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Abstract

Purpose - The pupose of this paper it to examine whether information on inteliectual capital
(nov-financia! wformation on knowledge based resourcesy is disclosed i Danish [P0 prospectuses.
Further, to analyse whether this voluntary disclosure has changed in the period from 1999 t6 2001 and
o analyse what factors can explain the amount of disclosure in the prospectuses.
Design/mmethodology/approach — The paper uses content analysis fo compile a measure of
disclosure om each prospectus and statistical analysis to test whether there is an association between
disclosure and company fype, the existence of managerial ownership before the IPQ, the size of the
company or the age of the firr

Findings — Based on statistical analvsis, it is concluded that the extent of managerial ownership
prioy to the PO and industry tvpe atfects the amount of vohmntary intellectual capital disclosure, while
company size and age do not affect disclosure. The results are interpreted in the light of the increasing
tmportance of disclosing information on value drivers, strategy and ntellectual cupital to the capital
market and constitute a contribution to the ongoing debate on corporate reporting practices,
Practical implications — Since information on intellectual capital is already disclosed m PO
prospectuses this reporting form can be used as inspiration when an intellectual capital report 1
developed. The results also indicate that comypanics and their advisers belteve that this type of
wnformation is important in the capital market’s assessment of the company’s value, Further, ot i3
suggested that intellectual capital reports should be read in the context of the firr's strategy 1o the
same manner as an prospectus is read.

Originality/value — Very few papers have analvsed disclosure in prospectuses and it has heen from
a different perspective from this paper. Further, this paper analyses a time series of data and
demonstrates how the amount of disclosure has developed over the vears. Finally, the paper
contributes to the body of literature on what factors explain disclosure in general.
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Introduction

In recent vears, companies’ disclosure of informanon has ganed increased attention
due to globalisation and imtegration of capital markets, greater mobility of monetary
and actual goods, tougher competition, new dominating industries, and developments
m IT and the internet. Reports {e.g. Eustace, 2001; FASB, 2001; Upton, 2001} and
academic conimbutions {e.g. Lev, 2000; Beattie and Pratt, 2002a, b) have argued that
demand for external communication or miormation on knowledge-based resources is
growing as companies increasingly base their competitive strength and thus the value
of their company on know-how, patents, skilled emplovees and other intangibles. This
demand for external communication applies 1o both traditional annual reporting and
newer types of reporting such as ntellectual capital stalements, supplementary
business reporting and prospectuses.

The Scandinavian countries are often noticed for their practices with respect to
disclosure of intellectual capital {eg. Holland, 2004, p. 11} Especially the Danish
Government initiatives with publishing a guwdeline for intellectual capital statements
(DATL, 2001; DMSTIL 2003) has been highlighted as an example of state-of-the-art
disclosure models and business reporting (e.g. IhPiazza and Eccles. 2002, pp. 72-73;
Fincham and Roslender, 2003, p. 71L

In this paper, we analyse the disclosure of information in Danish imtial public
offering (IPO) prospectuses from the last 12 vears, primarily with respect to voluntary
disclosure of non-accounting information on knowledge based resources — also called
mtellectual capital. The methodology used in the analvsis 13 a disclosure index
consisting of 78 ttems. Disclosure index research in accounting and business reporting
praciices has been widely applied (Marston and Shrives, 1991; Guthrie ¢ @, 2004),
hecause such studies represent an aspect of disclosure quality that can be captured by
summary measures (Beattie ¢f al, 2002a).

The remainder of the paper is structured as follows. First recent trends in husiness
reporting are discussed and it is argued that the PO prospectuses should be studied in
order to gain insight mto the need for digclosure, Further, the section presents the
factors that will be taken mio consideration in explaining differences n disclosure. In
the following, two sections the methodology and the available data s described. Then,
the resuits are presented and analysed and the paper is concluded with suggestions for
further research.

Business reporting and companies’ external communication
The relative importance of physical assels such as plant, equipment and stocks,
compared o, for example, patents, skilled emplovees and strategic relationships, are
declining. These changes in value creation have led many companies fo experiment
with new modes of external communication — modes that convey information not
presently incorporated in financial reports. The alternatives vary from mass media
commumnication, via business reporting models and intemnet reporting to a wide
spectrum of stakeholders, to disclosure through investor relations meetings and
private meetings between company management and mstivtional investors and
analysts (lolland, 18997; Beattie, 1999; Beattie and Pratt, 2001},

Among others Blar and Wallman (2001, p. 59} have argue for the necessity of a
model for business reporting that reflects the dynamics of wealth creation and Gelb
{2002) have mdicated that supplementary disclosure is an important medium for firms



with significant levels of intangible assets. In relation to this, Galbraith and Memll
{2007) suggest that information on company strategy is incorporated into mvestors’
decisions, and that information on intellectual capital — especially management
experience — does have an effect on the valuation of the company. One of the
instriments that have been suggested as a tool both for identifying, managing and
reparting inteflectual capital and intangibles is the intellectual capital statement {see
DMSTI, 2003; Zambon, 2003).

Even though the precise definition of a report on intellectual capital in the literature
is connected with some ambiguousness, the statements that have been disclosed m
Demmark simce 1998 where Coloplast as the Arst firtn 15sued an mtellectual capital
statement have many similarities. Most often intellectual capital is defined as
knowledge resources, in the form of employees, custemers, processes or technology,
which the company can mobilize in its value creation processes. In practice intellectual
capital statements contain various finandal and non-financial mformation, ie. staff
turnovers and job satisfaction, in-service training, tuwrnover split on customers,
customer satisfaction, precision of supply etc. {see Bukh ef @/, 2001; Mouritsen ef af,
2001), as well as a substantial narrative part positioning the indicators within a
strategic framework.

There is no doubt that the general reporiing practices with respect to voluntary
disclosures is especially well-developed in Denmark and it might be argued that
studying the disclosure of intellectual capital in a Danish or Scandinavian context
would be misleading if generalized to a wider institutional context. However, this does
not necessarily indicate that the practices have influenced the decision-makers with
respect to disclosures in IPQ prospectuses, namely the investment banks. Furthermore,
it should be taking into account that the first Damish IC reports were published in 1998
while our sample spans more vears. Another nferpretation of the results from
studying a Danish context could be that is presently the Danish case may be the future
in other countries.

Various studies of investors' and analysts’ information demands indicate a
substantial difference between the types of information found in companies’ annual
reports and the types of information demanded by the market (Eccles e o, 200%;
Fecles and Mavrinac, 1995). In cooperation with the Institute of Chartered Accountants
of Scotland (ICAS), Beattie (1999) studied the ability of financial reporung 1o satigfy
users’ demands. The results illustrated that although non-financial miormation sull
has lower priority than traditional financial mformation; users consider disclosure
regarding risk factors and quality of management to be insufficient.

Theoretically, additional relevant non-financial information is expected to lower the
cost of equity capital {see Verrecchia, 2001} because mcreased disclosure lowers
investor uncertainty about the future prospects of the company and facihitates a more
precise valuation of the company (Botosan, 1997). Related to this argument, the
disclosure of information on intellectual capital is expected to reduce information
asymmetry and to enhance stock market hquidity and increase demand for companies’
securities (for example Diamond and Verrecchia, 1991). Both Botosan (1997) and
Richardson and Welker (2001} confirm this in that they conclude that the quantity and
quality of financial disclosurc is negatively related o the cost of equity capital for
companies.
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The [P0 prospecius

The 1PO prospectus has by Beattie {1999 as well as Cumby and Conrad (2001} been
suggested ag a “role model” for future reporting because companies are typically more
open and future-oriented in their [PO reporting. It has also heen claimed by Daily ef ol
(2003)that PO prospectuses are likely to be especially accurate because conpanies are
liable Tor any misleading or inaccurate informationgpAlthough the same could be said
about other reporting media including the annual report it can be observed that the
prospecius usually contains more information about future expectations regarding
market developments and earmings, strategic direction and mtent, management and
board composition, etc., compared to the annual report from the same firm. This is at
least the case for a number of Scandinavian prospectuses that have been exansned by
the authors of this paper. However, there are likely to be substantial differences in
national legislation and traditions with respect to disclosure n prospectuses. In a
recent study of disclosure in interim report of Greek finms by admission of securities o
Athens Stock Exchanges, Mavridis (2002) noted for instance that annual reporis as
they are used in other countries are not very common among Greek medium-sized
firms.

At the time of adnussion for Hsting on the stock exchange, the company publishes
its TPO prospectus in order to market the share to investors. An admission to listing on
the stock exchange offers a unique opportunity to study the amount and type of
voluntary information considered for disclosure io the capital market. Thus, Mather
et el (2000) argue that management has an incentive to present the company in the best
possible light in order to maximise the proceeds of the share issue {see also Aharony
ef al, 1993). Although this could lead to earnings management, managers of companies
mvolved in taking a company public have incentives to present the underlying
mformation in the most favorable light possible Mather ¢f af, 20080}, Thus, the 1PO
prospectus provides insight mto which types of infonmation are selected by a company
and its advisors for presenting the company in relation to investors and analysts.

