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Executive summary

Chapter 1: Disclosure failures
In the past 20 years, as the result of a combination of technological changes and market forces, there has been an information explosion. It is not something that people usually complain about. The increasing availability of large volumes of information on almost any subject under the sun is generally seen as a welcome development.
Not so in financial reporting. Here, there are widespread complaints that there is too much information and a widely-held view that financial reporting disclosures need to be reformed. In this report we explain the failures of financial reporting disclosure, identify possible remedies, assess their pros and cons, and make recommendations for change. And we look at the paradox that the explosion of information – which seems to be welcomed or simply taken for granted in other areas of life – is a matter for complaint when it comes to financial reporting.
Chapter 2: Market failures
We argue that the principal causes of current problems are regulatory. It may therefore be asked why financial reporting disclosures are regulated in the first place. There are four main reasons, each of which represents a different type of market failure:

· Underproduction of public goods. Because the benefits of financial reporting disclosures cannot be restricted to those who pay for them, they are ‘public goods’, and therefore tend to be underproduced if their production is left purely to market forces.

· Lack of comparability. There are advantages in standardising financial reporting disclosures, and standardisation can be achieved more cheaply and effectively when it is done on a mandatory rather than a voluntary basis.

· Lack of credible commitment. Some of the benefit of financial reporting disclosures comes from knowing that they are reliable and some of it comes from having a credible commitment to disclosure. Regulatory regimes may be able to impose more effective enforcement than voluntary regimes, and so may produce both more reliable disclosures and more credible commitments.

· Information asymmetry. In the absence of regulated financial reporting disclosures, it is arguably easier for participants in capital markets to take advantage of those who are less well-informed, eg, by selling shares at more than they are worth, by buying them at less than they are worth, or even by committing fraud or outright theft.

While these are all valid arguments for the regulation of financial reporting disclosures, they do not mean that it is an unmixed blessing. On the contrary, regulation does not necessarily achieve its objectives, and it brings fresh problems of its own.

Chapter 3: Regulation – incentives
Regulation brings new participants into the financial reporting process, each with their own particular motivations, and it changes the incentives and expectations of the key participants in any market process for determining disclosures: preparers and users. 
· Regulators’ incentives push them to ensure that all users are treated equally, regardless of their needs.

· Standard setters’ incentives push them to meet the demands of users and to increase uniformity. And they demonstrate their effectiveness to stakeholders by making fresh requirements, not by allowing firms to disclose less. These incentives create a bias towards ever-increasing disclosure.
· Enforcement authorities need to show that they have ensured firms’ compliance with disclosure requirements. They cannot do this so easily or effectively if firms are able to argue that information has not been disclosed because it is immaterial. Enforcement authorities therefore tend to treat non-disclosure as a problem, but do not treat disclosure of immaterial items as a problem. This creates a bias towards disclosure of immaterial items.
· For preparers, the motives to communicate and to disclose, which predominate in a market setting, are progressively superseded by a compliance mentality. As there are greater risks in disclosing too little than in disclosing too much, they inevitably err on the side of over-disclosure.
· For users, the need to put their demands for disclosure to preparers individually – demands that may not be accepted in a market setting – is replaced by the opportunity to impose their demands on all companies through the standard-setting process. The costs of these disclosures are often borne by other parties, rather than by those who call for them. Demands for more extensive disclosures include calls for extensive supplementary information, eg, giving full explanations of the assumptions that underlie reported numbers and providing alternative calculations using different assumptions.
Chapter 4: Regulatory failures
Regulation can lead to too much disclosure, to too little disclosure, to the wrong disclosures, to too complex disclosures, to badly organised disclosures, and to poorly communicated disclosures. But the main problem in practice is a tendency towards too much mandatory disclosure. Indeed, over the past 40 years an institutional structure has been set up that is more or less perfectly designed to create disclosure overload.
There is a conflict between regulation and standardisation of financial reporting disclosures on the one hand and the diversity of firms and user needs on the other. This conflict underlies some of the most important disclosure failures.
· For the sake of fairness, regulation requires firms to disclose the same information to all users, with the result that ordinary users are overwhelmed by reports designed for users who benefit from long and complex disclosures.

· For the sake of comparability, standardisation imposes uniform disclosure requirements on diverse firms, with the result that the greater part of any single firm’s disclosures may well be immaterial.

An additional problem is created by the presence of multiple authorities who are able to impose disclosure requirements. This situation leads to overlapping and unnecessarily complex requirements – and therefore to overlapping and unnecessarily complex disclosures.

Chapter 5: Remedies
Dealing with the failures we have identified implies significant changes to mandatory financial reporting disclosures and to the system that governs them. The four key changes that we envisage are:
· Two sets of disclosures: one for ordinary users and another for those users who have an appetite for more extensive and more complex information.

· A change to the standard setting process so as to bring it into closer alignment with the underlying supply and demand for information.

· Greater reliance by users on market forces, where their needs are not met by the reformed standard setting process.

· A change in attitude by enforcement agencies so as to encourage firms to leave out immaterial disclosures.

Specific changes will require action by different groups.

Governments and regulatory authorities

Governments and regulatory authorities set the legal framework for reporting by firms and the parameters within which standard setters operate, and they enforce disclosure requirements.

At present the disclosure system fails to distinguish between the very different needs of the users of financial reporting information. While some users may be happy with lengthy disclosures, the majority are sent information that is far longer and more complex than they can cope with. We therefore recommend that:
1. Disclosure requirements should allow firms to report separate information sets to different types of users. The information set for most users should be short and, beyond a minimal common core, decided by each firm to reflect its own particular circumstances. Regulation of disclosures in the common core should itself be minimal so as to allow for effective communication. The information disclosed for users with an appetite for longer and more complex information should be online and available for anyone who wants it.
There is a perceived bias in the standard-setting process for disclosures. This perception arises partly from the view that it is producing disclosures that are too long and too complex for ordinary users. Our first recommendation addresses this point. But there is also a view that the standard-setting process focuses unduly on the needs of a small group of users who have an apparently insatiable appetite for information, but who do not bear the costs of producing it – ie, they are free riders. We therefore recommend that:
2. The standard-setting process should be reformed so as to give a veto to representatives of those who meet the costs of disclosure requirements, ie, equity shareholders – the owners of firms. This would make standard setters accountable to those who meet the costs of their decisions and should bring regulatory requirements closer to underlying supply and demand.
3. To avoid the problems of overlapping disclosure requirements, the multiple regulators that set disclosure requirements should work together to produce coherent outcomes.

4. To reduce the incentive to provide immaterial disclosures, enforcement agencies should clarify that they will not take action against firms that omit immaterial disclosures and they should encourage firms to omit immaterial disclosures. As international firms make disclosures in more than one jurisdiction, this will require a common approach among enforcement agencies internationally.

Standard setters

5. Standard setters should establish a framework to provide a structure for setting disclosure requirements. This should ensure that disclosures are only required when they are needed, and that they are properly organised. The framework should form part of the conceptual framework for financial reporting. It should recognise that the level of disclosure is effectively a deal between owners and managers, and between preparers and users, and it therefore requires a balancing of interests, not a single-minded pursuit of transparency.
6. Standard setters should regularly review their disclosure requirements to weed out unnecessary disclosures. The IASB’s first such review should be initiated as soon as it has finalised the conceptual framework on disclosure.
7. Although, ideally, immaterial disclosures should be avoided, standard setters should none the less work on the assumption that disclosure requirements will usually be complied with by firms, even if the disclosures are immaterial. Standard setters should take this into account in deciding whether disclosure requirements are proportionate.

