p-value=0.000),:23.1% (F=6.88%_p-value=0.000), and 29.3% (F=9.080 p-
value=0.000), 'respettively. “The ‘adjusted R? of TDS_FIN médel is the lowest. The
result indigates~that, earnings-attributescan, explaingonly 23:1%-,0f; the variation in
TDS_FIN. This is probably due to the fact that some financial information disclosure
is already in financial statement. Moreover, the degree of disclosure in the financial
information category of SET100 firms has low dispersion. Thus, managers turn to
disclose more information in other categories instead. The result shows that only
Accruals has a negative significant correlation with TDS_OWN while size, growth,

and leverage are positively significantly related with TDS_OWN. These findings
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support hypothesis2. The negative coefficient of Accruals means that firms with low
accruals quality provide more information disclosure about ownership structure and
investor rights. Moreover, larger, high growth, and high leverage firms disclose more

information in this category.

Table 6 also presents the regression of the S&P:T&D adjusted scores in
financial and information disclesure (TDS_FIN) 0n earnings attributes. The result is
consistent with hypothesis*3. The finding shows the negative association between
earnings predictability (Predict)yand TDS FIN. The plausible explanation is that firms
with less earnings predietability will have a higher cost of equity capital than a
comparable firm with more earnings p;re'dictability (Affleck-Graves et.al, 2002).
Therefore, low earnings predictabifity firmé‘ have a tendency to offer more financial
information to investors and stakeholders.lv,ir-m--ngrder to enhance their confidence. In
sum, this model provides littie evidencé j'on- the negative relationship between
TDS_FIN and earnings attributes because Predict has a weak negatively significantly
associated with TDS_FIN while other earnings attributes are not significant at all. The
plausible explanation is that managers.of firms with.poor earnings attributes have
incentive to diselose more information whereas some financial information disclosure
in TDS, FIN categary. ‘is already- in the | financial statement” Thus, managers turn to
consider ‘non-financial information disclosure instead. For control variables, Size is
positive significant while Growth is negative significant in TDS_FIN model. This
means that low growth firms or undervalued firms will disclose more financial

information to signal their quality to market.
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The last column in table 6 reports the association between S&P:T&D adjusted
scores in board and management structure and process (TDS_BOARD) and firm’s
earnings attributes. TDS_BOARD is negatively significantly related to accruals quality
(Accruals) and earnings smoothness (Smooth) like the results of TDS_TOTAL model.
Size and Leverage are positively significant while Growth is negatively significant.
Overall, the results show that different forms of transparency and disclosure are

associated with different earnings attributes:

The negative -association between transparency and disclosure score and
earnings attributes in Table'6 iS consistent with the substitutive relationship that firms
with poor earnings attributes/wilt issue more expansive disclosure. In addition, the
analysis from table 6 also feveals that the significant results of TDS_TOTAL may be
driven by categories of TDS OWN and -'IfD,SrBOARD. The variation in terms of
disclosure in TDS_FIN is low since the stanq;ard deviation of TDS_FIN in table 2
Panel A is lowest. liis_probable that both firms having good and poor earnings
attributes equally provide the financial information to stakeholders. Thus, TDS_FIN is
not the main category that.drives the significant results of TDS_TOTAL. On the other
hand, SET100_ 'firms-are" required "to ‘eport “ether "information (non-financial
disclosure)sincluding disclosure about ownership-and+beard-in-arder; to conform to
corporaté governance principle. For example, SET issues “the circulars regarding to
the shareholder disclosure of listed firms in form 56-1 and annual report™ in

September 2005. This recommendation is made in order to follow the OECD CG

baseline. Moreover, SET also mandates “the corporate governance principles for

2 Source of information: The Stock Exchange of Thailand (SET), September 2005.
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listed company”?

in year 2006. These principles are revised from corporate
governance practices in year 2002 in order to be in line with OECD principles of
corporate governance year 2004 and World Bank’s recommendations from the
corporate governance-reports on the observance of standard and codes (CG-ROSC).
As a result, listed firms tend to provide more information especially, non-financial
information such as ownership structure, investor rights, and board responsibility and
process, to the stakeholders in order to eomply with CG principles and improve
investors confidence. From..the reasons above, it is plausible that non-financial
disclosures are more considered«in SET100 firms. Therefore, the association between
earnings attributes and _disglosure ‘in® @wnership structure and investor rights
(TDS_OWN) and the ‘assoeiation between earnings attributes and disclosure in board
and management structure and process (TDS: BOARD) are dominate in the association

between earnings attributes and disclosure in, financial information (TDS_FIN) in

SET100 firms.

In sum, the finding In Table 6 demonstrates the substitute relationship between
the degree of corporate disclosure and firm’s earnings attributes. This negative
relationship is consistent with' Chen et.al*(2002)-that’ investors demand additional
disclosures; o ~supplement theinformation~containedsin~earnings; when current
earnings’ are less informativeness, or when future earnings are more uncertain.
Another explanation for this negative relationship comes from the two lines of prior
research which indicate both corporate disclosure and earnings attributes can lower

cost of equity capital. Moreover, these two variables are within the discretion of

¥ Source of information: The Stock Exchange of Thailand (SET), 2006.
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management (Verrecchia, 1990) while earnings attributes are a function of the firm’s
fundamental characteristics that managers cannot control in short run. Therefore,
firms with poor earnings attributes have a tendency to issue more disclosure to reduce
the information risk which arises from their poor earnings attributes (Francis et.al,

2004) then, lower their cost of capital.

Furthermore, the finding of this study.andieates that accruals quality (Accruals)
is the most outstanding earnmgs  attributes which is negatively related to TDS
adjusted scores. The plausible reason is that accruals quality (Accruals) is priced by
markets and investors recognize it as the determinant of firms’ cost of capital (Francis
et.al, 2005). Moreover, ithe jaccruals cci):mponent of earnings are the product of
judgments, estimates, and allocations, thus it is subject to greater uncertainty than the
cash flow component (Dechow, 1994). Iri"éd_(%i_tion, accruals quality (Accruals) is a
more primitive construct for information ris:k _;:_oncerning cash flows than are other
earnings attributes “because it _captures variation _in_the imapping of earnings into
operating cash flows which'is a key element of the pay-off structure that investors are
interested in (Francis etial;»2004). Therefare, firms supplement their poor accruals
quality (Accruals) by disclosing'mere’information-in order to maintain their cost of

capital.and-strengthen investors' eanfidence;

From the results, it is interesting to note that only some accounting-based
earnings attributes are significantly associated with TDS adjusted whereas the market-

base earnings attributes are not significant in all models.
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5.3.2 Accounting-based Earnings Attributes versus Market-based
Earnings Attributes.