Admission for listing on the stock exchange requires the company {0 report about
its achievements, skills and growth potential in a reliable and sober manner, in order to
demonsirate to investors that investing in the company will most likely generate a
competitive return, This effort to attract wmvestors 1s centred on the PO prospectus,
which clartfies the company's financial capability, performance, operation, skills, and
the resources through which it intends to prove continued growth and increased
shareholder wealth, With regard to this aspect, Ang and Brau {2002) show that greater
company {ransparency before the imtial issue decreases the fiotation costs of the IPO,
and Schrand and Verrecchia (2004) find that greater disclosure frequency in the period
prior to the IPO is associated with less underpricing.

The annual report has not only investors as ils readers as it also conveys
miormation to emplovees, potential emplovees, customers, the press and other
stakeholders. Compared to that the IPO prospectus have a more hrmted group of
readers than annual reports, and some differences in extent of disclosure can be
expected. Compared fo annual reports, prospeciuses can be expected w provide
additional disclosure of the company’s long-term soategy, a specification of leading
non-financial indicators relevant in assessing the effectiveness of the suategy
implementation, comprehensive disclosure on company risks, and a discussion of the
relation between leading indicators and future profits {Cumby and Conrad, 2001).



Drsclosure

A substantial body of research conducted from an information-economics perspective
has concenirated on studving why companies disclose more mformation than is
required by regulation.Un relation to IPO prospectuses, Jenkinson and Ljungquist
(2001) provides a comprehensive review of the lierature. In general, proxies for ex anfe
uncertainty such as, underwriter reputation (Megginson and Weiss, 1991} as well as
disclosure of earnings forecasts in IPO prospectuses (Clarkson and Merkley, 1994) have
beent shown to reduce under-pricing. Most under-pricing models (see Jenkmson and
Ljungguist, 2001) predict that reducing ex axfe uncertainty, for example by improved
disclosure, and reduces under-pricing. Thus, by increasing voluntary disclosure, the ey
anfe uncertainty surrounding an issue is reduced and thus the firm's need for
under-pricing also lessens_p

In this paper, we study the extent of voluntary disclosure in Danish IPO
prospectuses and investigate whether this can be explained by four control variables -
industry differences, managerial ownership before the PO, company size and
company age. The first factor, industry differences, has previously been used to
explain differences in disclosure m annual reports by Adrem (1999 and Cooke (1989)
because there are differences in industry disclosure norms (see Gibbins of af, 1993} As
mntellectual capital is regarded as being especially important in high-tech industries, it
is anticipated that IT and biotechnology companies will disclose more information
than traditional manufacturing and commercial companies. Further, since the
market-io-book valuez of IT and biotechnelogy companies are generally higher, the
disclosure of measures that lie owtside the traditional accounting realm 1s likely to be
relatively more important.

Turning to a corporate governance perspective, the second factor, managerial
ownership before the PO, may influence companies” disclosure practices and thus the
extent of disclosure 1 the IPO prospectus. The existence of some degree of managerial
ownership in the company is a mechaniam for ensuring management — shareholder
alignment of inferests {Demtrag ef af, 2000, p. 348). According to O'Sullivan (2000,
p. 409), we can expect less disclosure from management if there 18 significant
managerial ownership. In accordance with this tine of argument, directors of the board
who themselves do not own a substantial portion of the company can be expected to
encourage more intensive auditing and disclosure because thev are more likely to
perceive them-selves as fulfilling a monitoring role. Sinvilarly, Hossain ¢f ol {1994}, in a
study of listed Malaysian companies, conclude that the amount of veluntary disclosure
varies with ownership structure.

Other factors such as firm size and intemationalization are alse likely to influence
disclosure. Robb ef ¢f (2001), for instance, find that larger firms and firms with a global
{ocus provide higher levels of both forward-looking and historical non-financial
disclosures in their annual reports than other firms, while they in the same study only
find minimal industry and country effects.

This leads us to the third category of research, where company size has been related
to the amount of voluniary disclosure. Empirical studies date back to the 1950s, where,
for example, Anton {1954) concluded that one-third of large American and Canadian
comparnies regularly present resuits o stockholders while the corresponding figures
for small companies are one out of 20. Among the explanations are that larger
companies are more likely to have a wider ownership base, and that the costs of
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providing information are more prohibitive for small companies. The latter problem
tends to grow with increased disclosure.

However, another factor to be considered is that larger companies, when compared
to smaller anes, seem less risky to investors and have better access to resources. Small
companies thus have greater incentives {o reduce uncertainty by disclosure. This
argument presumes that a small companv - all other things being equal - should
disclose more mformation and more details on competitors than is the case for a large
company. These implications have been supported in studies by, for example, Ahmed
and Cowrtis (1999 and Adrer (1699}, However, not all studies conclude that the size of
the company is a signiticant factor in explaining voluntary publication of information,
For instance, Wallace {1988} and Stanga {1976) who conclude that size is nol a
significant factor in explaining differences in companies’ reporting between Nigeria
and the USA.

Finally, company age has often been seen as a proxy for rigk in the sense that the
more established companies are less risky. From this perspective, the extent of a
company’s disclosure is expected to be related to how many vears it has been m
business. For example, Kim and Ritter (1999, p. 430) provide evidence that
non-nancial information 1s of greater mportance in the valvarion of vounger
companies because forecast earnings work better for assessing younger companies
than historical earnings do (see Klein, 1996; Amir and Lev, 1896). Furthermore, Jaggi
{18497, p. 314) demonstrates that the number of vears the company has been in business
influences the accuracy of the forecasts disclosed in IPO prospectuses. These results
indicate that there might be a negative relationship between the age of the company
and the extent of its disclosure,

From the prior empirical research outlined above, the four hypotheses below are
developed. As none of the literature reviewed above relates directly to disclosures in
connection with IPO's, and because there are varying competing explanations the
hvpotheses are stated in the null form:

Hi.  Industry differences. There ts no association with respect to disclosure of
information on inteflectual capital between companies in high-tech industries
(IT and biotechnology) and traditional manufacturing and commercial
companies.

H2  Manageriol ownership. There is no association between the amount of
disclosure on intellectual capital and the existence of managerial ownership
before the IPO.

H3.  Company stze. There 1s no association between the amoumt of disclosure on
intellectual capital and the size of the company.

H4. Company age. There 13 no association between the amoumt of disclosure on
mtellectual capital and the age of the firm.

These factors have been raised and studied in the disclosure Ierature and can
contribute with insights with respect to understanding the mechanisms of disclosure in
connection with an [PO. While HI mught be explained by industry norms and
institutionalized disclosure practices and furthermore that there are significant
differences In competitive aspects across industry groups, the three latter control
variables (H2, H3, H4y primarily concern the mintmization of risk from the investors



perspective, Pre-IPO managerial ownership is an important factor, because it indicates
fo potential investors whether the people who know the most about the future
prospects of the company, namely its present management team, considers the
company a good investment, Age and size are proxies for the chance of the company
going bankrupt, e age concerns the history of the company and size relates to
whether il has artical mass to survive a fierce compeliltve environment over Lime.

Methodology

In the empirical part of this paper, a disclosure index is used to quantify the amount of
information regarding intellectual capital included in the prospectuses. This tool has
most often been apphed to quantify the extent of disclogure in annual reports {e.g.
Hossain ¢f af, 1994, Adrem, 1999). However, its application is not limited to annual
reporting, afthough i has also in been apphied to PO prospectuses by Cumby and
Conrad (2001} as well as Guo ef af. (2004), who studied productrelated PO disclosure
in biotechnology companies,

The disclosure index methodology consists of the ealculation of the number of
nformation-related items that a given report contains, based on a predefined hist of the
possible mndex items. [tems such as the distribution of turnover between geographical
segments, number of patents, and influence of research on staff satisfachon are
examples of tems, which could be included in the index. The number of ttems included
i the index varies between the specific studies. Barrett (1976), for example, includes
only 17 items m his index and i Cooke's (1989) study as many as 224 items were
included.

Further, the disclosure index can include only voluntary wmformation (Adrem, 1999;
Hossain ef @, 1994; Gray ef al, 1995; Guthrie and Petty, 2000}, mandatory information
(Wallace ef @, 1994), or both voluntary and mandatory information {Inchausti, 1997,
Beattie ef «@l, 2002b). See also Marston and Shrives (1991) for a more detailed
description of the use and methodology of disclosure indices. The particular research
design was chosen for our study because the disclosure index approach represents a
proxy for the quality of disclosure of intellectual capital in TPO prospectuses. When
applying such an approach, it is, however, important to consider the reliability of the
results and the objectivity of the study (Unerman, 2000). In the present study, these
criteria are handled through a thorough literature review, clear instructions in the
ceding process and vertfving the coding through separate coding by muliple
researchers.

It can be argued thal the amount of disclosure might not be an exact indicator of
disclosure quality (Beattie of aof, 2004, p. 2101 However, as we are concerned with
extent of disciosure, we find the disclosure index method to fulfill our requirements
satisfactorily. Beattie ef ol (2004, p. 213) also express concerns in relation to the ability
of a “one-dimensional” approach to the study of a complex, multi-faceted concept.
Thus, therr reservations relate 1o losses of detail In the data that such methods lead 1o
Despite this, Guthrie ef of (2004) suggest this method as a fruitful avenue for funare
research into voluntary disclosures in business reporting.