Firms

8. Firms should work out communication strategies for the different audiences for their disclosures so that they can tell their story in the most effective way.

9. Subject to Recommendation 4, firms should cut out disclosures that are clearly immaterial.

Users

10. Users should engage directly with firms to secure voluntary disclosure of information that is not currently provided.
Our recommendations would set limits to disclosures by ensuring that they are only required where those who benefit from them are also prepared to meet their costs. They would also ensure that disclosure requirements are developed within a framework that recognises that the level of mandatory disclosures requires a balancing of interests between owners and managers, and between users and preparers. In these ways, they would bring the outcomes of disclosure regulation closer to the underlying supply and demand. They would encourage firms to leave out immaterial information and allow them to structure their disclosures so as to reflect the fact that different users of their financial reporting have very different needs. And they would also allow firms to give more attention to disclosure as a form of communication, rather than as an exercise in compliance. In addition, they would encourage preparers and users to engage together in deciding what disclosures should be provided voluntarily. The overall result would be a better system of financial reporting disclosures, whose burdens are proportionate to its benefits. 

Our recommendations would also mean that there should be fewer complaints about the volume of financial reporting disclosures, as disclosures would be more clearly a response to the needs of owners and other users, rather than the outcome of a dysfunctional regulatory process. In this respect, financial reporting should become more like other areas of life, where the availability of information is either welcomed or taken for granted.

1.
Disclosure failures
[Intro to be inserted later]
1.1
Disclosure overload
In the past 20 years, as the result of a combination of technological changes and market forces, there has been an information explosion. It is not something that people usually complain about. The increasing availability of large volumes of information on almost any subject under the sun is generally seen as a welcome development.

Not so in financial reporting. Here, there are widespread complaints that there is too much information and a widely-held view that financial reporting disclosures need to be reformed. It is common for public companies’ annual reports to be 100 pages or more, and they have doubled in length in recent years (see Panel 1.1).
 Some are even larger and have grown even more quickly. HSBC Holdings’ 2012 annual report is 546 pages; for 1999, it was just 124. Financial reporting disclosures seem to have been growing inexorably for as long as anyone can remember, and there is no obvious limit to their growth in future. It is said that nobody reads them all and that producing them is a waste of time and money. 
Panel 1.1: The disclosure explosion

	Deloitte, Joined up Writing: Surveying Annual Reports (2012), notes that ‘the average length of annual reports has doubled over the past 16 years to a current 103 pages’. The survey covers 100 UK public companies. The trend is a long-term one. A.J. Arnold and D. R. Matthews, ‘Corporate financial disclosures in the UK, 1920-50: the effects of legislative change and managerial discretion’ (2002), find that the length of annual reports doubled between 1920 and 1935, and doubled again by 1950. Details of works cited are given in the Bibliography.



The law of diminishing returns presumably applies to financial reporting as much as to anything else, and it seems likely that growth in the volume of disclosures has not produced a proportionate increase in the value of the information disclosed. Indeed, it seems plausible that for many companies most of the information they disclose is immaterial. This inevitably prompts questions about how worthwhile it is to have financial statements of 50 or 100 pages or more. It is also said that users are either confused or distracted by the volume of disclosures. So large parts of financial statements, it is claimed, may be either positively unhelpful or at best useless.
The claim that financial reporting disclosures have become too long and complex is not a new one. In 1994 Ray Groves, then chairman and chief executive of Ernst & Young in the US, argued that ‘Important information is getting lost in a disclosure forest, because our present system does not distinguish between information that’s critical for decision making and nonessential data’.
 That same year, the American Institute of Certified Public Accountants (AICPA) published Improving Business Reporting – A Customer Focus (usually known as ‘the Jenkins Report’). Commenting on the significant increase in disclosures over the previous 20 years, the report called on standard setters to ‘search for and eliminate less relevant disclosures’. Eliminating less useful disclosures would, it said, ‘reduce the need for users to wade through excess material’.

In 1995, the US Financial Accounting Standards Board (FASB) responded to calls such as those from Mr Groves and the AICPA by issuing a prospectus, Disclosure Effectiveness, on which comments were invited. This initiative does not appear to have led to any further work by FASB on the problem of disclosure in general, though it did prompt a revision of existing disclosure requirements in relation to post-retirement benefits.
Claims of excessive and over-complex disclosures have become more frequent since the 1990s and in recent years have even become the official view of regulators and standard setters. In 2007 the US Securities and Exchange Commission (SEC) appointed an Advisory Committee on Improvements to Financial Reporting ‘to make recommendations intended to increase the usefulness of financial information to investors, while reducing the complexity of the financial reporting system to investors, preparers and auditors’. The committee’s report, published in 2008, includes a recommendation for a ‘disclosure framework’ (see Section A3.3 below). 
Partly in response to the SEC committee’s report, in 2009 FASB set up a ‘disclosure framework’ project. It was stated that the project ‘aimed at establishing an overarching framework intended to make financial statement disclosures more effective, coordinated, and less redundant’. The first output from this project was published in 2012: Disclosure Framework: Invitation to Comment (see A3.7). In Europe, the European Financial Reporting Advisory Group (EFRAG), the French Autorité des Normes Comptables (ANC) and the UK Financial Reporting Council (FRC) set up a project in 2010 on ‘A disclosure framework for the notes to the financial statements’. The first output from this project was also published in 2012: Towards a Disclosure Framework for the Notes (see A3.8). FASB and EFRAG/ANC/FRC have been working together on these projects.

Panel 1.2: Sunlight – the pros and cons 

	‘Publicity is justly commended as a remedy for social and industrial diseases. Sunlight is said to be the best of disinfectants…’ – Louis D. Brandeis (1914)

‘… in addition to being a disinfectant, sunlight can also be blinding’ – Troy A. Paredes, ‘Blinded by the light: information overload and its consequences for securities regulation’ (2003).




Also in Europe, in the UK, the FRC (Louder than Words, 2009) and the Accounting Standards Board
 (ASB) (Cutting Clutter, 2011) both identified reducing the length and complexity of corporate reporting as an objective. The FRC followed the EFRAG/ANC/FRC paper Towards a Disclosure Framework for the Notes with its own discussion paper, Thinking about Disclosures in a Broader Context: A Road Map for a Disclosure Framework (see A3.9).

And early in 2012 Hans Hoogervorst, the chairman of the International Accounting Standards Board (IASB), commented that ‘it has become increasingly clear that we are suffering from disclosure overload’ and announced that the IASB would be embarking on ‘a project to develop a new IFRS disclosure framework’.
 Later in the year, the IASB decided to bring disclosure within the scope of its project to complete the conceptual framework and in January 2013 it held a public forum in London to discuss disclosure overload.

Yet claims that financial reporting disclosure is excessive and over-complex are controversial. Not all users are complaining about the excessive volume of financial reporting disclosures. There is a very wide range of users, with different amounts of time that they are willing to spend studying corporate reports. Some users, contrary to the conventional wisdom, say that they do read everything that is published. Others want to be able to refer to the full set of information that is currently disclosed, even if they do not expect to read it from cover to cover like a novel.