Similar to Francis et.al (2004), this study characterizes the earnings attributes
into two categories; accounting-based earnings attributes and market-based earnings
attributes. The accounting-based earnings attributes consist of persistence, accruals
quality, predictability and smoothness while the market-based earnings attributes
consist of value relevance, timeliness and censervatism. The implicit assumption of
accounting-based earnings. attributes is|that the function of earnings is the effective
allocation of cash flows tosreporting periods via the accruals process. Thus, the
measurements of accounting-hased “earnings attributes are typically based on
accounting information sueh as ¢ash or earnings only. On the other hand, the market-
based earnings attributes derive. from the implicit assumption that the function of
earnings is to reflect economic income as fe:’p're]s_ented by stock returns. Therefore, the
measurements of market-based earnings attrib_u;tes are based on the estimated relation

between accountingséarnings-and market price orreturns,

The evidence froms, Table 6 shows that only accounting-based earnings
attributes which ‘are“aceruals quality’(Accruals), ‘'earnings'predictability (Predict), and
earnings,smeothness (Smeath)-are significantly. associated jwith, /DS adjusted scores
in some ‘model while market-based earnings attributes are not. However, Cheng et.al
(2006) found the association between the difference in disclosure scores and abnormal
returns and indicated that the market was aware of firm’s disclosure level. Moreover,
the market-based earnings attributes usually take the returns or price as a reference
construct. Therefore, it is possible that market-based earnings attributes are correlated

with the disclosure scores. This raises the question about why market-based earnings



67

attributes are not associated with the degree of disclosure measured by TDS adjusted

scores (Table 6).

The regression results in Table 6 came from the models that regress TDS
adjusted scores on the earnings attributes which include accounting-based earnings
attributes and market-based earnings attributes simultaneously. Since the accounting-
based earnings attributes and the market-based earnings attributes are based on
different assumption, the influences of markei-based earnings attributes on TDS
adjusted scores may be‘subsumed by the ones of accounting-based earnings attributes.
Therefore, this studydistinguishes .the simultaneous. models into only accounting-

based earnings attributes models and market-based earnings attributes models.

In order to examine Whether markéft"bgsed earnings attributes related to the
degree of disclosure of SET100. firms. Th_is;_study provides the results of only
accounting-based earnings-attribuies and the results_of-only market-based earnings
attributes. Table 7 Panel A reports the regression results between TDS adjusted scores
and accounting-based earnings attributes with control variables. Overall, the evidence
in panel A is consistent-with results-from Table 6. Fhe adjusted R? are 42.7%, 33.2%,
21.9% and, 29 2% respectively. Hypotheses; 1+-2,-3, and 4,are-supported. It shows that
Accrualsiand Smooth are negatively significantly related to TDS_TOTAL. Moreover,
Accruals is negatively significantly associated with TDS_OWN. In TDS_FIN model,
only Predict is negatively significant. Finally, Accruals and Smooth are negatively
significantly related to TDS_BOARD. Panel B provides the regression results between
TDS scores and market-based earnings attributes with control variables. The models

provide the adjusted R? of 40.3%, 30.6%, 22.9%, and 26.1%, respectively. The
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findings show that the market-based earnings attributes are not significantly related to
TDS adjusted scores in all models, except in TDS_FIN model. Relevance is weakly
negatively related to TDS_FIN at significant level of 0.10. This result weakly supports
hypothesis 3. In sum, the accruals quality is the most outstanding earnings attributes
which is negatively related to TDS adjusted scores and the adjusted R? of TDS_FIN is
lowest in both models. The plausible explanations are as discussed in section 5.3.1.
Lastly, the evidence from Table 7 suggests ihat.the association between accounting-
based earnings attributes and-the transparency and. disclosure scores are predominant
relative to the assoeiation” between ‘market-based earnings attributes and the

transparency and disclosure scorgs:

5.4 Additional Tests

5.4.1 Corporate dis¢losure and tréhép}arency control for industry

As mentioned above, TDS adjusted |s :c_alculated from firms’ total scores of
S&P:T&D scores and_transform into percentage form.-Ia addition, the descriptive
statistics in Table 3 shows the variation in TDS scores of each industry. In order to
control for the differencessof industry, this study divides the firms into industry
groups. Then, the ‘average ‘score of each industry-is calculated. Firms having TDS
score abovegdndustry’smean.score will be used for testingjthe hypothesis. Therefore,
TDS adjusted score of each firm which is used for examining the association between
the degree of disclosure and transparency and earnings attributes; TDS (IND) equals

the difference between TDS adjusted score and average value of industry.

The association between disclosure and transparency and earnings attributes

examined by using TDS (IND) is provided in Table 8. The adjusted R? of all model



69

are quite low (4.4%, 15.5%, 8.9%, and 20.5%, respectively). For TDS_TOTAL (IND),
only Smooth is weakly negatively significant, while other earnings attributes and
control variables are not. In the second column, Accruals is negatively significantly
related to TDS_OWN (IND). Smooth is weakly negatively significant while Timeliness
is positively related. Control variables indicate that big firms and firms with higher
leverage are disclosing more information in ownership structure and investor rights
category. Moreover, Accruals and Prediet _are negatively significantly related
TDS_FIN (IND) whereas..Smoocth is  weakly negatively significant. The control
variables are not significantin this model. The result from TDS_BOARD (IND) model
indicates the negative significant relation between Accruals and TDS_BOARD (IND)

and the positive significant relation betweén--Persist and TDS_BOARD (IND).

Again, the findings suggest that"'jtfacl_sparency and disclosure scores are
associated with some earnings attribuies Whe[;_controlled for industry. In addition,
different categories 0f TDS adjusted scores are related to-different earnings attributes.
Unlike the regression results in Table 6, the Accruals in this model are not negatively
significantly associated® with TDS TOTAL (IND) but negatively significantly
associated with ' TDS_'FIN (IND) “instead. “This' means the difference in TDS_FIN
disclosure devel-is used, by-the-firms when firms are.compared to, industry disclosure
level. However, The overall results in this section are similar to previous section that
Accruals is outstanding in explaining the variation in the degree of transparency and

disclosure measured by S&P:T&D adjusted scores.
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5.4.2 Repeated measures consideration

The data of this study are consisting of the degree of corporate disclosure and
transparency of listed firms in SET100 index for years 2005 to 2008. In this setting,
the repeated measures problem in dependent variables might be occurring due to the
same sample in multiple time periods. In the econometrics view, these repeated
measures create the autocorrelation problem which affects the independence of

variables and causes the invalid hypothesis testing:

In order to mitigate attocorrelation problems which arises from the repeated
measure method, this study uses the change value in TDS adjusted scores, earnings
attributes, and control variables, to exémine the relation between the degree of
disclosure and earnings attgibutes. The changes model is as follow;

TDS(Chg); = B, + p,ChgAccrual si:fgrﬁZCthersist i + B5ChgPredict;

+ B,ChgSmoath ;- + S;ChgRelevance ; + S;ChgConserv atism;

+ p,ChgTimelin ess; + p;ChgSize,, # /,ChgGrowth ;
+ B,Choleverag e; + ¢;

The change in TDS adjusted scores, change in earnings attributes, and change
in control variables.arg calculated by sing the\data in year 2008 minus the data in
year 2005. The evidence of changes model is#shown in Tablé.9. The change in
earnings-persistence'is negatively ‘associated with“change“in TDS adjusted scores in
this model. Results in the first column shows that change in total TDS adjusted scores
increase when firms’ accruals quality and earnings persistence are getting worse. The
plausible explanation is that accruals quality and earnings persistence have a direct

link to information risk (Francis et.al, 2004). Poor accruals quality indicates less

mapping of earnings into operation cash flows while less earnings persistence is
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associated with less sustainable earnings. Therefore, firms’ disclosure is better when
their accruals quality and earnings persistence are worse in order to reduce the

uncertainty and enhance the investors’ confidence

The result in Table 9, column 2 is similar to Table 6 showing that firms’
disclosure in ownership structure and investor rights (TDS_OWN) is better when
firms’ accruals quality is worse. The resuli’in Table 9, column 3 shows the negative
association between changes—in finanz:ial information disclosure (TDS_FIN) and
change in earnings persistence.and chapge In earnings predictability. Based on the
result, change in firms’ ffinaneial: information disclosure increases when firms’
earnings persistence and earnings predicté’bility are worse. The last column shows that
disclosure in board and management struét_ure and process (TDS_BOARD) increases
when accruals quality and'earnings peréi%t‘erjlge are worse. Overall, the negative
association between changes in TDS adjusteﬁ_._séores and change in earnings attributes
confirms the substituie_relationship. The resulis from the-changes model which are
generally similar to the regression results In Table 6 suggest that there are no

autocorrelation problems in, this sample set. Therefore, the parameters estimation

shown in Table 6 ofthis-study is unbiased.



CHAPTER VI
CONCLUSIONS

This study examines whether the degree of corporate disclosure and
transparency is negatively associated with earnings attributes of listed Thai firms. The
S&P transparency and disclosure scores (S&P:iT&D) are used to measure the degree
of corporate disclosure and-transparency. Fiffiis’~earnings attributes focus on both

accounting-based earnings attributes and market-based earnings attributes.

The two researchsStreams providq the underlying rationale for the hypotheses
in this study. The first/identifies the relation between degree of disclosure and
transparency and firm’s cost of capital, W_Hi;lefthe second links earnings attributes to
firm’s cost of capital. Moreover, Verreclch"ia_.- (1990) demonstrates that managers
voluntarily expand disclosure to correct u‘ndervaluation by the capital market. This
study argues that managers have incentive to disclose miore information when firms’
earnings attributes are-poor in order 1o reduce the information asymmetry, reduce the
cost of equitys+andyincreasesfirms? value: T hus; ithis .study hypothesize that the
earnings attributes are negatively associated with corporate disclosure and

transparency.

In addition, this paper also disaggregates the degree of corporate disclosure
and transparency into three broad categories adapted from the S&P:T&D
classification: Ownership structure and investor rights, Financial transparency and

information disclosure, and Board and management structure and process and
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examines the association between earnings attributes and each above mentioned

categories.

The empirical results show that, on average, the degree of transparency and
disclosures of SET100 firms, especially financial transparency and information
disclosure (TDS_FIN) are slightly different. This suggests that SET100 firms have
low dispersion. The results are consisteni“Wwith the hypotheses. The degree of
disclosure and transparency.imeasured by S&P:T&D adjusted scores are negatively
associated with some~earnings.aitriputes of SET100 firms. Total transparency and
disclosure scores are negatively: associated with accruals quality and earnings
smoothness. Moreover, the results indicaite--that different categories of transparency
and disclosure associated with .different earnings attributes. The accruals quality
(Accruals) is the most outstanding earnings"ét"t_rjbutes which negatively related to TDS
adjusted scores. In addition, accounting-ba_s_e_;j_ earnings attributes are superior to

market-based earnings atiributes in explaining the variation4n TDS adjusted scores.

Overall, the resultsssupport the substitute relationship that there the TDS
adjusted score and“earnings attributes’ are negatively ‘associated. These negative
relationshipsyindicate that-firms.withspoer earningsgattributes issue;more expansive
disclosure. The finding of this paper is consistent with Chen et.al (2002) that the
disclosure is more useful for investors in assessing firm value when current earnings
are less informativeness, or when future earnings are more uncertain. In these settings,
investors are likely to demand additional disclosures to supplement the information
contained in earnings. Therefore, poor earnings quality firms might increase the

disclosure in their report to reduce the information asymmetry and conceal the poor
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earnings quality. In addition, the findings also confirm Shaw (2003) and Lang and
Lundholm (1993)’s studies which stated that firms with low earnings quality have

higher quality of disclosure.

The results are useful in various ways such as it can be a benchmark for future
comparative studies and will provide incentives for all firms to improve their
disclosure and transparency practices. Moreoverthe association of earnings attributes
and the degree of disclosure-and transaarency will_help investors to understand the
nature of firms and make an appropriatle investment decision. Finally, the evidence
has implications for regulators to set minimum disclosure requirements for firms in
order to improve the quality of disclosuregand transparency in Thailand.

¥,

This study examines only 'the assoc__ifatli.g)n between corporate disclosure and
transparency and earnings att‘r‘iputes of Iis_t?__q_:-l'_hai firms. The consequences of this
negative association such-as information asymmetry, cost of capital or firm value are

not examined. Future research might consider this issue.
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Appendix A
S&P’s Transparency and Disclosure Scorings Methodology

S&P:T&D scorings are developed from analysis of the latest available annual
reports, and assess the level of transparency and disclosure of companies in emerging
markets (Asia, Latin America, Central and Eastern Europe, and Africa) as well as
developed markets (Europe, developed Asia, and the U.S.).