The disclosure index
There are no widely accepted theoretical guidelines for selecting items; therefore, the
successiul use of the disclosure index methodology depends on critical and cautious
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Table 1,
The disclosure index (78
itens)

selection of items (Marston and Shrives, 1991} As the focus of this article 1s voluntary
information, the choice of tems was based on a thorough mspection of the literature on
corporate disclosure {see Eccles and Mayrinac, 1995; AICPA, 1994; Blair and Wallman,
2001; Beattie ef al, 2002%; Beattie and Pratt, 2002a) and intellectual capital reporting
{Guthrie and Petty, 2000; DATI, 2001; Sveiby, 1997). Regarding mtellectual capital
statements, the experiences and results of the major Danish project concerning
intellectual capital statements (DATL 2001, DMSTL, 2003) were a major source of
insight. Since the analysis {ocuses on the volunlary extent of disclosure in PO
prospectuses, mformation required by the authorities was not incladed in the mdex.

In our study of the extent of voluntary disclosure of non-accounting information —,
e.g. information on knowledge-hased resources, strategy and processes — in Danish IPO
prospectuses, a disclosure index consisiing of 78 items was applied. Table | show that
these items were divided into six different categories and provide information on the
number of Hems in each category. All items i the disclosure index are histed in Table IL

The extent of disclosure was quantified as the percentage of recorded mformation
iterns found in the prospectus. In other words, the TPO prospectus is given one point if a
given index item 1s found in the prospectus and no points if the given item is not found
in the prospectus. This can be seen i the following formula, which was used to
calculate the index score of each PO prospectus:

Score = (i d,';‘M) X 100%,

il

where d; expresses item; with the value 1 if the item; was found in the PO prospectus in
quesiion and otherwise (. M expresses the maximum amount of mformation contained
in a prospectus, te 78 itemsa. However, if the index of items 13 sufficiently
comprehensive, every company 1s ranked equally whether the items are weighted or
not because an extensive list of items imphies gradual equalization (see Firth, 1979). For
example, Chow and Wong-Boren (1987) applied both weighted and non-weighted
incices and reached the same resulfs.

Data

The data consist of the IPO prospectuses from all stock exchange listings at the
Copenhagen Stock Exchange [rom 1990 until 2001, excluding the listings that pertain
1o increases m share capital and the listings of unit trusts. Unit trusts are also not
included as their objectives are significantly different from these of other companies.
No firm were introduced on the Copenhagen Stock Exchange in 2(812-2003.

ftems
Emplovees 27
Customers 4
T 3
Processes B
Research and development 9
Strategic statements i5




Percentage

Percentage

of ol
COTIpANIER Coniprinies
rasing mplcing
disclosure disclosure
Frplovecs (27 ifems) 17.8 [T theve tems) 168
Staff breaksdown by age 250 Description and reason for investments in IT 0.3
Siafl breakdown by seniority 14,1 IT systems 471
Stall breakdown by gencer 24 Software agsets 5.9
Staff breakdown by nationabity 59 Description of FT facilities 74
Staff breakdawn by depirtment 70.6 IT expenses 132
Staif breakdown by job function 17.6
Statf brealdowen by level of education R0 Processes feight itvns) 15.3
Rate af stafl furnover 74 Informatian and commumication within the company 191
Commients on changes in numbar of emplovees 16.1 Efforts related o the weorking environment 221
Staff health ond safety 74 Working from home 0.0
Abenc 1.5 Intermal sharing of knowledge and information 5.0
Stall interview 4.4 External shaving of knowledge and information 17.6
Statements of policy on competence development A9 Teasure of internal ov exterval folures BB
Description of competence development program and activities 26.5 nge benedits and company social programs
Education and training expenses 44 Envirommental approvals and statements/policies
Fdueation and trainmy expenses/nuonber of employees 15
Employee expenses/number of employees 8.8 Research and develofrment e Hems) EAN
Recruitment policies 147 Staternents of policy, sty andlfor vhijectives of R&D activities 412
HRM department, division or fanction 4.4 R&D) expenses 397
Job ttation opportunities 88 R&D) expenses/sales 206
Carver apporiunities 10.3 RE&D invested in basic reseapch
Remuneration and ingentive systens 676 R&L) fivested in product designddevelopment
Pensiong 10.3 Future prospects regarding RE&ED
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Perceninge

Percentage

of of
companies Companivs
making malking
disclosure cisclosure
Tnsurgnce policies 250 Details of company patents
Stateients of dependence on key personnel 44.1 Number of patents uncd Hevnaes ete.
Revenuesienployee 132 Patents pencling
Value addecd’employes 28
Stealegae sledements (13 fHers) 27

Customers (1.1 thems) 275 Description of new praduction technology 35.3
Number of customers 7.1 Stateients of corporate quality performance 1.2
Sales breakdown by customer 74 Stratepic alliances 6.1
Annual sales per segment or prodoct BOY DObjectives and reason for strategic alliances 453
Average customer size 29 Comments on the effects of the strategic aliances 09
Dependence on key custoners 41.2 Description of the network of suppliers and distributors 66,2
Diseription of custorner involvemaent a0 Statementls of image and brand an2
Prescription of custamer relaticons 471 Corporate cultire statements 8.8
Education/training of cistomers 13.2 Best practice 29
Customersivmployees 1.5 Organizational slructure 0.6
Value added per customer or gegiment VLT Utilisation of energy, raw mitterials and other mput goods 14
Mirket share (%) 171 Investment in the environment 10.3
Relative market share 32.4 Deseription of commumity fuvalvomemt 1.4
Market share, hreakdown by country/segmeniproduct 19.1 Information on corporate sovtist responsibility and objective 1.5
Repurchase 548 Deseription of employver contractsfcontractual jssues 5.0




The full list of [POs was obtained from the Stock Exchange, and the actual 68 PO Disclosure of
prospectuses were cbtained either from the companies themselves or from the information
underwriting banks. For the purpose of our analysis, we only considered the disclosure

in the [PO prospectuses, The average disclosure of all the indicators included i our

disclosure index is 22 per cent, varving from Lundbeck's {Danish pharmaceutical

company, PO in 1999 prospectus, which discloses 51 per cent of the proposed

voluntary mformation items, to Sparekassen Svendborg's (Danish bank, IPO m 1990), 723
which does not disclose anv of the items at all. Of the overall categores of the
disclosure index, “strategic statements” and “customers” are the information categories
where most information is disclosed, both averaging 28 per cent across the total sample
{see Table Il for all sub-totals and disclosure percentages}.

Table III classifies the PO prospectuses by mdustrv. It shows the increasing
importance of IPO's within the IT and pharmaceutical sectors in most recent vears.
However, when the time period is taken as a whole, it is still the production and trading
companies that dominate listings on the stock exchange, encompassing 44 1PO listings
out of 68,

Descriptive  statistics for the three conlinuous variables “age”, “size”, and
*managerial ownership hefore the IPO” are shown in Table IV, In most cases the
data for these variables were contained in the prospectus but otherwise the frms were
contacted or the data were obtaimed from the Danish register of finns with lmited
Hability.

Results

In Table V, the average disclosure per prospectus has been calculated as described
above and divided into the six different categories depicted in Table L In interpreting
the data, it should be kept in mind that although all Danish PO prospectuses over a

Pharmaceutical T and Trade and
and research® technology” sorvice’ Production No. of [POs
2001 3 ] 4
2000 3 3 1 7
1999 1 4 3
1998 1 £ 4 4 13
1997 1 1 1 ] 4
1996 1 1 4 6
1965 2 4 4 1a
1594 4 4
1962 1 1 2
1992 2 2
1891 3 2 3
19490 4 2 6
No. of IPOs 7 17 24 20 68
Notes:
* Pharmaceutical companies, biotechnological companies and other types of research companes; Tahile 111,
" software companies, hardware companies, internet compames and other kinds of 1T and  Number of prospectuses
mgh-technologncal compames; © trade companies, wholesalers, banks and other kinds of service classified by type of
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Table IV.
Descriptive statistics

12-year period have been mchided the small number of observations hmits the
conclusions that can be drawn.

Table V shows that ihe toial amount of information has increased during the overall
period within all categories. This development 18 especially predominant for the
categories employees, strategic statements and R&D.

There is, however, a break point in the trend. Across all categories, there 15 a
decrease m disclosure from 1999 o 2001, Using standard regression analysis and
applying a trend dummy variable for the last two vears, we found a significant
difference in the slope. The regression analysis vields the equation:

Disclosure(Yy = 3.484+ 2087t — 652D+ ¢,
T-test vakues - (7000 (=247

where : D = 0(t = 1990-1999) and D = 1t = 2000-2001)

A possible explanation is that uniil 1999 disclosure of Information on intellectual
capital was a simple way of signalling an attractive IPO n the same way that that the
mere naming of compantes as “dot.com” atiracted investors {see Lee, 2001). However,
after the tech stock crash, behavicural patterns might have changed so radically that
even though there was not a great difference in the tvpes of companies going public
before and alter the break point, after the break pomt there was measurable reluctance
in disclosing the types of information that the “dot-com’s”™ used to disclose.