Panel 1.3: Alternative views on overload
	‘[A] protest that is frequently launched, either when additional disclosures are sought by investors or when standard setters propose to require them, is that investors are already overloaded with disclosures and cannot suffer the burden of any more. We would hasten to assure standard setters that useful information is never overload’ – CFA Institute, A Comprehensive Business Reporting Model: Financial Reporting for Investors (2007).
‘[T]he academic literature indicates that the market, as a whole, reacts positively to increased disclosure, notwithstanding that individuals may feel overloaded’ – Richard Barker et al, ‘Response of the EAA FRSC to the EFRAG/ANC/FRC discussion paper: Towards a Disclosure Framework for the Notes’ (2013).




If users do not want to read a full-length report, they are not compelled to. They can focus on the primary financial statements if they prefer to do so. Most public companies highlight what they regard as the key information in their reports, and users who do not wish to spend much time reading corporate reports can stick to that. Users are not obliged to ‘wade through’ disclosures; they can skip over them, and most probably do. Many ‘users’ rely on alternative sources of information – analysts or the media – to keep them informed about the companies in which they invest, so are not concerned about how long the financial statements are. And far from complaining that companies are disclosing too much, important users would like companies to disclose much more than they do now (see the examples at A3.1 and A3.2). Sometimes, those who call for reduced disclosures call for additional disclosures at the same time; indeed, it appears to be almost obligatory to do so.
Panel 1.4: The Lex column

	Two contrasting items in the Lex column in the Financial Times illustrate the different points of view in the disclosure debate. 

An article entitled ‘Accounting disclosure’ was published on 14 March 2012 and proposed six possible cuts as a start in reducing disclosures:

1. Accounting policy notes could be deleted unless they explain anything unusual.

2. Remuneration reports are too long. The pay of individual directors is immaterial in the context of a company’s total pay bill.

3. Long disclosures on financial instruments could be reduced by using charts.

4. Tax disclosures could be cut: ‘Most [investors] probably just want to know the amount and timing of the [tax] bill.’

5. Disclosures on assets held for sale should be cut as they can be too easily manipulated (‘like play-doh’).

6. ‘[M]ost sections on risk can be axed.’

This article appeared to conclude what Lex had to say on the matter. But the next day there was a second article. ‘Accounting disclosure II’ pointed out that ‘a few added disclosures would help, too’. Specifically:

1. Companies should disclose product information in the same way they provide geographical segmental information. For example, Amazon should disclose whether Kindle ereaders make money.

2. Segmental disclosures should not leave any expenses unallocated.

3. Qualitative disclosures should be improved. For example, pharmaceutical companies should disclose patent expiry dates in different regions.

4. More detail should be provided on the calculation of goodwill.

5. Assumptions used in valuing other assets should also be stated.

6. There should be standardised charts for information that crosses time periods, such as debt and hedging profiles.

7. Five years of comparatives should be provided.

8. Earnings per share without share buybacks should be disclosed.

In conclusion, the article stated that ‘the gap between what investors want and what companies provide remains too wide’.




Panel 1.5: The Kay Review

	In The Kay Review of UK Equity Markets and Long-Term Decision Making: Final Report John Kay writes:

‘The demand for more information has been an instinctive response to a wide range of problems that have emerged in the financial services sector in recent decades. Disclosure and transparency have become mantras in policy and in regulation… The outcome is a cascade of information, or at least data… Useful information may itself be buried by the sheer volume of data…
‘And yet when we sought to shift complaint about the reporting burden to specifics, we encountered unease about the notion that we might dispense with any particular requirement. Recording or reporting has rarely been mandated without some valid purpose in mind, and people would recall that purpose. We received many submissions deploring the overall information overload but few proposing the deletion of any particular requirements: and at the same time, we also received many submissions demanding that new mandatory reporting requirements should be disclosed.’

In these comments Kay is not referring exclusively to financial reporting disclosures.




Indeed, one point of view is that it is a mistake to focus on whether there is too much disclosure or too little – the real problem, it is argued, is that companies are not making the right disclosures. This is compatible with the position of those who call simultaneously for reduced disclosure requirements and for the imposition of fresh ones. Of course, if firms think that they are required to disclose the wrong information, they are always free to publish the right information voluntarily as an additional disclosure.

Another complaint is that disclosures are unclear or badly organised. While possible solutions to the problem of organisation include the imposition of a standardised order for the notes to the accounts, some would see this as making existing problems worse. More typically, proposed solutions put the onus on preparers to sort things out for themselves and to make sure that their disclosures are clear and well organised. Although better communication cannot on its own remedy all of the failures of financial reporting disclosure, some of the current unhappiness with disclosures is probably attributable to poor communication.
What everyone seems to agree on is that there is a serious problem with financial reporting disclosures – even if they cannot agree on precisely what it is. 
1.2
The broader context

Although it is usual to consider the problems of financial reporting disclosure in isolation, they reflect wider social trends. Three in particular are relevant: the information explosion, changing expectations of transparency, and the growth of regulation generally. The regulation of financial reporting disclosures also needs to be seen in the context of market forces pushing firms towards greater disclosure.
1.2.1

The information explosion
We live in what is often called ‘the information age’. This reflects both the mass of information now available, either through the internet or in other ways, and the growing importance of information to economic activity. The explosion of publicly available information about firms has been matched by an explosion of information about public bodies, individuals, and the natural world. To a large extent this growth of data is attributable to changes in technology that make it easier to generate, disseminate and access information and to market forces that reflect these technological developments. But it is also attributable to another change – increased expectations of transparency. 
1.2.2

Expectations of transparency  
Although the growth of financial reporting disclosures seems to be an extreme case, it is a symptom of a broader trend towards greater mandated transparency in many diverse circumstances. For example:

· sellers of property have to make extensive disclosures to buyers;

· pharmaceuticals manufacturers have to disclose product information to consumers;

· schools have to disclose their pupils’ exam results;

· politicians have to disclose their financial interests and sources of funding;

· in the UK, local authorities have to disclose payments to suppliers over £500;

· academic authors have to make conflict-of-interest disclosures to peer-reviewed journals.

All of these requirements for increased transparency are either relatively new or have significantly expanded in recent decades. The motivations for requiring these (and other) disclosures resemble those for financial reporting disclosures. They are not mutually exclusive, and may be summarised as follows:

Risk warnings. An earlier Information for Better Markets report, Reporting Business Risks: Meeting Expectations (2011), noted a growing demand for ‘more and better risk warnings on all kinds of products and services’. Many mandatory disclosures are intended to meet this demand; disclosures on retail pharmaceutical products are an example.

Levelling the playing field for buyers and sellers. To a large extent buyers and sellers are expected to look after their own interests (caveat emptor and caveat vendor), but certain transactions are regarded as of such importance that significant disclosures are required – usually by the seller. The information commonly disclosed on selling a property is a good example. In the absence of such disclosures, either buyers would incur higher costs in obtaining information for themselves, or property prices would be discounted to reflect the increased risks. Economists regard disclosures of this sort as a way of dealing with the problem of adverse selection (see Section 2.3.2 below).