S&P:T&D is evaluated by searching-company annual reports (both English
and local language) for the 98-passible attributes broadly divided into the following
three broad categories:

Ownership strueturetand investor rights (28 attributes)
Financial transparency andf!ilnformation disclosure (35 attributes)
Board and management struré_ture and process (35 attributes)

The S&P:T&D scorings witi eventUé:]ry‘;over about 1,500 companies from the
S&P Global 1200 Index and an additional T?%(_)_(_T)‘_Ieading companies in the S&P/IFCI
emerging markets index. The S&P Global 1200 represents/leading global companies
and includes the S&P 500, 150 companies in Japan, and 350 companies in Europe.
These 1,500 companies caver more than 40 markets and represent about 75% of the

world’s tradable market.capitalization.

Categories in S&P:T&D Scoring System
Total Transparency and Disclosure
Three Categories of Transparency and Disclosure
1. Transparency and disclosure in ownership structure and investors rights.

2. Financial transparency and information disclosure.
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Appendix A (Continued)

3. Transparency and disclosure in board and management structure and
process.

Twelve Subcategories of Transparency and Disclosure

Information on audito @

9. Board structure and ﬁ’ @

e
10. Role of thehoard &
. e N .

11. Director traﬂng and

U

12. Compensation:&-evaluation of exgeutive

AULINYNINYINT
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Appendix B

Criteria in S&P:T&D Scoring System (98 questions)

Ownership Structure and Investor Rights

Transparency of ownership

1.

2.

3.

10.

1%

Provide a description of share classes?

Provide a review of shareholders by type?

Provide the number.of 1ssued _;md authorized ordinary shares?
Provide the number of authori%ed but non-issued ordinary shares?
Provide the'par value of issuedj'_and authorized ordinary shares?
Provide thepar value of authori:éed but non-issued ordinary shares?

Provide the number of issued and authorized of preferred, nonvoting, and

other classes? J =

Provide the number of authorized.-b_gl_t;nqn-issued shares of preferred,
nonvoting, and other classes?

Provide thé par value of Issued and authorized of preferred, non-voting, and
other classes?

Provide the par value of‘authorized but nen-issued shares of preferred, non-
voting, and other, classes?

Does the company disclose the voting rights for each class of shares?

Concentration of ownership

12.

13.

14.

15.

Top 1 shareholder disclosed?
Top 3 shareholders disclosed?
Top 5 shareholders disclosed?

Top 10 shareholders disclosed?



16.

17.

18.

19.
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Appendix B (Continued)

Shareholders owning more than 10 percent are disclosed?
Shareholders owning more than 5 percent are disclosed?
Shareholders owning more than 3 percent are disclosed?

Does the company disclose percentage of cross-ownership?

Voting and shareholder meeting procedures

20.

21.

22,

23.

24,

25.

26.

217.

28.

Is there a calendar.of importaﬁt sharehelder dates?

Review of sharehoider meetings (could be minutes)?
Describe procedure for proposals at shareholder meetings?
How sharenolders convene an é?:(tnaordinary general meeting?

How shareholders nominate direbtors to board?

¢

Describe the process of puiting inquiry to board?

Does the annual report refer o or.af_ub_'-_.l_ish Corporate Governance Charter?
Does the'annual report refer to or publish Code.of Best Practice?

Are the Articles of Association or Charter Articles of Incorporation

published?

Financial Transpareney and Information'Disclosure

Business, focus

29,

30.

31.

32.

33.

Is there a discussion of corporate strategy?

Report details of the kind of business it is in?

Does the company give an overview of trends in its industry?
Report details of the products or services produced/provided?

Provide a segment analysis, broken down by business line?

34. Does the company disclose its market share for any or all of its businesses?



35.
36.
37.
38.
39.
40.
41.
42.

43.

Accounting policy review

44,

45.

46.

47.

48,

49.

50.

04

Appendix B (Continued)

Does the company report basic earnings forecast of any kind?

Does the company report basic earnings forecast of any kind in detail?
Disclose output in physical terms?

Does the company give an output forecast of any kind?

Does the company give characteristics.of assets employed?

Does the company-provide e?ficiency indicators (ROA, ROE, etc.)?

Does the company provide any industry-specific ratios?

Does the company disclose its plans for investment in the coming years?
Does the company disclose dé’:tails of its investment plans in the coming

years?

¢

do ir Aol

Provide financial information onigéarterly basis?

Does the company discuss its accounting poliey?

Does the company disclose accounting standards it uses for its accounts?
Does the company provide aceounts according to the local accounting
standards?

Does, the,company-provide-accounts, in-alternate, internationally recognized
accounting method?

Does the company provide each of the balance sheets by internationally
recognized methods?

Does the company provide each of the income statement by internationally

recognized methods?
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Appendix B (Continued)

51. Does the company provide each of the cash flow statement by
internationally recognized methods?
52. Does the company provide a reconciliation of its domestic accounts to
internationally recognized methods?
Accounting policy details
53. Does the company-@isclose r;lethods of asset valuation?
54. Does the -eompany disclosg information “on method of fixed assets
depreciation?
55. Does the company.produce coﬁ;solidated financial statements?
Related party structure and transactions
56. Provide a list of affiljates in Whiéjhf itj_holds a minority stake?
57. Does the company di_sclose the Qv_v:n_é.r_ship structure of affiliates?
58. Is there alist/register of related party transactions?
59. Is there a liSt/register of group transactions?
Information on auditors
60. Does the.compahny disclose the hame of.its auditing firm?
61..Does,the.company-reproduce,the-auditors’ repart?
62. Disclose how much it pays in audit fees to the auditor?
63. Disclose any non-audit fees paid to auditor?
Board Structure and Process
Board structure and composition
64. Is there a chairman listed?

65. Detail about the chairman (other than name/title)?
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Appendix B (Continued)

66. Is there a list of board members (names)?

67. Are there details about directors (other than name/title)?

68. Details about current employment/position of directors provided?

69. Are details about previous empleyment/positions provided?

70. Disclose when eaeh of the directors joined the board?

71. Classifies directors-as an exe;;utive or-an outside director?
Role of the Board |

72. Details about role of the board of directors at the company?

73. Is there disclosed alist of matt'-(j;rs-reserved for the board?

74. 1s there a list of board committéé_s?..;

75. Review last board meetifig (cou'r('i fb_ej_‘minutes)?

76. Is there an audit comrr_nittee? 5y
77. Disclosurée-of names on audit committee?
78. Is there a remuneration/compensation committee?
79. Names on remuneration/compensation committee)?
80. Is there ‘@nomination committee?
81..Disclosure of names on nomination-committee?
82. Other internal audit- functions besides audit committee?
83. Is there a strategy/investment/finance committee?
Director training and compensation
84. Disclose whether they provide director training?