Variabies Mean  Std. deviation Mm Max  Variance
Disclosure 863 { 40 7474
Size (no. of emplovees) 250086 7 17064 6254208
Age {vears) 2757 i 149 7713
Managenal ownership prior to the IPO (%) 3484 0 00 1,21382

Table V.

Average number of ttems
per prospectus for cach
vear

Max. items  Employees  Customers  IT  Processes  R&D Soategic statements Total®

Yeur &7 {14) &) Y {® 3551 {78
2001 18 3.8 0.8 08 39 2.0 19.0
2000 73 2.0 0.3 18 4.0 a8 214
1999 88 2.8 1.2 20 2.8 74 3.6
1948 6.6 18 08 16 18 a4 21.1
1997 43 4.5 1.3 13 23 a8 183
1996 42 25 1.2 15 2.2 43 16.8
199 30 4.4 0.8 14 16 37 14.9
1994 50 3.0 1.3 0.3 (.5 22 130
1993 15 3.0 10 14 0.0 44 114
1992 20 40 0.3 4.5 15 30 115
19491 20 20 .6 G4 44 16 6.6
1990 23 22 0.8 0.3 0.3 15 7.8

Note: ® There are some minor variances in the cross-totals because of rounding ervors




As indicated in Table VI, there is a difference in the level of information between the
different industry categories. The number of observations 1s rather small, but the
difference with respect (0 disclosure between socalled traditional sectors, e
manufacturing, commercial and service companies, and high-tech sectors, te [T,
technology, pharmaceutical and biological engineering is statistically significant.
These differences are consistent with the studies by Cooke (1989, 1991} and Meek of &
(1995) who also concluded that the ratio of voluntary disclosure vanes across
industries. Since the number of Danish TPO prospectuses is Hmited it was decided to
aggregate the initial four industries into two main sectors, the high-tech comprising
and low-iech sectors for the remainder of the analysis.

Andalvsis of company characteristics influencing disclosure

An analyvsis of variance (ANOVA), controlling for technological type of the company
{high-tech/lowtech), was used to test if the extent of managerial ownership before the
PO, company age and company size mifluenced disclosure. In order to conduct the
ANOVA analysis, we divided the data on the independent variables into discrete
groups in order to determine whether there is an effect on disclosure as the presumed
dependent variable,

The extent of "managerial ownership before the IPO” was classified according the
existence of such managerial ownership in the company at the time of IPO or not. This
variable was thus measured as either “no pre-IPO managerial ownership” or “pre-IPO
managerial ownership” in the cases where this was present. The variable ‘company
age’ was measured in vears and operationalised by distinguishing between voung
companies and old companies where enterprises aged less than 20 years were
considered as voung companies. Lastly, “company size” was treated by dividing the
data into small companies — of less than 250 employees — and large companies — of
250 employees or more.

HY Industry differences

The independent variabie “technology type” has a significant influence on the extent of
disclosure, high-tech companies disclosing almost twice as much mformation (31.7 per
cent) as low-tech companies {164 per cent). It is not surprising that this varable is
significant, as we were able to group owr mndustrial categories according to this
characteristic i the previous section. Moreover, this result may be compared to those
of other studies indicating that investors and analysts engaged in knowledge-intensive
mdustries — for example technological and pharmacewiical companies — find

Strategic Disclosure
Employees Customers [T Processes R&D statements Total (o)

IT and technology

=17 7.G 35 07 19 37 6.3 2.7 330
Pharmaceutical and

research (1 = 7) 53 20 07 1.3 6.5 3.3 i) 276
Production (n = 20} 3.1 4.2 18 15 15 1.4 156 204
Trade and service

{n = 24} 3.8 2.8 9 (n 48] 23 104 133

Disclosure of
mformation

Table VI,

Average amount of
disclosure by imdustry
and category
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non-financial mformation especially relevast for estimating the vahe of these types of
companies (Mavrinac and Bovle, 1996; Mavrinac and Siesfeld, 1997).

The difference between sectors alse supports that companies with more intellectual
capital need to disclose more voluntary non-fimancial information because mereased
information can help to reduce investors’ uncertainty and, thereby, ensure that the
company in question does not have 1o pay a high premium due o investors’ percetved
information risk. However, the difference could also be that mdustry norms for
disclosure {see Gibbing ef of, 1000) affect the firm's disclosure as 13 suggested by
Mather ef @l (2000) who find mdustry differences in the use of graphs in Australian
IPO prospectuses.

H2. Managerial ownership

The extent of managememt ownership before the PO was also found to have
sigmbicant mfivence on the amount of discloswre. Companies where management had
an ownership share m the company at the time of hsting on the stock exchange
disclosed more information on intellectual capital. Note that this result s quite
swrprising and contrary 10 the Ihterature previoushty cited (Demirag ef of, 2000,
(FSullivan, 20005, Our statistical analysis indicated that managerial ownership prior to
the PO had a positive eifect on the companies’ disclosure. A company where
managerial ownership was present prior to the IPO disclosed on average 26.4 per cent
as opposed to 17.1 per cent for the companies without managerial ownership before the
IPO. The question of why this was the case cannot be answered within the context of
this study. One possible explanation, however, might be that managers have a greater
incentive to market the company, as the resulting lower cost of capitad will directly
affect their profit from the offering.

H3. Company size

The analvsis did not find significant correlation between “company size” expressed in
teris of number of employees and the extent of disclosure Since the number of
observations 1s hmnted, the possible disconfirmanion of Verrecchia's (1983) propnistary
costs theorv, furthermore confirmed by, e.g. Inchaust (19973 should be taken as a
tentative conclusion. However, the regults should be viewed n the light of the specific
situation of the companies at the time of the publication of their IPC prospectuses, The
compames in our study are aboul to be hsted on the stock exchange, hence although
they nevitably differ relative to company size, regardless of the size of the company,
the flotation costs are very similar.

Ha, Company age

Also, our analysis did not find any significant difference with respect to the
mndependent variable “age”. In relation to the perceived nsk of investing 1 a company,
age is a part of documenting that the company has been, and therefore i the future will
be, able to sustain itself, Our results thus indicate that the hastory of the company does
not maiter to the capifal market, although the track record of companies 1
continuously emphasized by capital market actors. This might mdicate that it 1s the
track record of present management team or the managing Jirector, rather than the age
of the company that matters. No previous studies have elaborated further on this
aspect, wherefore it 18 an interesting avenue for further investigation.



Discussion Disclosure of
The results of our analyses lead us to three tentative conclusions. First, the results information
regarding mdusiry differences supports the proposition that intangibles-intensive

campanies need to disclose more non-accouniing information (47} Possibly, in order to

lower therr risk premum, Second, there was an indication thaf management ownership

creates incentives for greater disclosure (HZ2). This result was in opposition to previous

fimdings, but could, possibly, be explained by the fact that the time of IPO), which is our 727
specific focal point, 1s 2 unique case. The reasomng behind this 1s that management has
a greater incentive o disclose information when they o will profit from the stock
market histing. They are thus more interested i conveying the mtrinsic value of the
company to the stock market. Interestingly, this difference does not prevail for the
high-tech companies — something that could have been expected — as the PO profits
generally are assumed (o be greater there. Thus, we can also conclude that the
technology factor weighs more than the ownership factor when 1f comes to the extent
of disclosure.

The result that “size” (H3) and “age” (H9) are not significant mdividually
contradicts a number of earlier studies {Ahmed and Courtis, 1999 Adrem, 1999; Kim
and Ritter, 199¢; Jagg:, 1997). Although it is importan( to note that ouwr conclusion is
haged on a rather small dataset, it could indicate that there are other organizational
characteristics, which are more decisive. Qur analysis indicates that mdustry
characteristics plav a greater role in the assessment of how much information
companies should disclose in order to facilitate the capital market’s valuation analvses.
The results indicate here that it is the old/large low-tech compantes, which distinguish
themselves from the other three possible categories. This result is in accordance with
the cost of disclosure theory, which states that the costs for this type of company will
be relatively lower.

Concluding remarks

Voluntary disclosure of information on miellectual capital in Danish IPO prospectuses
has mereased substantially in the last decade. This development can partly be related
to the fact that relatively more IT and pharmaceutical companies have been listed on
the Copenhagen Stock Exchange in the later yvears covered by our study, but also that
the prospectuses of these tvpes of companies generally include more information on
miellectual capital. These results correspond to the suggestion in the hterature that
companies relying mainly on intangible assets for value creation — for example
highlv-educated stafl, R&D, patents etc. — have to disclose more vaned
non-accounting information in order to reduce information asvmmetry between
management and external stakeholders.