Improving behaviour. There are a number of situations in which disclosure requirements are intended to improve behaviour. Financial and funding disclosures by politicians may be seen as an example of this. Economists regard such disclosures as a way of dealing with the problem of moral hazard (see 2.3.3).

Improving performance. People may perform better (not just in a moral sense) when their performance is observed or disclosed. This may be because disclosure makes them accountable or because their performance becomes a matter of pride or can be compared with others’ performance; people can also learn lessons from observing others’ performance, once it is disclosed. 

Better decision making. Information on school pupils’ exam results may be seen as an example of mandatory disclosure to facilitate better decision making – in this particular case, by parents. This motive for disclosure overlaps with the others – understanding risks better, for instance, should also lead to better decisions. Equally, one could say that disclosure of school pupils’ exam results helps parents avoid the risk of sending their children to the wrong school and is likely to encourage schools to improve their performance.

How can we explain this growth in transparency across a variety of activities? 

· As educational standards rise, people have an increased expectation that they will be better informed on all sorts of matters. 

· The same tendency arguably arises from a general decline in deference towards authority. As deference towards those who make decisions affecting us or on our behalf declines, we expect more information about their activities. This may also be a relevant factor in demands for corporate disclosure.
· In some ways, society is increasingly competitive. Transparency promotes competition.

· People are far more transparent in what they reveal about themselves than in the past – whether in the media or via social networking. As they become more transparent themselves, they may find it less easy to understand why others (including firms) should not be equally transparent.

· Transparency is an ideal that fits well with other ideals of modern society, such as freedom, democracy and justice. Withholding information seems to fit better with authoritarian, undemocratic and unjust regimes.

These forces create a self-perpetuating increase in expectations of transparency across society generally. The more openness there is, the harder it becomes to defend not being transparent.
An interesting feature of this explosion of information is that most of it is ignored by most of the people at whom is directed.  Most people do not read conscientiously through all the information in a packet of pills. Most parents do not read all the information that is available about their children’s schools. Most voters in the UK do not read through all their local authority’s payments over £500. But the disclosures are still important.
· A few people will read through them all.

· Some will pass on the key points to others.

· People can refer to the full information when they want to.

· Knowing that the information will be disclosed will itself affect the behaviour of those whose actions are being reported on.

In debates on financial reporting disclosure, there sometimes seems to be an assumption that disclosures are not worth making unless most of those at whom they are directed actually read them. This is not an assumption that is made in other areas.
1.2.3

The growth of regulation
Regulation is a pervasive feature of modern societies:

‘Today, we live in houses and apartment buildings whose construction – from zoning, to use of materials, to fire codes – is heavily regulated. We eat food grown with heavily regulated fertilizers and hormones, processed in heavily regulated factories with publicly monitored technologies, and sold in heavily regulated outlets with elaborate labels and warnings. Our means of transport, including cars, buses, and airplanes, are made, sold, driven, and maintained under heavy government regulation. Our children attend schools that teach heavily regulated curriculae, visit doctors following heavily regulated procedures and paid government-controlled prices, and play on play-grounds using government-mandated safety standards.’

The growth of regulation in part reflects the fact that, when defects in markets are identified, it is easy to conclude that regulatory solutions are needed to put them right. While sometimes this conclusion may be justified, it can also be an example of the ‘nirvana fallacy’.
 We are guilty of committing this error whenever we compare an imperfect reality with an imagined ideal – for example, comparing imperfect markets with perfect regulation. This not only biases policy prescriptions towards regulatory solutions, but also creates unrealistically high expectations for what individual regulators can achieve. As it assumed that regulation can solve every problem, any remaining difficulties must be the regulators’ fault. This leads to a schizophrenic mix of attitudes: a tendency to idealise regulation, but constantly to criticise regulators.
The rapid expansion of financial reporting disclosure regulation can be seen as part of the larger trend of increasing regulation. This does not show that the heavy regulation of financial reporting disclosures is either right or wrong – merely that it is not unusual.
1.2.4 Market forces

We look at the market forces that underlie increasing disclosures in the next chapter. At this stage we will merely note that disclosure in financial reporting occurs even in the absence of regulation and that changes in markets and technologies would almost certainly have led to significantly increased disclosures in recent decades even in the absence of regulation. While regulation may be responsible for disclosures that are excessive or misguided, the trend towards increasing corporate disclosure reflects powerful market forces.
1.3 
Scope and plan of the report
1.3.1

Scope

‘Disclosure’ is used in more than one sense in relation to financial reporting. Sometimes its meaning is restricted to disclosures in the notes to the accounts. This approach is based on a distinction between what is ‘recognised’ and what is ‘disclosed’. But as recognised items are disclosed in the primary accounting statements (ie, the statement of financial position, the income statement, etc), this distinction can be misleading. Also, it is often a secondary consideration whether disclosure is made in or outside the financial statements, provided it is made somewhere. For this reason, we include all financial reporting disclosures within the scope of this report, regardless of where they are made.

While it would be useful to have a neat way of classifying the different types of financial reporting information that firms disclose, it does not seem possible to do this in a way that is particularly useful and that would avoid a long list of categories, especially given the broad meaning that we attach to such disclosures in this report. Some authors, though, have attempted to categorise disclosures in the notes to the accounts (see Panel 1.6). 

Panel 1.6: Categorising note disclosures

	In ‘Required disclosures in annual reports’ Katherine Schipper identifies five types of disclosure, each with a distinct purpose: description, measurement, alternative measurement, assess risk and reward, and interim solution. 
FASB, in Disclosure Framework: Invitation to Comment, identifies three categories of disclosure: general information about the reporting entity, information about the line items in financial statements, and information about events and conditions that have not yet been represented in financial statements. FASB identifies 12 sub-categories of disclosure. Schipper’s categories could also be regarded as sub-categories of the FASB categories. 
EFRAG/ANC/FRC, in Towards a Disclosure Framework for the Notes, identify six types of information that the notes should contain: aggregation/disaggregation of the line item, what the item is, how does the item fit into the entity’s operations and financial structure, how the item has been accounted for, information about the reporting entity as a whole, and risk. The paper also states that the notes should give information on ‘unrecognised arrangements, claims against and rights of the entity’, which seems to be a seventh category.
All these analyses refer only to the notes to the accounts.



1.3.2

Plan of the report

The remainder of the report is organised as follows:
· Chapter 2 looks at the market forces that underlie the expansion of financial reporting disclosures and explains why disclosures are regulated.
· Chapter 3 examines regulation’s effects on the incentives of the various participants in the financial reporting process.

· Chapter 4 analyses the problems caused by regulating financial reporting disclosures. 
· Chapter 5 identifies possible remedies, assesses their pros and cons, and makes recommendations. 
· Appendix 1 looks at the competition between private company and public company disclosure regimes.

· Appendix 2 summarises some key findings of research on financial reporting disclosures.

· Appendix 3 reviews existing proposals for a disclosure framework and similar suggestions.

2. 
Market failures
[Intro to be inserted later]
2.1
Three types of disclosures

There are three types of financial reporting disclosures: regulatory (including statutory requirements and those in mandatory accounting standards); contractual (including the requirements of companies’ articles of association and other governing agreements); and voluntary. The main purpose of this chapter is to explain regulatory disclosure, which is usually justified by reference to different types of market failure. But before we consider these market failures, it makes sense to look at the market forces that determine financial reporting disclosures in the absence of regulation. Accordingly, in Sections 2.2 – 2.4, we explain the rationale behind contractual and voluntary disclosures.