85. Disclose the number of shares in the company held by directors?

86. Discuss decision-making process of directors’ pay?
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Appendix B (Continued)

87. Are specifics of directors’ salaries disclosed (numbers)?
88. Form of directors’ salaries disclosed (cash, shares, etc.)?

89. Specifics disclosed on performance-related pay for directors?

Executive compensation and eval ) ' ’
90. Li ior manage ard of directors)?

91

s

or mana ers disclosed?
92. Number of sharessield by the \\;c\u‘x disclosed?

93. n other affiliated companies by

\

94, ' (not board) pay?
95. Numbers of ma S 0 : salaries disclosed?
96. alaries disclosed?

97. Specifi &u nerformance-rel; rmanagers')
ﬂ‘lJEJ’J“/lEJWﬁWEJ']ﬂ‘i
ammnimummmaﬂ

i
98. Details of tm CEO



Appendix C

Summary of Variables Definition and Measurement

98

Variables Definition Measurement

TDS_TOTAL | Total transparency and Sum of S&P:T&D information items

disclosure scores disclosed in 3 categories excluding the
scores that equal 1 for all firms.
The three categories including information
of awnership structure and investor rights,
financial information, and board and
management process.

TDS_OWN S&P transparency and ~| Sum of S&P:T&D information items
disclosure'seores.in disclosed In‘ewnership structure and investor
ownership, sirtiCture and rights category excluding the scores that
investor righis | equal 1 for all firms.

TDS_FIN S&P transparengy and _Sum of S&P:T&D information items
disclosure'scores in .disclosed In financial and information
financial and'information "}dis_closure category excluding the scores
disclosure that equal 1 for all firms.

TDS_BOARD | S&P transparengy and Sum of S&P:T&D information items
disclosure scores in board | disclosed in board and management structure
and management structure - |*and process category excluding the scores
and process that equal 1 for all firms.

Accruals Accruals quality The negative value of the standard deviation

[~ . of firm i’s estimated residuals from modified
Dechow and Dichev (2002) model.

Persist Earnings persistent The slope coefficient from a regression of
carrent earnings on lagged earnings.

Predict Earnings predictability Tihe negative value ofithe standard deviation
of the error from a regression of current
earnings-on lagged earnings.

Smooth Earnings'smoothiess The ratio-of the standard-deviation of
earnings to the standard deviation of cash
flow.

Relevance Value relevance The explained variability of a regression of

annual returns on the level and change in
earnings per share.

Conservatism

Conservatism of firm

The ratio of the coefficient on bad news to
the coefficient on good news from BASU

(1997) model.




Appendix C (Continued)

Variables Definition Measurement

Timeliness | Timeliness of firm The explained variability from BASU (1997)
model.

Size Size of firm The natural log of the firm’s market value of
equity as of the end of the firm’s fiscal year.

In(MVE).
—— . |'Markeito'book ratio.
Growth Firms® growth >

Leverage Firms’ leverage “ al liabilities to total assets ratio.

\ |
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Table 1
Sample Description

101

Panel A: Sample selection of SET 100 firms from 2005-2008

N %
Number of firm years in the SET100 (2005-2008) 400 100.00
Data are not available (including incomplete data) (130) (32.50)
Final sample 270 67.50
Panel B: Sample firm years by |
Industry N %
Agro & Food Industry 15 5.56
Consumer Products 1 0.37
Financials 57 21.11
Industrials 12 4.44
Property & Constructio 84 31.11
Resources 22 8.15
Services 43 15.93
Technology 36 13.33
Total 270 100.00

AU INENTNEINS

PRIANTUUMINYAE
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Descriptive statistics d disclosure score

Full sample 2008 2006 2005
Mean S.D. Mean Mean S.D. Mean S.D.
TDS TOTAL 43.032 7.602 43.548 44,014 7.339 41.739 7.454
TDS OWN 11.903 3.195 12.131 12.148 3.248 11.379 3.152
TDS_FIN 9.975 2.442 9.814 10.233 2.148 9.971 2.391
TDS_BOARD 21.154 4.581 21.604 21.633 4.320 20.389 4.402
No. of obs. 255 62 64 63

= TDS TOTAL is total S&P:T&D scores

. TDS FIN is S&P: T&D scores in financial and information dIS os al
= TDS_BOARD is S&P:T&D scores in board and management struc_

ﬂuﬂ’.]‘lflﬂ‘ﬂ‘ﬁwmﬂ‘i
amaﬂn'ﬁm NN Y

¢0T



103

Average disclosure scores with t;|-oaeb<!(f3 iidustry and disclosure categories
Industry Aé](;g d& %Orgzmlér Financials Lndustrials Cpgr?sptiaté{ci%n Resources Services Technology
TDS _TOTAL 37.183 46.479 pim579 36.854 39.668 45.582 41.435 43.363
(8.744) - (5.804) (9.261) (5.720) (3.625) (5.768) (5.664)
TDS_OWN 11.925 11.268 144085 110.329 11.410 12.099 11.235 11.096
(4.962) - (3244) (4:427) (2.393) (2.446) (3.050) (2.653)
TDS_FIN 7.136 12.676 124028 §272 9.894 10.307 8.418 10.329
(2.348) - (@.484) (é._203) (2.141) (1.813) (1.640) (1.521)
TDS_BOARD 18.122 22.535 250437 * 17?53 18.363 23.175 21.782 21.937
(3.361) - 2.837) (4'.639);) (3.935) (2.971) (4.479) (3.227)

No. of firms 15 1 57 E5 84 22 43 36

Note: Standard deviation of TDS scores is presents in a parenthesis.

» TDS_TOTAL is total S&P:T&D scores.

= TDS_OWN is S&P:T&D scores in ownership structure and investor rights

» TDS_FIN is S&P:T&D scores in financial and information disclosure.

» TDS_BOARD is S&P:T&D scores in.board and management structure.and process.