Our analysis showed that grouping the companies into high-tech and low-tech
sectors, revealed significant differences between Ingh-tech and low-tech sectors with
regard o the disclosure of voluntary non-accounting information. Likewise, the extent
of management ownership before the TPO had 2 significant influence on the extent of
voluntary non-accounting disclosure n the PO prospectuses. On the other hand, age
and company size were found insignificant. The four control variables included mn the
study relate to hypothesis regarding industry norms (47) and the minimization of
mvestor wcertainty (H2, A3, A,
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In relation to the fuiure development of business reporting practices, DiPiazza and
Eccles (2002) advocate for an approach that considers differences in relevance of
information acress indusires as is also reflected in the industy differences that we
find, Pre-IPO managerial ownership (HZ) concerns the mininmizing of uncertamnty for
potential investors as it indicates whether management has money on the line too. Qur
results indicate that when management has money on the line, they tend to disclose
more information on intellectual capital.

An influence of size on the extent of disclosure could be evidence of the much-cited
cost of disclosure theory (see Verrecchia, 1983). However, as our results were
mdecisive, they might indicate that the cost of disclosure theory does not have a
significant fmportance m the present era of more advanced accounting systems and
instant reporting. Finally, the variable age was indecisive as well. This might be
attributed to the fact that analvsis and investors do not regard the too distant past of
the company mmportant, Furthermore, the suggestion was made that perhaps it was not
the age or track record of the company itself that mattered, but rather 1t was the track
record of the existing management team that was the focus of the capital market. As
these possible explanations could not be tested using the approach adopted in the
study they can be suggested as areas for future research.

It is often stated that the current level of mandatory digclosure of information is not
suffident to convey a true picture of the company's present value and future prospects
and thai supplementary information on, e.g. intellectual capital should be disclosed.
However, at the same Ume, there are reservations as to whether supplementary
business reporting is a credible means of voluntary disclosure and whether indicators
of such information are relevant. Therefore, this paper has focussed on the reporting of
stch non-accounting mformation in PO prospectuses as information disclosed here
was suggested to comprehend information that the capital market would find
mportant. As firms issuing the PO prospectus atterapt o address the needs of the
capital market, we believe that the actual disclosure practises in IPO prospectuses give
msights info the capital market's need for mformation.

The disclosure of information on intellectual capital in PO prospectuses, which has
been the focus of this paper, indicates that companies and their advisors believe that
this tvpe of information is important 0 the capital market’s assessment of the
company's value. However, tn order to be more specific about the motives behind the
disclosure of intellectual capital, in IPO prospectuses and other supplementary reports,
for example, intellectual capital statements, and about how this ormation will form
the basis of the market's assessment of the company, #t is pecessary to ook more
directly at the work of the analysts and mvestors. This could be done using research
interviews as was done, eg. by Holland (2004} who provides evidence that both
analysts and fund managers consider information on intellectual capital in their
fundamental mosaic of information, which is the comerstone of their discussions with
and about the company.

Finally, a more detailed understanding of companies’ motives for disclosure as well
as analysts” and investors need for informaiion should make the ink {o the companies’
cost of equily capital. Schrand and Verrecchia (2004} have demonstrated that greater
disclosure frequency in the period prior io the PO i associated with lower
under-pricing as well as some of the more traditional measures of a companies’ cost of
capital such as bid-ask spread and analyst [orecast dispersion also will be lower.



Moreover, Guo ef gl (2004) provide evidence that the disclosure of information related
to produet development, patent protection and venture capital backing in biotech PO
prospectuses subsequently lowers bid-ask spread and share return volatility,
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The purpose of this article is to analyse the financial mformation needs o” bond
investors based on disclosures from US municipal annual reports and budgets.
Investors are considered the primary user group of commercial financial imformation
{FASB, 1978) and, along with citizen groups and oversight organizations, a major
user group of governmental financial disclosures {(GASB, 1986). Disclosure irdexes
are developed based on information available from annual reports and budgets
as measures of disclosure quality. The indexes are measured against surrugates
for information incentives of municipal bond investors and related organizations
(including bond raters and underwriters). These disclosure incentives will be
based on information incentives between bond investors and municipality
administrators,

The focus of this project is financial disclosures beyond minimum gererally
accepted accounting principals (GAAP) requirements. Why do some large
municipalities present considerable non-GA AT information and some do not? It
is posited that incentives of key actors involved in the process determine disclosure
levels, after controlling for structural and regulatory differences. The article
concentrates on the incentive structures of (1} municipal bond investors ersus
(2) professional and elected administrators.

This project uses the same database and is an extension of Giroux (1989).
Giroux (1989) used public choice theory to test political disclosure incentives
associated with voter and bureaucratic behaviour. Empirical results provided
support for both perspectives, especially associated with budget disclosures. The
variables associated with the current project consider investor/creditor needs
rather than political processes.

Investor Incentives and Economic Theory
The limited accounting literature focusing on mumapal disclosure indicates
positive disclosure incentives. Municipalities with superior financial characteristics
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on this article.
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can signal this information through the financial reporting process, including
additional disclosures beyond minimum GAAP requiremer ts (Evans and Patton,
1983). Under an agency framework, principals have the necessary incentives to
monitor agents. However, the incentives for gathering information associated
with political processes are less than for market processes. The reason is that
there is less ability to capture benefits from political processes (Watts and
Zimmerman, 1986). Thus, voters may pay little attention to financial information
of governments (a concept called “rational ignorance”), but nimicipal bond dealers
and investors should be very interested in financial information. Government
administrators are responsible for public accountabilitv including financial
credibility. From the perspective of the investors the ability of the government
to pay its debts is arudal Thus, disclosure s important fo government administrators
to maintain the credit rating, the ability to tap credit markets in the future, and
keep interest rates on new debt as low as possible{1].

Baber and Sen (1984) identified contracting and regulation incentives for
adequate disclosure. Contracts require agents (e.g. bureawras) to disclose financial
information reflecting the agents’ actions, Baber and Sen: slso posited the use of
standard reporting practices to reduce information costs. Regulation of financial
reporting reduces the liability of the government to the private sector associated
with misteading or inadequate disclosure.

Evans and Patton (1983) focused on management inceatives (especially the
city manager) for disclosure. Certificate of Conformance (now Certificate of
Achievement) participation was hypothesized to relate to the recognition of high
quality management and lower cost of debt. Evans and Pattor. viewed the Cestificate
as an individual accomplishment of the chief executive {especially the city manager).
One result of quality management was posited to be a lower interest rate on new
borrowing.

The analysis of long-term debt has been an important dsclosure factor in the
accounting literature. A survey of commercial bankers incicated that total debt
outstanding was the most important factor in evaluating municipal securities
(Bovett and Giroux, 1978). The user needs survey conducted by the Governmental
Accounting Standards Board ({GASB) demonstrated the importanoe of debt-
related disclosures by governments, such as historic trends in borrowing and
future debt service requirements (Jones, 1985). In a study of the municipal bond
market, Ingram and Copelfand (1982) found long-term debt per capita a significant
mdicator of systematic risk and change in yield prenuum. The bond indenture
1s an arms-length contract, which may require debtor comphance and bond
investor-related monitoring. Bondholders price debt consistent with risk
characteristics. High risk should be associated with higher interest rates and,
perhaps, more monitormg/control mechamsms such as recuired financial rafics
(e.g. required levels of cash or debt) or financial audits. Municipalities may receive
lower interest rates with standardized or complete reporting, which emphasizes
quality management and facilitates the analysis of fiscal stress (Zimmerman,
1977).



Bondholders are external to the political process and depend on contractual
relationships with municipalities to protect their interests{2] The primary concern
of investors is the financial viability of the government to ensure the uninter:upted
receipt of interest and principal payments. Considerable evidence exisis that
investors base their analysis on financial disclosure and the risk premiun that
investors demand for increased bond default potential is based, in part, on the
guality of financial disclosuresf3]. It is expected that investor-related disclosure
will be directly related to the fevel of importance of long-term debt to the numicipality,
the need for future bond issues, structural characteristics of the government, the
regulatory environment including the existence of financial monitoring techiviques,
and independent external evaluations of the government’s financial condition.

Ingram (1984) used an mdex of disclosure quality of state governments to
analyse the association of economic factors to accounting practices{4] Factor
analysis identified eight variables including income, revenue, salaries, urbanrzation,
population and debt. Regression analysis indicated that disclosure quality related
to political competition, newspaper circulation, urbanization, and when the
accounting administrator is selected by the governor.

In an earlier study Giroux (1989) tested the hypothesis that voters dominate
political processes (based on the median voter model - MVM) versus the hypothesis
that bureaucrats dominate the processes {bureaucratic model - BM). The raedian
voter domination requires access to key financial information, while burea icratic
power stresses the monopoly position of bureaucrats over information and the
likelihood that the bureaucracy would provide data strategically to voters and
elected officials based on their own incentives. Testing was based on disclosure
indexes from annual reports and budgets of large cities. Results provided support
for both models. Budget disclosures provided sorme support for the MVM, corsistent
with the political nature of the budget process. The disclosure indexes associated
with the annual report generally supported BM incentives (.e. lower disclosure
levels) and less support for MVM. One interpretation of these results is that
political decisions are based on budget information, while the annual report
disclosures do not focus on political considerations. This interpretation st ggests
that the investor model developed in this article may be a better fit to the annual
report disclosure indexes than the budget index.