Financial reporting disclosure is now so heavily regulated that it may seem strange to think of it in terms of market forces. But although the principal causes of current disclosure problems are regulatory, firms disclose information even in the absence of regulatory requirements to do so, and it is arguable that disclosure requirements often codify what would otherwise be market practices. ‘Regulation of disclosure obscures the underlying supply and demand for accounting information… so the marginal effect of regulation is unclear.’
 
Through the operation of market forces, businesses have grown in size and complexity (see Panel 2.1) and undertake ever-more complex transactions, so there is more to disclose and what is disclosed is harder to understand. Capital markets have grown exponentially and have an ever-larger appetite for information. Developments in information technology (IT) have made information cheaper to produce, to distribute and to analyse. In Section 2.5 we look at how these changes in supply and demand lead to longer and more complex disclosures. 
Panel 2.1: Is the complexity of business growing?

	It is a cliché that the complexity of business is growing. But is it true? After all, many changes in daily life are intended to make it simpler. There are good reasons, none the less, for thinking that the complexity of business has indeed grown, continues to grow, and can be expected to grow further in the future. What do we mean by complexity? As a rule of thumb, something is more complex when it involves more processes or more items. So, a business with 10 divisions is probably more complex than a business with two divisions. And a business with 30 products is probably more complex than a business with three.

Increasing wealth. As people have more money to spend, they spend it on a more complex range of items, and producers have to generate increasingly complex ranges of goods and services to meet demand. There is, for example, a much greater variety of food in shops today than there was 50 years ago. Heinz used to boast that it had 57 varieties (and still uses the slogan), but in fact it now has more than 5,700.
Growth of the market. As markets have grown and become more international, this has increased complexity. Firms that would once have been national in their operations are increasingly international, and they have to cope with the diversity of international laws, languages and customs. The growth of the market has also contributed to the vastly greater range of goods and services available to consumers. 

Population growth. A society of 1,000 people will be simpler in virtually every respect than a society of 1,000,000 people. As population grows, relationships of all sorts inevitably become more complex, including relations between businesses, within businesses, and between business and society.

Technological progress. As technology advances it creates new possibilities. To some extent they supersede old possibilities and in this sense will not necessarily make life more complex. But often technological change is cumulative, and old and new technologies may exist side by side. The horse was ‘superseded’ by the train, and the train was ‘superseded’ by the car. But in both the US and the UK, there are probably more horses now than there were 200 years ago. And in the UK in 2012 people took a record number of train journeys. Also, technological change means not only that there is an ever-more complex range of goods and services, but individual products become more complex (ie, they have more parts or more processes). An effect of this technological development may be that a product becomes simpler to use, even though the product itself is more complex.

Financial innovation. Financial services firms are constantly devising new and more complex products. The recent financial crisis may have produced a temporary dip in this complexity, but the long-term trend is clear. Financial instruments are far more complex than they were 50 years ago.

Regulation and the response to it. As regulation grows, it makes doing business more complex. This, after all, is one of the reasons that people complain about financial reporting disclosures. They are seen as an unnecessary and growing complexity of business life. But firms also respond to regulation by creating complexity. They devise new or more complex transactions that are intended to avoid being caught by some regulatory requirement. Growing regulation therefore adds to the complexity of business both directly and indirectly.

The fact that business has become more complex and that individual firms have become more complex does not mean that the individual manager necessarily faces a more difficult task in this respect. On the contrary, the growth of complexity has only been possible because ways have been found to cope with it. A food retailer, for example, may be much more complex than it was 50 years ago, but in important respects advances in IT have made it easier to run – eg, by helping to ensure that appropriate stock levels are maintained. Improved communications, improved information processing, higher levels of education and training, and where necessary – the employment of more staff or greater use of outside contractors – are all ways of coping with increased complexity. 
And as noted in Chapter 1, another way of coping with complexity is to ignore it. 




The two key groups in the financial reporting disclosure market are preparers (firms and their managers) and users (including owners); both groups are highly diverse. At the same time, as we explain later, there are market forces that make for a common approach to disclosure. In most markets, conflicting demands are resolved without everybody complaining about the result, even if everyone does not get everything they want. But there are special features of the market for information about firms that inhibit normal market solutions to disclosure problems. In Section 2.6 we look at the implications for financial reporting disclosures of these features of the market, and in Sections 2.7-2.11 we explain why they lead to regulation.

2.2
Motives for the demand for information

Anyone who has significant transactions or a significant relationship with a firm is likely to want to know something about it. The precise motives for wanting the information, and exactly what information is relevant, will depend on the nature of the transaction or relationship. Because a firm’s owners have a wide range of information needs and are potentially in a position to enforce their demands, we will focus initially on why they might want financial reporting information about the firm.
1. Estimating wealth and forecasting income. Owners may want to see how well the firm is doing so that they can make an estimate of what their investment is worth or what dividends they can expect from it. Such information may form part of an estimate of their own wealth or expected future income that will affect their personal financial planning.

2. Making investment decisions. They may want information that will assist their decisions on whether and at what price to buy, sell or hold the company’s shares.

3. Strategic interventions. If they are in a position to do so, they may want to intervene (perhaps with other owners) in the management of the company. For example, it may have launched a new enterprise that has not been a success and that almost everybody apart from the company’s managers agrees should be terminated.

4. Governance decisions. They may want to check on management’s performance with a view to making decisions (perhaps with other owners) on whether new management is needed and on how managers should be remunerated.

An additional reason why the owners of a firm might demand disclosures does not relate to their own information needs, but to benefits that they can expect to receive by meeting others’ information needs:

5. Contracting with third parties. Financial reporting disclosures may facilitate contracting by the firm with third parties, such as lenders, customers and suppliers (including employees).

Reasons 1 and 2 lead to the ‘valuation’ function of financial reporting, sometimes (especially when there is an exclusive focus on Reason 2) referred to as the ‘decision usefulness’ approach. Reasons 3 and 4 lead to the ‘control’ function of financial reporting, sometimes referred to as the ‘stewardship’ approach. Reasons 3, 4 and 5 together constitute the ‘contracting’ motive for disclosure; while 5 relates explicitly to contracting, 3 and 4 relate implicitly to the triangular contractual relationships between owners, the firm and its managers.
Other groups may have overlapping information needs. Reason 2 is applicable to potential shareholders, and they have a contingent interest in Reasons 1, 3, 4 and 5 should they decide to become owners. Different classes of lenders may share in all these reasons for wanting information about a firm. For example, Reasons 1 and 2, appropriately modified, are relevant to lenders who wish to assess their present wealth and future income and to assess whether and on what terms to lend to a firm or to dispose of existing loans to it. Some lenders may have rights to intervene in a firm’s management if certain conditions are met (or nor met) and may also therefore have a say in whether incumbent managers stay in place: Reasons 3 and 4. Other groups have other information needs.
As the provision of information by firms is sometimes explained in terms of overcoming problems that arise because some managers may take advantage of outsiders’ ignorance (see 2.3 below), it is worth noting that the five reasons for demanding information enumerated above apply even if no managers ever take advantage of outsiders’ ignorance.