€0t



Table'4
Descriptive statistics of earnings aitributesand control variables
Variables Full sample Year 2008 Y.eaL2007 Year 2006 Year 2005
Mean Median Mean Median Mean Median Mean Median Mean Median

Earnings Attributes:

Accruals -0.115 -0.082 -0.102 -0.068 -0.115 -0.086 -0.112 -0.087 -0.129 -0.085
Persist 0.379 0.448 0.400 Q474 1 0.395 0:461 0.366 0.445 0.353 0.380
Predict -0.063 -0.056 -0.056 -04047 -0.064 -0.051 -0.058 -0.054 -0.075 -0.065
Smooth 1.156 0.910 1.183 0.927 1.274 0.941 1.064 0.847 1.100 0.888
Relevance 0.125 0.060 0.144 0.064 0.104 0.064 0.119 0.065 0.134 0.039
Conservatism 0.920 0.058 2.063 0.031 0.229 0.030 0.411 0.075 1.036 0.075
Timeliness 0.093 0.007 0.070 0.024 0.129 0.018 0.104 0.017 0.067 -0.009
Control Variables: ¥

Size 10.976 9.795  10.492 9812=" “11458%  0.891 11.266  10.038  10.974 9.712
Growth 1.632 1.196 0.966 0.729 1.943 1.580 1.854 1.423 1.738 1.214
Leverage 0.539 0.535 0.532 0.535 0.522° 0.534 0.565 0.549 0.536 0.525

= Accruals is the negative value of the standard deviation of firm i’s estimated residuals from modified Dechow and Dichev (2002) model.
= Persist is the slope coefficient from a regression of current earnings on lagged earnings.
= Predict is the negative value of the standard deviation'of the error from a regression of cufrent earnings on lagged earnings.

= Smooth is the ratio of the standard deviation of earnings'to.the standard deviation of cash flow.

= Relevance is the explained variability of a regression.of annual/returns on the level and‘changein earnings per share.
= Conservatism is the ratio of the coefficient on bad'news to‘the coefficient of'good news from'BASU (1997) model.
= Timeliness is the explained variability from BASU (1997) model.

= Size is the natural log of the firm’s marketwalue.of equitysas-of the end ofithe firm’s, fiscal year:

= Growth is equal to market to book ratio.
= | everage is equal to the total liabilities to total assets ratio

104

v0T



105

TI)I?I'SKL ge\?ﬁ TFDIE_ B-(I—)I'DA\SR—D Conser-  Timeli- Size Growth  Leverage
vatism ness
TDS_TOTAL 0.644**  0.494** 0.785** 0.028 0.039 0.556** -0.026 0.176**
TDS_OWN 0.155* 0.198** 0.057 0.011 0.396** 0.290 0.236
TDS_FIN 0.076 0.061 -0.072 0.438**  -0.184** -0.029
TDS_BOARD -0.031 0.092 0.401** -0.140* 0.118
Accruals -0.099 0.013 0.196** -0.147* -0.019
Persist 0.007 -0.035 0.016 0.103 0.076
Predict 0.113* -0.031 0.044 0.168** 0.164**
Smooth 0.004 0.070 0.065 -0.104 0.065
Relevance 0.059 0.536** 0.023 -0.111 -0.027
Conservatism -0.035 0.050 -0.074 -0.047
Timeliness 0.048 0.021 0.051
Size ) 0.109 0.202**
‘o Q/

o AUBINTNINYINT
Leverage q |
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Table 5 (Continued)

= TDS_TOTAL is total S&P:T&D scores.

= TDS_OWN is S&P:T&D scores in ownership structure and-investor rights
» TDS_FIN is S&P:T&D scores in financial and information disclosure.

= TDS_BOARD is S&P:T&D scores in board and managementstructure and process.

= Accruals is the negative value of the standard deviation of'firm i’s estimated residuals from modified Dechow and Dichev (2002) model.
= Persist is the slope coefficient from a regression of gurrent€amings on lagged earnings.

= Predict is the negative value of the standard deviation of the'error from aregression of current earnings on lagged earnings.

= Smooth is the ratio of the standard deviation of earnings to the standard déi/iation of cash flow.

= Relevance is the explained variability of a regression of annual returns-onthe level and change in earnings per share.

= Conservatism is the ratio of the coefficient on bad news tg the coefficient 6r_1_,good news from BASU (1997) model.

= Timeliness is the explained variability from BASU (1997) model. _ '., '

= Size is the natural log of the firm’s market value of equity as of the-end of tﬁ_éff_irm’s fiscal year.

= Growth is equal to market to book ratio. L
= Leverage is equal to the total liabilities to total assets ratio.

90T
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Table'6
Regression of the transparency and disclosure scores en earnings attributes control year
TDS_TOTAL TDS_OWN TDS_FIN TDS_BOARD

Parameter Parameter g Parameter Parameter

estimates  Pvalue estiratts , | P/@IUe estimates  P7value estimates  P7value
Intercept 26.205 0.000 **=% FA77 | \LOOORSE™ 6.437 0.000 *** 15.140 0.000 ***
Accruals -11.922 0.011 ** 6,059 1 QOO 0.443 0.800 -6.306 0.046 **
Persist -1.087 0.330 -0.076. -+ 40880 -0.478 0.253 -0.534 0.478
Predict 4.074 0.695 1.250 4 0.789 -6.831 0.079 * 9.655 0.168
Smooth -1.082 0.005 #*** 0.184 1 0.280 -0.087 0.541 -0.812 0.002 ***
Relevance -1.357 0.337 0.123 f‘0.846 -0.760 0.152 -0.721 0.449
Conservatism 0.014 0.712 0.0137,..,0,448 0.014 0.313 -0.013 0.604
Timeliness 0.695 0.553 0.121 . 0.818 -0.523 0.233 1.098 0.165
Size 1.432 0.000 *** 0.428 'f_)‘ﬁpOQ x* 0.381 0.000 *** 0.623 0.000 ***
Growth 0.079 0.787 w0233 @éﬁ b il -0.317 0.004 *** -0.337 0.089
Leverage 5.797 0.004 *** 3,661 0—000 il -0.454 0.540 2.590 0.053
dos -2.968 0.006 ~#** ~-1.683 0.001 #**= 0.082 0.838 -1.367 0.059
do6 -1.215 0.255% = -1.148 QOT7 =t 0.412 0.302 -0.479 0.505
do7 -1.780 0.095 =.* -1.172 CIOISEE % (.109 0.784 -0.717 0.317
Adj. R-square

0.434 | 0.353 ' 0.231 0.293

Note: *** ** and * represent significance at the 19, 5% and 10%, respectively (onetailed test)

L0T
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Table 6 (Continued)

The regression being estimated is

TDS;,

Where;

Transparency and Disclosure Variables:

Earnings Attributes Variables:

= f, + pAccruals;  + S, Persist; . + g, Predict, -+ f,Smooth; g Relevance; ; + S;Conservatism; , + S, Timeliness; ,

+ PgSize;, + PoGrowth;  + fi,Leverage;; + dge + o + dgr +&;,

TDS i,tis dividing into four groups TDSATOFAL, TDS OWN, TDS_FIN, and TDS_BOARD

Y

TDS_TOTAL is total S&P:T&D scores. -

TDS_OWN is S&P:T&D scores in ownegship sifucture and investor rights.
TDS_FIN is S&P:T&D scores in financial and information disclosure.
TDS_BOARD is S&P:T&D scores in board and management structure and process.