Accounting Disclosure
Giroux {1989) modelled the disclosure pracfices of large US cities relative to the
key actors involved in political processes: voters, elected officials, bureaucrats
and public employees. The present study uses the same database to make
comparisons between the investor-based incentives and the incentives of key
political actors from the earlier study. Annual reports and budgets were requested
from the 167 large cities and one or both were received from 133 aties.

This study uses fiscal year 1983 annual reports and budgets to prepare three
disclosure indexes. The rationale for this approach was presented in Girow (1989,
p. 9
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At that time generally acoepted accounting principles (GA AP} for st:tte and lecal governments
were hased on pronoumcements of the National Council on Governro:ntal Accounting (NCGA).
Financial disclosure was primarily based on NCGA Statement 1 1379, which identifed the
criteria for the comprehensive annual financial report (CAFR) and zeneral purpose financial
statements. The CAFR provided for both aggregate reporting {combined financial statements)
and detailed financial analysis {e.g combining and individual fund statements). In addition to
these integrated statements, NCGA Statement 1 recommends (but does not recuire) a set of 15
statistical tables. Municipalities also prepared annual reporting bud zets before the start of the
fiscal vear. However, theve was no budget-related “GAAP”. Therefore budget disclosure format
and quality should have been based on bureaucracy-city council regotiatkms. High quality
budgets were expected only if counctl members had the incentives to demand them.

Disclosure indexes were prepared for:
{1) typical characteristics in the annual operating budgret;
(2} pension and employee benefit disclosures in the anwaal report; and
{3) typical disclosures presented in the statistical section of the annual report.

The budget index was based on eight {-1 factors of disclosare quality, including
whether or not a variance analysis was included, programme descriptions, line
item summary data and a budget message. This informat.on could be useful to
investors to estimate future cash flows,. but seems particularly important to
voters and other constituents to determine public cutput. Thz budget is considered
an expression of public policy by the GASB (GASB, 1990)

The pension and employee benefits discloser index was based on 19 pension-
related items and eight employee benefit factors {e.g. vacation and sick pay
disclosures). The data base precedes GASB Statement Nc. 5 (1986) on pension
disclosures, Therefore, disclosure scores should be dependent on disclosure
incentives associated with key users rather than GAAP requirements.

Twenty-two statistical section disclosure items are measared, based primarily
on the disclosure recommendations of NCGA Staternent 1. Since hese rvommendations
are not GAAP, disclosure levels should be based on the inceritives of governments.
A summary of the disclosure indexes is presented in Aprendices 1 and 2. (See
Giroux 1989 for a detailed analysis of the disclosure indexes)

Investor Incentives

It is posited that issuing long-term debt at the lowest possible interest rate is

important to municipalities. Therefore, municipal managers would be responsive

to investor demands for financial information. The importance of the annual

report in this regard has been well established:
Investors and creditors use governmental financial reports for one primary parpose: to ascertain
timabxhtyofagovermmt torepay its debt . .. Investors and creditors: are particularly interested
in the amount of debt and its structure, litigation, other actual and comtingent Kabilities, and
cash available to pay obligations. In addition, investors and creditors compare budgeted revenues
and Expendxtm)‘h to evaluate the ability of a governmental umit to five within its means (Jones,
1985, pp. 30-31).

Since budget to actual comparisons are available in the aanual report, it is not
known whether the annual budget is important for financial analysis by investors,



The three disclosures indexes are based on non-GA AP disclosures. The 22 factors
related to statistical tables focus on items most likely to be of interest to investors.
The items include several debt-related calculations (e g overlapping debt, d=bt per
capita, annual debt service percentage), information related to cash flow trends
{e.g. property tax levied and collected, 10 years; expenditures by functions, 10
years), as weli as economic conditions {e.g. personal income, imemployme it rate,
contingencies). It is posited that this index most closely matches expected dis:losure
needs of investors. This interpretation is based on survey information on inrzestors
{see, espetally Jones (1986) and Boyett and Giroux (1978). The pension and enployee
benefit index includes salary-related items not required under GAAP at the time,
Since salary represents the major expenditure category of municipalities and
influences the amount of cash available for future debt service, sophisticated
investors are expected {o evaluate this technical information, The existence of
major pension and other employee-benefit habilities may impact on the availability
of future cash flows to service debt. Therefore, investors are posited to demand
disclosures bevend minimum GAAP requirements. The budget index considers
only eight basic characteristics of typical budget disclosures, but should capture
general investor Titerest in budget analysis. It provided the highest leved of explmatory
power based on K2 in Giroux (1989).

The primary and secondary municipal bond market are competitive and
municipalities that issue significant amounts of general obligation bonds and
other long-term debt have incentives to disclese information of interest to bond
underwriters and investors to obtain the lowest possible interest rates and maintain
their creditworthiness. However, bureaucrats have mcentives to hmit financiat
disclosures (Giroux, 1989). Therefore, the extent of disclosure should depend on
relative incentives. For example, as the level of debt increases the incentives to
increase investor-related disclosure should be greater.

Four categories of variables will be used to analyse disclosure levels in the
context of investor needs:

(1) financial ratios;

{(2) structural factors;

(3) regulation; and

(4) external evaluation of disclosure and creditworthiness.

These represent factors related to investor incentives and control variables.
Financial variables connect to potential investor evaluation of financial disclosure.
Structural and regulation variables are control variables that can affect dislosure
levels, External evaluation may be a surrogate for management signalling
Three financial variables will be tested: total long-term debt cutstanding per
capita {DEBT), intergovernmental grants as a percentage of total revenues (IG),
and general fund balance per capita (FB}. As pointed out by Ingram (1984, p.
130); “Larger dependency on external funding sources could lead to increased
disclosure”. Debt and intergovernmental grants represent the major categories
of external funding. The level of debt outstanding should be the primary incentive
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for investor-related disclosure levels {that is, the ability of govermmnents to issue
new debt at the lowest possible interest rate depends, in par:, on full disclosure of
information demanded by investors). As DEBT rises, municipalities have greater
incentives to increase disclosure levels. A positive coefficient is expected. IG
represents the bulk of non-local revenues. Intergovernmental grants often represent
the largest single revenue source for cities actively seeking state and local funding,
This variable is used as a surrogate for state or federal gcvernment regulation
{(Ingram, 1984). No sign is predicted. A positive coefficient would suggest superior
government regulation and monitoring to increase the level of financial disclosure
(e.g auditing requirements). A negative sign would suggest that high intergovernmental
grant levels would replace the need to issue additional long-term debt, thus reducing
disclosure incentives to investors. FB is 2 measure of available operating equity, a
“cushion” available for future spending General fund equity can be used for ordinary
operating purposes and normally is available to cover interest and principal
payments through operating transfers to debt service funds. It is unknown how
FB affects disclosure incentives and the direction of the sign is unknown. A negative
sign may indicate that the government is “insulated” from pressures associated
with the need for additional debt. A positive sign may repnesent a stgnal of high
quality financial management (Evans and Patton, 1583).

Structural factors relate to characteristics of individual municipalities that
may impact on disclosure levels. The chief executive may be either a mayor or
city manager, i.e. an elected official or a professional managrer. This is measured
as a dummy vaniable {G), where a 1 represents a city managrer chief executive. A
0 represents a mayor as chief executive. A positive sign is predicted.

A city manager has bureaucratic incentives to limit disclosure, but as a
professional manager should be mfluenced by investor incentives (e.g as the level
of debt and concomitant interest payments increase) {Evans and Patton, 1983).
A strong agency relationship exists between the appointed city manager and the
city council. Council members have the authority to fire the ¢ity manager and
may also attempt to manoeuvre the manager into taking the blame for controversial
decisions. Hence, the city manager may resort to extensive irformation disclosure
to thwart such council member strategies{5] A mayor is expected to be more
interested in political factors. Mayors are elected managers who, like the city
manager, must work with the council. However, the dominart agency relationship
in this form of government is between the mayor and the voters (Ingram and
DeJong, 1987). Mayoral effectiveness is associated with maintaiming a constituent
base; that is, the ability to be re-elected (Maypes, ef al, 1991).

The total number of funds used by a city (FUND) is a measure of operating
complexity and control imposed by a city administration. No sign is predicted.
A large number of funds increases reporting complexity, which may be difficult
for users to evaluate. On the other hand, a major reason for using multiple funds
is to increase accounting control. This may provide political and regulatory
benefits, as well as additional information to specific vestors (e.g. on various
outstanding debt issues).



A scaled variable is established to estimate the magnitude of auditor exciptions
(AQ). A O represents an unqualified opinion. A 3 is a major exception (suchasa
missing statement or inability to audit specific funds or fixed assets). A lisa
technical exception such as a change in accounting principie for which the auditor
concurs. A 2 is a relatively minor exception. A positive coefficient is exected.
Investg:is should demand greater disclosure levels when auditor exceptions are
reported.