The demand for information can be met, without regulation, by voluntary disclosures or by contractual disclosures.

2.3
Motives for the supply of information

2.3.1

Voluntary and contractual disclosures
Managers may supply information to outsiders when they are under no obligation to do so or they may voluntarily assume such an obligation. It makes sense for managers to do this because firms depend for their success on being able to undertake transactions with outsiders and to form relationships with them. Outsiders are more likely to agree to this when they know something about the firm. We explained the point in the earlier Information for Better Markets report, Developments in New Reporting Models:

‘Imagine … that we have a choice between two businesses, one of which we understand because it is open about itself, and one which we do not understand because it is secretive. Other things being equal, we are more likely to:

· invest in;

· lend to;

· sell to;

· buy from; or

· work for

the business we understand. In dealing with the business that we do not understand, we are taking a greater risk, and we would expect to be compensated for this – by a higher expected return on our investment or a higher rate of interest on our loan, etc. And we may be unwilling to take the risk at all.’

Once again, we may note that this motive to provide information would exist even if no managers ever take advantage of outsiders’ ignorance. A significant feature of financial reporting information, though, is that it is prepared by insiders (managers) for the benefit of outsiders (including owners). Those who prepare the disclosures therefore have an advantage over those to whom they are reporting. As insiders they are better informed – ie, there is an information asymmetry. A second significant feature of financial reporting is that its preparers have a motive to bias the information they report because it may be used by owners in their decisions about whether to change managers, how to remunerate them, and whether to intervene in management decisions. These features of financial reporting apply whether disclosures are regulated, contractual or voluntary. 

Economists have developed arguments to explain voluntary and contractual disclosure in situations where there is the potential for managers to take advantage of outsiders’ ignorance. Such opportunities exist wherever there are information asymmetries. Economists have identified two specific problems of this sort created by information asymmetry: adverse selection (see 2.3.2 below) and moral hazard (2.3.3). Both adverse selection and moral hazard are made worse by uncertainty as to the reliability of information. Problems arising from information asymmetry and uncertain reliability create incentives for the parties to a transaction or relationship to secure fuller disclosures and to ensure and signal the disclosures’ reliability.

2.3.2

Adverse selection

Adverse selection arises where one party to a transaction takes advantage of the other’s ignorance to charge too high a price or to pay too low a price. What is at issue is information about the characteristics of an item or a transaction.
 Adverse selection is therefore essentially a problem about knowing what the facts are. But it is also forward-looking in the sense that better knowledge of current – ie, recent historical – facts allows us to make more reliable forecasts.

The concept of ‘adverse selection’ originated in insurance where it refers to the problem that arises if, eg, an insurer offers health cover at a uniform premium to all potential customers (because it does not know what each potential customer’s health problems are, so there is an information asymmetry). The potential customers who are most likely to take up the offer are those with the most severe health problems, causing losses to the insurer. To cover its losses, the insurer has to raise the premiums it charges. But this will deter some potential customers – mainly those with the least severe health problems, who are the least likely to make claims – leaving the insurer facing further losses. The insurer has to raise its premiums again, so it loses another tranche of relatively healthy customers. And so on. In principle, a position could ultimately be reached where it becomes uneconomic to offer insurance at all.

An illustration relevant to financial reporting would be that, where there is information asymmetry between corporate insiders and outsiders, the companies most likely to invite capital from outside investors are those where insiders see an opportunity for gain at outsiders’ expense. To protect themselves against this risk, outside investors will demand a premium on the price they are to be paid for their investment (‘price protection’). This makes it less attractive to raise capital from outsiders, so companies where insiders do not intend to profit at outsiders’ expense are less likely to raise capital in this way. This increases the risk to outside investors, who will therefore demand a larger premium. This will make capital-raising unattractive for another tranche of companies (those where insiders expect to make only modest gains at outsiders’ expense). This further increases the risk to investors, who will demand an even larger premium. And so on. Again, in principle, a position could ultimately be reached where capital-raising from outsiders becomes uneconomic.

Adverse selection is also relevant to transactions and relationships with those other than capital providers. For example, employees, suppliers and customers may make significant investments in their relationships with a particular firm. These are not the sort of investments that appear on the investee firm’s balance sheet. But employees make an investment of human capital in the relationship with their employer (and may make significant property investments that assume a particular place of work), and suppliers and customers often make relationship-specific investments, such as plant that is specific to a particular customer’s needs or training that is specific to a particular’s supplier’s products. All these parties face adverse selection costs when they transact with a firm about which they are not fully informed. They may therefore seek price protection or additional information or refuse to transact.

The risk of adverse selection can be reduced by disclosures that reduce information asymmetry. It therefore creates disclosure incentives for both preparers and users of financial reporting.

2.3.3

Moral hazard
Moral hazard arises where one party to a transaction or relationship can take advantage of the other’s ignorance either by engaging in activities that the other would not have agreed to or by culpably failing to perform tasks that it is expected to perform. What are at issue are incentives to behave in particular ways.
 Moral hazard is therefore, like all questions of incentives, a forward-looking problem.

Again, the concept of ‘moral hazard’ originated in insurance. For example, a driver who is fully insured may drive more dangerously than he would if he were uninsured (causing losses to the insurer). An illustration relevant to financial reporting would be that, where there is information asymmetry, managers may award themselves disproportionately generous compensation. As with adverse selection, moral hazard is a risk that investors are likely to want to protect themselves against, either by not investing in firms where there are information asymmetries giving rise to moral hazard or by requiring a premium on the price at which they are prepared to invest (or to lend). And as with adverse selection, it is possible in principle to imagine situations where moral hazard risks are so great that investment by outsiders becomes unfeasible.

In business, the losses to owners from moral hazard, and the costs incurred to guard against it, are commonly regarded as ‘agency costs’ as they arise from the agency relationship that exists between owners and managers (see Panels 2.2 and 2.3). Moral hazard risks in business include the various forms of ‘managerial appropriation of corporate resources’, such as ‘outright stealing of cash, the use of excess cash for “pet projects” from which the manager derives some private utility, lavish business trips, or simply excessive compensation’.
 Other examples are ‘special treatment of favoured customers [and] ease of consumption of leisure on the job’.

Panel 2.2: An analysis of agency costs

	In ‘Theory of the firm: managerial behavior, agency costs and ownership structure’ Michael C. Jensen and William H. Meckling identify three types of agency cost. They define an agency relationship as one that exists where a principal engages an agent to perform some service on his behalf that involves delegating some decision making to the agent. Decision making in this context extends from, eg, major investment decisions to relatively minor matters such as how exactly the agent spends his time in performing the required service. The agency relationship with which Jensen and Meckling are mainly concerned is that between the owner and the manager of a company.

The three types of agency cost that they identify are:

1. Monitoring costs, which are incurred by the principal in order to control the agent’s actions.

2. Bonding costs, which are incurred by the agent in order to assure the principal that the agent is acting in the principal’s best interests.

3. A residual loss to the principal, which is incurred to the extent that, in spite of monitoring and bonding, the agent does not act completely in the principal’s best interests.

An important feature of this analysis is that it shows that it is in the interests of the agent ​– as well as the principal – to bear agency costs. 