Accruals is the negative value of the standard deV|at|on of f|rm I’s estlmated reS|duaIs from modified Dechow and Dichev (2002)
model. :

Persist is the slope coefficient from a regression of current earnings on lagged earnings.

Predict is the negative value of the standard deviation of the error from a regression of current earnings on lagged earnings.
Smooth is the ratio of the standard deviation of earnings to the standard deviation of cash flow.

Relevance is the explained variability of a-regression of annual returns on the level and change in earnings per share.
Conservatism is the ratio of the Coefficiention bad news to‘thelcoefficient on'gead news from BASU (1997) model.

Timeliness is the explained variability_from BASU_(1997) model.

Control Variables:

Size is the natural log of the firmis market value,of equity as of the.end aof the firm’s fiscal year.
Growth is equal to market to book ratio.
Leverage is equal to the total liabilities to total assets ratio.

80T
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dgs is the indicator for year 2005
dos is the indicator for year 2006
doy is the indicator for year 2007

7
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Table'7
Regression of the transparency and disclosure scores on accounting-based and market-based earnings attributes

TDS TOTAL TDS OWN TDS_FIN TDS BOARD

Parameter p- Parameter Br Parameter p- Parameter p-

estimates  value estimates+ value estimates  value estimates  value
Panel A: Accounting-based attributes: \
Intercept 25.183 0.000 *** 4193/ 0.000 *** 6.256  0.000 *** 14.735  0.000 ***
Accruals -12.489  0.008 *** ~qig0):; 0:602 % %% 0.241 0.890 -6.273  0.045 **
Persist -0.859  0.441 0.090 0.8§9 -0.486  0.245 -0.463  0.535
Predict 8.144  0.425 4242, (0:360 4 -7.315  0.057 = 11.217  0.102
Smooth -0.942 0.011 ** -0.159 0.34’;_1' -0.024  0.865 -0.759  0.002 ***
Control variables: A .
Size 1.414  0.000 *** 0.417,+:0.000, *** 0.386  0.000 *** 0.612  0.000 ***
Growth -0.087  0.757 0.597= 0.00'0{ "_T*’f* -0.286  0.007 *** -0.398  0.035
Leverage 5499 0.006 *** 3402 0.000:5?*5*k -0.498 0.501 2595 0.051 **
Adj. R-square 0.427 0.332; R 0.219 0.292
Panel B: Market-based attributes: — ——— -
Intercept 25.156  0.000 ***, 4945 0000 *** 7440  0.000 *** 13.071  0.000 ***
Relevance -0.832  0.547 I 0.009 0.989 -0.956 0.059 ~* 0.116  0.901
Conservatism 0.025 0.519 0.020 0.248 “0.012 0.404 -0.007 0.783
Timeliness 0.554 0.642 0.083 0.878 -0.471  0.280 0.942 0.239
Control variables:
Size 1.356  0.000_! **=* 0.365=" 0.000~ *** 0.364" 0.000 *** 0.628 0.000 ***
Growth 0.062 0.821 0.678 . 0.000 *** -0.348 .0.001 *** -0.268  0.146
Leverage 5.413, 0006+ *** 3:383 | 10.000p #** :0.810, »0.259 2.840 0.032 **
Adj. R-square 0.403 0.306 0.229 0.261

Note: *** ** and * represent significance at the 1%, 5% and 10%, respectively (one-tailed test).
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Table 7 (Continued)

The regression being estimated are:

Accounting-based earnings attributes; F

TDS;,

= p, + ByAccruals;, + B, Persist;  + psPredict + ,Smooth;  + £ 5128 + psGrowth; , + f;Leverage; , + &,

Market-based earnings attributes; |

TDS;,

Where;

Transparency and Disclosure Variables:

= B, + pRelevance; , + B,Conservatismy, -+ [)’BTimeIiness—iLt"Jr B,Size;  + psGrowth, . + psLeverage;, +&;,

TDS i,t is dividing into four groups DS TOTAL;, TDSL’OWN, TDS_FIN, and TDS_BOARD

TDS_TOTAL is total S&P:T&D scores.

TDS_OWN is S&P:T&D scores in ownership structure and: mvestor rights.
TDS_FIN is S&P:T&D scores in financial and information disclosure.
TDS_BOARD is S&P:T&D scores i1 board and management structure anc-process.

Earnings Attributes Variables:

Accruals is the negative value of the standard deviation of firm i’s estimated residuals from modified Dechow and Dichev (2002)
model.

Persist is the slope coefficient from & regression of cufrent-earnings on'lagged earnings.

Predict is the negative value of the standard deviation 'of the error from a'regression of current earnings on lagged earnings.
Smooth is the ratio of the standard deviation of earnings to the standard deviation of cash flow.

Relevance is the explained,variability of.a regression of annual.returns on the level and.change in earnings per share.
Conservatism is thexratio of the ceefficient on bad news to the coefficient on goadnews-from BASU (1997) model.

Timeliness is the explained variability from BASU(1997) model.

11T



Control Variables:

= Size is the natural log of the firm’s mé
= Growth is equal to market to book ratie

of the firm’s fiscal year.

= Leverage is equal to the total liabilities {@t0
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Table 8

Regression of the transparency and disclosure scores (AbavedMean of Industry) on earnings attributes

113

TDS_TOTAL(IND) TDS_OWN(IND) TDS_FIN(IND) TDS_BOARD(IND)
Parameter p- Parameter p*—r Parameter p- Parameter p-
estimates  value estimaieS.«" value estimates  value estimates  value
Intercept 3390 0.023 ** W13/ JO.Q2 RN =5 1.015 0.014 ** 3.083 0.000 ***
Earnings attributes variables: )
Accruals -4.804  0.183 -4.496 [, 0.020; " ** -2.161  0.045 ** -5,512  0.000 ***
Persist -0.462  0.612 0408 0.364 0.177 0.426 0.695 0.053 *
Predict 2.150 0.800 66598, 0.130 & -8.678 0.000 *** 3.012 0.304
Smooth -0.832 0.080 * 40.417 0.05§i1_ 3 -0.235 0.050 * -0.308  0.122
Relevance 0.091 0.943 0923 i G0968 & -0.303  0.417 0.070  0.875
Conservatism -0.001  0.975 -0.012 »70.279 FR 0.005 0.381 -0.005  0.546
Timeliness 0204  0.840 0.988— 0,033 *% 0074 0.813 0.259  0.487
Control variables: . —
Size 0.075 0.539 -0.055.* 0.384:;’._.._';__ -0.029  0.320 0.099 0.021 **
Growth -0.041  0.840 , 0.210 0.030 ** 0:000  0.997 -0.184  0.029 **
Leverage 0.256  0.900 - — " 0:579  0.180 0.235 0.735
Adj. R-square 0.044 0.155 0.089 0.205
N 118 = 123