Municipalities can be highly regulated by states, although regulation intensity
varies across the 50 states, Various state laws require specific accounting and
auditing practices and may mandate a balanced budget. These regu ations
influence the disciosure environment. Three variables are included in the model
to control for regulation. Most mumicipalities are subject to either or both state
laws or city ordinances requiring some form of balanced budget. These range
from no regulation through moderate requirements {e.g. expenditures must equal
revenues plus existing fund balance ) to stringent (revenues must be equal or
greater than expenditures). A categorical variable on budget laws (BL) was scaled
from 1 (no regulation) to 7 (revenues equal expenditures) representing increasingly
severe balanced budget requirements. No sign is predicted for BL. Bl. is an
important factor in the operations of a ¢ity, but the impact on financial disi-losure
is unknown. GAAP isa dummy variable where 1 represents a state faw requiring
financial statements presented according to GAAP, while AUD is a state law
dummy variable where 1 is an audit requirement. The regulations shcald be
associated with higher disclosure scores; therefore, positive coefficients are
expected for GAAP and AUD.

Finally, two variables represent external valuations of financial health and
disclosure. The bond rating (BR) of a municipality is a general measure of fiancial
health (often identified with fiscal stress), with higher bond ratings assocated
with stronger economic and financial conditions. BR is a dummy variabke where
1isan Al or higher Moody's rating. Since disclosure levels are evaluated by the
rating agencies, a higher rating should be associated with higher disclosure levels.
The Government Finance Officers Association (GFOA) Certificate of Achievernent
(CA) is awarded to state and local governments after a review team detemines
that they meet minimum disclosure standards of the annual report in accordance
with GAAP. Evans and Patton (1983) associated the CA with guality management
and lower interest rates on new debt. A positive sign is anticipated. Investors
that analyse an annual report with a CA know that disclosure is complete and
in accordance with GAAP. The external evahuation variables also can be inte preted
as alternative disclosure “indexes” rather than monitoring devices. Conseguently,
separate regressions will be run both with and without these factors.

Sample/Data Selection

This project analyses financial disclosures of US cities over 100,000 in population.
The primary sources of information are the annual financial report and the annual
operating budget, which were requested by letter from all 167 large cities for the
fiscal year ended in 1983. Additional data sources include the 1984 Murnicipal
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Year Book, Surveying the States, and Bureau of the Census; publications. Either
or both annual reports or budgets were available from 133 lanse cities. No published
sources were available for budget laws; consequently, this mformation was
obtamned from telephone calls to the individual cities. Complete data were available
for 110 cities. Descriptive information was analysed based on available data;
however, regression runs were based on the 110 cities with complete data.

Results

The varables used are summarized in Table I, along with descriptive information.
This includes both the disclosure indexes and independent varmbles. The statistical
index had an average score of 13.6 of 22 items tabulated. One city disclosed no
items, while several had 20 or 21 (none of the cities had all 22 items). The employee
index was the most complex, with a range of 0 to 70. The average was almost
38. The budget index scores were larger than anticipated (since there are no
budget disclosure standards), with an average score of 5.4 cut of a possible 8. All
of the indexes had moderate standard deviations, despite the large ranges. This
suggests that most observatiens clustered around the midpcint and the endpoints
were indeed extreme values.

Average debt was $655 per capita, with a range of $0 to $3.220 and a substantial
standard deviation. The large cities relied heavily on intergrovernmental grants,
an average 31 per cent of total revenue. This was another iten with a large range,
from zero to over two-thirds of total revenue. General Fund balance averaged $50
per person, with six cities recording deficits,

There was an almost equal split in type of chief executive with 53 per cent of
the cities using city managers. The average city had 35 separate funds, while
four cities had more than 100 funds and seven cities had ten or fewer, El Paso
had only six and New York City managed with 35 funds. 7 he average A0 score
was 1.6. Only 28 cities had unqualified opinions, while 22 cities had only technical
qualifications. The remainder had minor to severe qualifications.

Accounting regulations proved to be farly common. 7he average city had
moderate balanced budget requirements at 3.3 (scaled from 1 to 7). About half
the states required large municipalities to follow GAAP and more than three-
quarters of the cities were required to have financial and compliance audits,

The average city had an Al bond rating and 76 per cent of the cities had an
A1 or higher rating. More than half the cities had a CA. The CA is relatively rare
{at the time only about 600 certificates were ssued to state and local governments
—out of 80,000+ US governments). Large cities apparently have greater incetitives
to receive the CA, perhaps because of larger debt issues sutstanding, That is,
expected interest cost savings are greater than the perceived cost of obtaihing
the CA.

Regression results are presented in Table L. The modeis were run with and
without the external evaluation variables. CA could be interpreted as an alternative
disclosure measure. [n addition, CA and BR were correlated with each other as
well as several other variables. Although an analysis of variance inflation factors
indicated no problems with multicollinearity, it was felt useful to determine if



Expected Standard
sign Mean deviation Minimum  Maxirium

Disclosure indexes
Statistical 136 6.5 0 21
Employee 377 128 0 7t
Budget 54 16 1 £
Independent variables
Financial

DEBT + $655.3 5874 0 3220:4)

G ? 281% 1318 0 690

FB ? $90.2 4938 403 3533
Structural

G + 053 .50 0 1

FUND ? 354 233 6 173

AD + 163 10 0 3
Regulation

BL ? 33 20 1 7

GAAP + 0.52 050 0 I

AUD + 077 042 0 1
External evaluation

BR + 0.76 043 0 i

CA + 053 050 0 1

DEBT:  total long-term debt per capita
IG: intergovernmental grants/total revenue
FB general fund balance per capita

G: chief executive dummy, 1 = city manager
FUND:  number of separate funds used
A auditor’s opinion, 0 = unqualified, 3 = major exception

BL: budget law, 1 = none, 7 = revenues greater than or equal to expenditures
GAAP:  state law dummy, 1 = GAAP required
AUD:  state law dummy, 1 = audit required

BR: Moody's bond rating dummy, 1 = Al or higher rating
CA: Certificate of Achievement dummmy, 1 = city awarded CA

model results differed if these variables were removed. Other regression diagnostics
included the analysis of residual plots, stem and leaf and box plots of residuals,
and Cook’s I No severe violations were detected.

Asexpected, the statistical index best represented investor incentives empirically.
The explanatory power of the full model was 44 per cent (R?) and significant at
0.0001. CA, FB, FUND, and BL were significant, representing each category in
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Table I1.

Regression Results by
Prisclosure lndex
Coefficients (f-values)

[ Statistical Emplovee Hudget
Independent variables ndex index mdex
Financal rativs

DEBT 019 0.80 1.33 19 0.10 011
0.43) {163 (132 (1B87Y* (@75 (0E5)
IG -248 ~374 422 -10.78 027 043
140 (-LBOP* (232 (268~ (05 (-083)
FB 042 003 0.02 0 0006 0003
{1goy=™* (2397 {65 (113} 142 (-1.09)
Structral
G 0.0 255 -094 230 o8 118
017} (Lysr* (0349 {088 273 (3520
FUND 005 0.04 -0.01 0,01 8.0l 001
(221 (84 (018 017D (109 (119
AD 015 -0.65 -0.02 (.59 010 008
-0.27 (~1.04) {-0.01) (-0.45) 060y (059)
Regulahon
BL ~0.65 A 02 006 002 002
238 {134} {-0.35) 009 o2 022
GAAP 037 ~{JAT 233 234 40 01
(030 (~0.33) 0B89) (0.81) 02y (027
AUD 201 3.42 -i.11 078 025 g.35
{1.40) {1L.895**  (-0.31) {0.22} {054 079
External evaluation
BR 165 265 048
{1.26) 088 {1.09)
CA 597 6.67 022
{5.18p% {255y%* {0.68)
B 0440 0.260 0209 1.141 58 0139
Adj R% 0.376 0.193 0117 0060 0064 0062
F value 585 338 226 1.74 1.68 1.79
Significance 40001 0.0004 Q017 (.08 £.000 04078
* Significant at 0.01
** Significant at 5.1

the model. The positive coefficients for FB and FUND suggest a strong equity
position and complex reporting associated with an increased number of funds
are associated with higher supplementary disclosure levels, ie. high equity cities
and those with complex fund structures provide more complete statistical
disclosures. The negative sign of BE may represent investors favouring less



restrictive budget control, i.e. greater restriction may increase the probability for
default on interest and principal payments at least in the short-term. When BR
and CA are dropped from the model R falls to 26 per cent; however, six variables
are significant, including all three financial ratios, G, FUND, and AUD), The
expected relationship of DEBT to disclosure levels is apparent in the reduced
model. The negative coefficient for IG suggests that cities which rely more heavily
on intergovernmental grants rather than debt have lower disclosure incentives
and provide less statistical information. City manager cities provide more complete
statistical disclosures than mayoral cities, as do cities that were required by state
law to be audited.

The results of the employee index were rather disappointing The explanatory
power was considerably less than the statistical index for both the full and reduced
models and only two variables were significant in each. This suggests that
investors are more interested in statistical section tables than employee-related
disclosures. 1G and CA were significant in the full model, while DEBT :mnd IG
were significant in the reduced model, As with the statistical index the relationship
of DEBT to disclosure levels is only apparent in the reduced model.