Panel 2.3: Adam Smith on agency problems in companies

	A passage from Adam Smith’s Wealth of Nations (1776) is often quoted to demonstrate that agency problems in companies are nothing new. He is referring to joint stock companies, the eighteenth-century equivalent of the modern public company:

‘The directors of such companies, … being the managers rather of other people’s money than of their own, it cannot well be expected, that they should watch over it with the same anxious vigilance with which the partners in a private copartnery frequently watch over their own… Negligence and profusion, therefore, must always prevail, more or less, in the management of the affairs of such a company’ (The Wealth of Nations, vol 2, pp264-5).

Smith’s less often quoted conclusion is that such companies therefore commonly fail unless they are granted a monopoly to protect them against better managed competitors. While the risk of moral hazard is a real one, which is why Smith’s words still resonate today, clearly he does not provide an accurate description of the corporate world as we know it. Techniques are employed to counter moral hazard and they have a reasonable degree of success. One of these techniques is the provision of credible audited accounts. The growth of the corporate sector on the scale that has occurred since 1776 would have been impossible if Smith’s description were still accurate.




The disclosure of information so as to reduce moral hazard is relevant to other aspects of business activity. For example, corporate social responsibility reports may be expected to reduce socially irresponsible behaviour. Of more direct relevance to financial reporting, regulators and tax authorities may regard it as more likely that reporting to them will be honest if they can relate it to disclosed financial reporting information.

As moral hazard is a forward-looking problem, it may be avoided or reduced by the knowledge that there will in the future be full disclosure of relevant transactions. The threat of moral hazard also therefore creates disclosure incentives for both preparers and users of financial reporting.

Although financial reporting is usually said to be a way of dealing with moral hazards, it does little to address the problem directly. Company accounts do not, for example, report on the lavishness of managers’ business trips or on favoured customers or pet projects. It would be interesting to consider why, in practice, financial reporting does not seem to do what agency theory would lead us to expect. 

Financial reporting as it currently exists should, though, provide some protection against extensive outright theft and, if managers have been slacking, this will presumably – in a competitive environment – be reflected in poor performance that is reported in the accounts.
2.3.4

Implications of adverse selection and moral hazard

Most managers are not trying to take unfair advantage of outside investors (adverse selection) or to steal their money (moral hazard). They therefore have an interest in reducing information asymmetries so that they can secure capital from outsiders at a price that does not include a premium to reflect fears of adverse selection and moral hazard. They have a similar interest in reducing information asymmetries so that their contractual pay does not include a discount to reflect fears of adverse selection and moral hazard.
Investors want to make sure that their money is properly protected and so wish to reduce information asymmetries that might create moral hazard. They also want to have as many opportunities as possible for profitable investment. They therefore have an interest in reducing information asymmetries so that entrepreneurs are not deterred from bringing profitable opportunities to market. Removing the adverse selection and moral hazard premiums will mean that investors are offered a lower return on their investment, but if they are risk averse, they are likely to see this as a potentially beneficial trade-off. Investors will therefore demand information, even where there is no requirement to provide it, or will expect to be compensated (eg, by price protection) where it is missing. 

Even in a world where managers would in no circumstances take advantage of outsiders’ ignorance, they would still have an interest in promoting relationships with other parties that transact with the firm or have other forms of relationship with it, and financial reporting disclosures may be relevant to these objectives. Equity investors in a firm also have an interest in the firm’s paying for disclosures that will facilitate relations with other parties with which the firm contracts or has relationships – eg, lenders, suppliers, customers and employees (Reason 5 at 2.2 above). Adverse selection and moral hazard therefore reinforce more fundamental motives for disclosure; they are not themselves the fundamental reasons for disclosure.
2.4
Contractual disclosures
As a firm’s owners have a common interest in obtaining information about it, they may collectively insist that the company’s managers provide them with financial reporting disclosures. Other parties, such as lenders, may also be in a position to require disclosures contractually.
Historically, whether owners do behave in this way is something that has varied strongly among jurisdictions. In the UK, company law has, since 1856, suggested accounting requirements that can be adopted into a company’s governing agreement. These requirements frequently were adopted and, before the statutory regulation of accounting developed, formed a contractual basis for financial reporting disclosures. 
In the US, by contrast, states competed with one other to attract those who set up companies, and shareholders’ contractual rights to financial reporting information – or indeed to anything – were minimal. The establishment of the SEC in the 1930s eventually did much to improve information to shareholders and others, but through a regulatory regime for financial reporting disclosures, rather than a contractual one, and only for public companies. None the less, and even in the presence of the SEC’s statutory disclosure regime, apparently ‘Investors … sometimes succeed in … altering certain financial reporting practices of [a] firm when it issues its securities’. These would effectively be contractual alterations. The same author, however, notes that US shareholders rarely try to use their voting power to affect a firm’s accounting practices, and comments:
‘The relative unimportance of the voting mechanism for accounting issues suggests that the shareholders have, at best, only limited ability or interest in changing the accounting system of the firm in which they hold an interest.’
 

This has worrying implications and is an issue to which we return in Chapter 5 (Panel 5.8).

Panel 2.4: The Joint Stock Companies Act 1856: contractual disclosures
	In the UK the Joint Stock Companies Act 1856 provided at Table B model ‘Regulations for the management of the company’ that companies could adopt if they wished to do so. As adoption was voluntary, the Table’s status in relation to any firm that adopted it was contractual rather than statutory. In subsequent Companies Acts, the equivalent of Table B appeared as Table A.

The model regulations of 1856 required an annual statement of income and expenditure to be presented to shareholders:
‘The statement so made shall show, arranged under the most convenient heads, the amount of gross income, distinguishing the several sources from which it has been derived, and the amount of gross expenditure, distinguishing the expense of the establishment, salaries, and other like matters: every item of expenditure fairly chargeable against the year’s income shall be brought into account, so that a just balance of profit and loss may be laid before the meeting; and in cases where any item of expenditure which may in fairness be distributed over several years has been incurred in any one year the whole amount of such item shall be stated, with the addition of the reasons why only a portion of such expenditure is charged against the income of the current year.’
The regulations also required a balance sheet and specified what it should disclose.

But perhaps the most important disclosure requirement in the regulations was not a financial reporting one – at least as we now understand financial reporting. This provision gave shareholders the right to inspect the books of account. It was not included in the model regulations issued from 1906 onwards.



2.5
Changes in supply and demand

Changes in the corporate reporting environment are likely to have contributed to the growth in financial reporting disclosures. Some of them have shifted the supply curve to the right; some have shifted the demand curve to the right:

Changes shifting the supply curve to the right include:
· Developments in IT mean that information is significantly cheaper to produce and disseminate than it was, say, 30 years ago. As the cost of information has fallen significantly for preparers, there should be an increased willingness to provide it.

· There has been a huge growth in the scale of international capital markets – again by comparison with, say, 30 years ago. As more capital becomes available, and investors become more sophisticated in their use of information, the gains to business of attracting capital by better disclosure become more obvious.

· As businesses become bigger and more complex, and engage in new and more complex forms of transaction, there is more to disclose.
Changes shifting the demand curve to the right include:
· Developments in IT also mean that information is significantly cheaper for users to access and analyse than it is used to be. As these costs for the consumers of information have fallen, there should be an increased demand for information.