Note: *** ** and * represent significance at the 1%, §%-and 10%, respectively (one-tailed test).
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Table 8 (Continued)

The regression being estimated is:

TDS(AIND); , = B, + pAccruals; , + S, Persist; + g, Predictyy + £,Smooth; .+ f;Relevance; ; + S;Conservatism; , + £, Timeliness; ,

+ PgSize;, + PoGrowth;  + f,Leverage;; + &

TDS(IND) i,t is TDS scores which is exceed average value dividing into four groups TDS_TOTAL(IND), TDS_OWN(IND),

TDS_FIN(IND), and TDS_BOARD(IND)

Where;

Transparency and Disclosure Variables:

Earnings Attributes Variables:

TDS_TOTAL(IND) is total S&P:T&D scereswhich'is exceed average value of industry.

TDS_OWN (IND) is S&P:T&D scores in ownership structure and investor rights which is exceed average value of industry.
TDS_FIN (IND) is S&P:T&D scores in financialand mformatlon disclosure which is exceed average value of industry.
TDS_BOARD (IND) is S&P:T&D scores in board and management structure and process which is exceed average value of industry.

Accruals is the negative value of the standard deviation of firm 1’s estimated residuals from modified Dechow and Dichev (2002)
model.

Persist is the slope coefficient from a regression of current earnings on lagged earnings.

Predict is the negative value of the standard deviation of the error from a regression of current earnings on lagged earnings.
Smooth is the ratio of the standard deviation of earnings to the standard deviation of cash flow.

Relevance is the explained variability.of a regression of annual returns on the level and change in earnings per share.
Conservatism is the ratio of the coefficient'on bad-news to the coefficient on good news from BASU (1997) model.\

Timeliness is the explained variability from BASU (1997) model.
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Control Variables:

= Size is the natural log of the firm’s ma ! alueof ¢ as of the end of the firm’s fiscal year.

= Growth is equal to market to book ratig
= Leverage is equal to the total liabilities tot0tal a

- -
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Table 9

Regression of change in transparency and diselosure scores on change in earnings attributes

116

TDS_TOTAL (Chg)

TDS OWN.(€hg)

TDS_FIN (Chg)

TDS_BOARD (Chg)

Parameter Parameter Parameter Parameter

estimates  P-Valug ot mbites D, Tt estimates  P-value estimates  P-value
Intercept 0.676 0.364 0.153 0.493 0.170 0.523 0.353 0.460
Earnings attributes variables: |
ChgAccruals -24.028 0007 43 , 8031 0.003 &= -1.422 0.645 -14.576 0.011 **
ChgPersist -8.593 0.004" ##** -0.’_3_,0'1 0.729 -3.820 0.001 *** -4.472 0.019 **
ChgPredict 6.395 0:672 1 1.422. 0.754 -9.767 0.075 * 14.740 0.133
ChgSmooth 0.145 0.747 0.1:25 0.201 -0.048 0.763 0.019 0.948
ChgRelevance -4.626 0.154 -0,819 » '0.399 -1.649 0.155 -2.158 0.299
ChgConservatism 0.042 0.701 -0.006  0.862 0.025 0.523 0.023 0.746
ChgTimeliness -0.719 0.727 == 0.18_3_‘,‘: . 0.761 -1.006 0.175 0.099 0.940
Control variables: e
ChgSize 4.086 0.000 *** 082§ .0.000 > 1.283 0.000 *** 1.978 0.000 ***
ChgGrowth -0.762 0.153 0.283° ~ 0.079 -0.470 0.015 ** -0.575 0.094 =
ChgLeverage 9.594 -05)25 = 0.626 0.618 , 2.646 0.080 * 6.322 0.021 **
Adj. R-square 0.507 w 0.496 » 0.448 0.465
N=62

Note: *** ** and * represent significanceat the 1%, 5%-and 10% respectively(ane-tailed-test).
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Table 9 (Continued)

The regression being estimated is:

TDS(Chg); = B, + B,ChgAccrual s; + B,ChgPersist ; + ggChgPredict; + #,ChgSmooth ; + B;ChgRelevance
+ fBsChgConserv atism; + S-ChoTimelin ess; + #,ChgSize + B,ChgGrowth ; + S, ,ChglLeverag e; + ;

TDS(Chg); is change in TDS scores (year2008 and year 2005) dividing into four groups TDS_TOTAL(Chg), TDS_OWN(Chg),
TDS_FIN(Chg), and TDS_BOARD(Chg) ¢

A

Where; =S
Transparency and Disclosure Variables: " ,a \
= TDS_TOTAL(Chg) is change in total S&P:T&D'scores.
= TDS_OWN (Chg) is change in S&P:T&D scores in ownersnj_p structure and investor rights.
» TDS_FIN (Chg) is change in S&P:T&D scores in-financial and.information disclosure.
= TDS_BOARD (Chg) is change in S&P:T&D seorés in board and management structure and process.
Earnings Attributes Variables: = SR ,
» ChgAccruals is change in firm i’s accruals guatity which estimated fromrmodified Dechow and Dichev (2002) model.
= ChgPersist is change in firm i’s persistence.
= ChgPredict is change in firm i’s predictability.
= ChgSmooth is t change in firm i’s smoothness.
= ChgRelevance is change in firm i’s relévance.
= ChgConservatism is changedn firm i’s conservatism.

ChgTimeliness is change inifirmii’s timeliness.

LTT



Control Variables:

= ChgSize is change in firm i’s size.
= ChgGrowth is change in firm i’s growth
= ChgLeverage is change in firm i’s leverage.
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is testing
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Hypothesis 1
(TDS_TOTAL)

Hypothesis 3
© (TDS_FIN)

Hypothesis 4
(TDS_BOARD)

Variables

-Srizsrf Results Sig
Accruals - Support **
Persist - Not support
Predict + Not support
Smooth - Support ~ ***
Relevance - Not support
Conservatism + Not support
Timeliness + Not support
Size + Support  ***
Growth - Not support
Leverage + Support Frk

Results Sig -Srizsrf Results Sig
“Not support - Support **
ot support - Not support
Support Fxk + Not support
ot support - Support Fxk
Not support - Not support
Not support - Not support
Not support + Not support
Support Fxk + Support Frk
Support Fxk - Support *x
Not support + Support *

Note: *** ** and * represent significance at the 1%
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