As expected the budget index was a poor predictor of investor incentives. Only
G was significant; that is, city manager cities produced higher disclosure brxdgets
{a structural factor). There was no mdication that investor incentives had any
impact on the budget document. This is consistent with the interpretation that
the budget is a political document {the major finding of Giroux, 1989), while the
annual report is primarily associated with investor analysis.

Conclusions

The purpose of this article was to analyse bond investor incentives for municipal
disclosures as measured by three indexes of financial information avaituble on
the annual report and budget. These indexes measured:

{1) tables present in the statistical section of the annual report;

{2) pension and other employee benefit information present in the notes to
the financial statements; and

{3) basic budget disclosures.

The model included financial ratios associated with other factors of possible
interest to investors; structural factors associated with the management of the
cities, fund accounting, and auditing results; state regulation of municipal
accounting and budgeting items; and external measures of fiscal stress and
disclosure quality.

The existence of a Certificate of Achievement was a significant variable in
both annual report indexes, but not the budget index. The CA seems %o be the
best indicator of supplementary disclosure levels, When CA was excluded from
the model DEBT became significant for both the statistical and employee mdexes.
DEBT would seem to provide the greatest incentives for disclosure levels beyond
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those required by GAAP, and this relationship is substantiated in the reduced
model for the annual report indexes.

The statistical index was the most successful for measuriag investor incentives,
both in terms of explanatory power and number of significant variables {six in
the reduced model). On the other hand, the budget index was not associated with
mvestor incentives.

Giroux (1989} used the same sample and the same indexes to measure financial
disclosure in the context of public choice theory, comparing the incentives of both
politicians and voters versus the bureaucrats, The budget index yielded the best
results, suggesting that the budget is primarily a political document. One
interpretation of these results would be that most political decisions of a financial
nature are based on the budget process, In a political context relatively little
interest was associated with the anmual report, a document that could be important
for both feedback and control.

Although both the annual report and budget are political cocuments, the present
study suggests that investor incentives are more closely related to the annual
report than the budget. The annual report is historical an¢ can be interpreted as
a technical document on actual financial results of particular interest to mvestors
and creditors. These results must be considered preliminary, but suggest future
research on these two financial documents. The budget is a planning, controf and
public policy-related document. The annual report also has political implications,
but is more closely related to investor ncentives,

An Alternative Perspective

The mode of interpretation used in this study makes the claims and evidence
used to support the claims both partial and restrictive. We can summanize this
partiality and restrictiveness in three refated ways.

First, and most broadly, the rationality criteria used are economic (also called
technico-adminsstrative). We assume that the incentives of self-mterested economic
agents help predict the accounting phenomena under study. Sach an approach
is partial and a somewhat contrived reduction of the empirical domain in which
governmental accounting exists. This resuits in the setting aside or bracketing
of broader social, political, institutional, technical and moral spheres of governmental
accounting’s force within human experience{6}

Second, we used a dichotomy between economic and political interests as a
way to interpret differences between the processes that result in municipal financial
statements and the processes involved m municipal budgeting. Thas is a contrived
split, but perhaps a necessary one given the limits on what a single study can
accomplish. Clearly, the production of financial staternents is strongly influenced
by political processes. These processes have to do with the political nature of
accounting institutions and rules as well as the processes of governance that are
at work in specific governments. Thus, our conclusion that the budgeting process
1s more “political” than the annual financial reporting provess is partial outside
the confines of the dichotomy used.



Third, our methodology and language are reductively empirical, We are ana ysing
guantitative indices through a language of linear variance splitting drivan by
the rationality of inductive reasoning. There is nothing about our paradigra that
makes it a “better” way of describing accounting phenomena. Other approaches
{e.g. hermeneutical, critical, casuistic, ethnographic) are equally capa’le of
confributing to social science efforts to understand the complex environment of
accounting,

Notes

1. A delimitation of this study is the focus on investors. Voters and oversight bodies also may
be interested in the financial analysis from the financial reporting prooess, but this is not
specifically addressed in this article.

2. As defined by Giroux (1989) the political process includes voters, elected officials, and the
bureaucracy. Special interests are also considered in the process. Other factors including
investors and creditors are considered outside the process.

3, Ingram (1985) found that risk measures of rounicipal bond securities were associated with
{inancial reporting disclosures as well as several financial ratios. Wallace (1981) and Howard
{1982} discovered that municipal bond interest rates {as measured by net interest ¢ st} are
affected by bond ratings and various accounting and auditing characteristics.

4. Ingram (1985) considered 29 acoounting practices based on annual report inforomatior within
five categories: current assets, fixed assets, liabilities, financial reports, and general.

5. The city-manager form of government was developed as part of the National Mu nicipal
League’s efforts to reform local gover nment by making it more “businesslike” (Banfield and
Wilson, 1966). Thus, the reformers sought to replace politics with business manazement
approaches including detailed information for planning annual budgets, special reports as
requested by the council, and to keep the public informed. The first city managers were
mostly engineers and most city managers today have more an engineer’s mentality than a
politician’s (Banfield and Wilson, 1986).

6.  See Arrington and Puxty (1991) for a broader interpretation of accoumting’s rationality. See
Cooper and Sherer (1984) as welt as Tmker (1980} for simslar arguments having to o with
acoounting’s refation to political econornty.
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Disclosure item Mean deviation Minimum Maximum
P1.  Identification of employee coverage 282 0.72 ] 3
P2, Actuarially determined city contributions 1.35 1.30 4] 3
P3.  Annual city contribution 253 107 0 3
P4 Annual employee contribution 095 1.23 ¢ 3
P5.  Amount of expense or expenditure 264 0.96 ¢ 3
P5.  Statement of pension expenses/expenditures 1.90 143 0 3
P7.  Amount of unfunded prior service cost 1.76 145 0 3
PR.  Amortization of unfunded liability 168 1.48 0 3
P9.  Disclosure of funding policy 245 115 0 3
P10. Market value of pension assets 071 123 ¢ 3
P11, Amount of vested benefits 169 143 0 3
P12. Date of latest actuarial valuation 222 130 0 3
P13, Significant actuanal assumptions 1.49 1.3 0 3
P14. Net change in market value of assets 024 0.80 ¢ 3
P15. Investment earnings 0.13 061 a 3
P15, Benefits paid 0.29 0.8 0 3
P17. Plan management 1.70 1.32 ] 3
P1B. Portfolio of plan assets 047 1.06 0 3
P19, Actuarial value of assets 175 143 i 3
Pension index 3163 1197 0 33
EB1, Vacation pay disclosure G680 040 [t 1
EBZ. Sick pay disclosure .82 038 0 1
EB3. Number of sentences to explain sick/vacation pay 077 109 0 4
EB4. How many numbers to explain vacation/aick pay 118 253 0 16
EB5. Compensated absences recorded 107 0.82 0 3
EB6. Amount incurred for vacation/sick pay recorded 001 0.09 0 1
EB7. Liability for accrued vacation/sick pay recorded 051 052 0 2
EB8. Puortion of Jiability that is long-term recorded 0.21 o4 0 1
Employee henefits inday 530 408 o |
Composite index 37.69 1284 ] 70
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Disclosure item Meadn Deviation Mintmum Maximum
I1.  Government expenditures by function, 10 years 0.80 0.40 0 1
12.  General revenues by source, 10 years 0.80 040 0 1
I3.  Property taxes levied and collected, 10 years 0.82 0.38 0 1
14,  Assessed and actual value of property, 10 years 0.62 049 0 1
I5.  Property tax rates 0.82 0.39 0 i
16.  General obligation debt to assessed value 0.73 045 0 1
17.  Debt percapita 072 045 0 1
I8 Legal debt margin 0.63 048 0 1
19.  Overlapping debt computation 0.60 049 0 1
[19.  Annual debt service percentage 071 0.46 0 1
111. Revenue bond coverage 0.59 0.49 0 1
112, Population 077 042 0 1
113.  Personal income 054 0.50 0 1
4. Unemployment rate 051 0.50 ) 1
115, Bank deposits 0.60 049 0 1
[16.  Building permits 057 0.5¢ 0 1
I17.  Retail sales 0.18 0.39 0 1
118, Number of employees 048 0.50 0 1
119.  Insurance in force 0.36 0.48 ¢ 1
120,  Principal taxpayers 0.70 046 0 1
121.  Capital leases 0.20 0.40 1] 1
122, Contingencies 0.88 0.33 ] 1
Statistical index 1363 649 0 21
Bi. Budget message 0.74 044 0 1
B2, Fable ot contents 092 027 0 1
B3, Summary tables 100 1 1
B4,  Variance analysis 0.8 0.40 B 1
B8, l’r?am descriptions 054 0.48 0 1
B6.  Pertormance measurernent 0.16 036 0 1
R7.  Line item summary data 068 047 0 1
B8,  Budgets for uther funds 0.45 0.50 0 1
Rudget index 540 1.55 1 8
Sources: Annuai reports and budgets from each city,