· The growth in international capital markets also affects the demand for information. As more money is available to invest, greater expenditure can be justified on research on where to invest it. 

· Disclosure generates its own demand. As more information is disclosed, users invest more in analysing it and, through analysis, generate their own private information. This in turn generates more questions that users want answered and so leads to demands for greater disclosure.
· Developments in the nature of the measurements required by accounting standards may also have shifted the demand curve to the right. It has been suggested that the increased use of fair value, for example, has increased the amount of judgement involved in preparing accounts. As a consequence, it is argued, users want more supporting information so that they can understand the judgements that have been made by preparers.

As we concluded in Developments in New Reporting Models:

‘When all these factors are taken into account, it is unsurprising that there has been a rapid growth in the volume and complexity of business reporting in recent decades. Businesses themselves see many of their disclosures as being purely for the purpose of meeting regulatory requirements, and there is no doubt that there has also been a steady growth in such requirements in recent decades. But it is an open question how far regulation has an effect that is independent of supply and demand. To some degree, it may well be merely codifying or anticipating developments that would – though with less uniformity ​– take place anyway.’

2.6
Market responses to diversity

Firms are highly diverse. They have different activities, use different technologies, operate in different markets and under different jurisdictions, and organise and finance themselves in different ways. All these differences mean that what is a relevant disclosure for one firm may well be irrelevant for another.

As economic growth allows consumers to exercise a growing diversity of demands, as technological advance creates a growing diversity of techniques, as new financing and organisational techniques are devised, and as the expansion of markets permits a growing division of labour, it is likely that there will be a constant growth in the diversity of firms. We are not aware of any empirical work on this question, but the arguments to expect growing diversity seem to be strong ones. We would expect that, as a result of this growing diversity of firms, the information relevant to understanding particular firms would become increasingly diverse.
Users are also diverse and are interested in different types of information about firms. To take a simple example, shareholders may be most interested in the consolidated accounts of the group, creditors may be most interested in the accounts of a subsidiary that owes them money, and employees may be most interested in the accounts of the particular unit – not necessarily a legal entity ​– in which they work. Users also have very different resources of time and skill to apply to financial reporting disclosures. At one extreme, there are no doubt a proportion of users who have little time and no special understanding of financial reporting. At the other extreme are a small number of investment analysts who work full-time on assessing particular businesses or sectors and who may well have a highly developed understanding of financial reporting or access to others in the firm who do. Users lie at every point on the spectrum between these two extremes. Changes in markets have accentuated the differences between users, as most users’ capacity to cope with the growing volume and complexity of financial reporting information by reading it all themselves has not increased
Panel 2.5: The average investor

‘Realistically, few people expect the “average” individual investor to focus in any detail on the information that companies disclose. As a practical matter, a company’s disclosures are largely “filtered” through experts – various securities professionals and financial intermediaries – who research and process the information and whose trades and recommendations ultimately set securities prices’ – Troy A. Paredes, ‘Blinded by the light: information overload and its consequences for securities regulation’. Professor Paredes has been an SEC Commissioner since 2008.
One research study finds that even those users who do read the accounts spend on average less than 15 minutes doing so and typically do not bother to look at the notes: Vicky Cole, Joël Branson and Diane Breesch, Are Users of Financial Statements of Publicly and Non-Publicly Traded Companies Different or Not? An Empirical Study (2009).
In a normal market, we would expect to see the emergence of products and services – sets of disclosures in this case – that reflect the differences among firms and the diversity of users. We would also expect firms to make a better job of communicating their disclosures, and that there would therefore be fewer complaints about excessive volume and complexity.
At the same time, there are market pressures for common approaches to disclosure to emerge. It would be impossibly expensive for firms to supply every user with the precise disclosure package that would suit them. Equally, it would make life difficult for users if every firm decided in isolation what to disclose, making no attempt to provide information that was comparable with other firms’ disclosures.
Panel 2.6: Voluntary coordination of disclosures

	It is possible to coordinate disclosures among preparers even in the absence of regulation. Before the era of mandatory accounting standards, this was usually done by professional bodies of accountants. It is still done for some types of business by specialist trade bodies.

For an explanation, based on the economic theory of the firm, of why such coordination activities make sense, see Ray Ball, The Firm as a Specialist Contracting Intermediary: Application to Accounting and Auditing. For historical examples of professional bodies coordinating accounting practices, see Stephen A. Zeff, Forging Accounting Principles in Five Countries: A History and an Analysis of Trends (1972) and Principles before Standards: The ICAEW’s ‘N Series’ of Recommendations on Accounting Principles 1942-1969 (2009).



Again, in a normal market, an equilibrium would be found that balanced the forces for diversity and the forces for uniformity. But the market for information is not like other markets. Once financial reporting information is disclosed it becomes a public good – freely available to all (see Section 2.8 below). So the option of selling different information packages to different users is not available for the firms that make the disclosures.
Market participants have not overlooked the problems caused by the diversity of firms, the diversity of users, and the interaction of these diversities with the uniformity imposed by regulators and standard setters. We may guess that most investors are not particularly troubled by receiving more information than they want. They do not bother to read the accounts, but look instead to other sources of information about the firms in which they invest: analysts’ reports, newspapers and magazines, TV and radio, the internet.
 And although firms are required to provide the same information to all users, larger public companies – for which the problems of length and complexity are most evident – usually also provide highlights of key information at the front of the annual report.
 Any user who wants to read only this key information or perhaps just the primary financial statements can do so without great difficulty. 
So although the option of selling different information packages to different users is not available for the firms that make financial reporting disclosures, these firms none the less cater to the needs of ordinary users to some extent. And other participants in the market for corporate information edit and analyse public disclosures and tailor them to target particular groups of users. In spite of all this, some users complain of being overwhelmed by the volume or complexity of financial reporting disclosures and others are keen to complain on their behalf.

We consider the regulatory aspects of these issues further in the remainder of this chapter and in the two following chapters.

2.7
Four arguments for regulating disclosures
There are four main arguments that support the regulation of financial reporting disclosures:

· Because the benefits of financial reporting disclosures cannot be restricted to those who pay for them, they are ‘public goods’, and therefore tend to be underproduced if their production is left purely to market forces (Section 2.8 below).

· There are advantages in standardising financial reporting disclosures, and standardisation can be achieved more cheaply and effectively when it is done on a mandatory rather than a voluntary basis (2.9).

· Some of the benefit of financial reporting disclosure comes from knowing that it is reliable and some of it comes from having a credible commitment to disclosure. Regulatory regimes may be able to impose more effective enforcement than voluntary regimes, and so may produce both more reliable disclosures and more credible commitments (2.10).

These three points are all efficiency arguments; that is, assuming they are correct, the world will be more prosperous if effective regulatory regimes are established that achieve the benefits indicated without imposing undue costs. But there is also a fairness argument for regulation:

· In the absence of regulated financial reporting disclosures, it is arguably easier for participants in capital markets to take advantage of those who are less well-informed, eg, by selling shares at more than they are worth, by buying them at less than they are worth, or even by committing fraud or outright theft (2.11).

Making capital markets fairer may also have efficiency benefits, but the argument for regulation in order to achieve fairness would stand even if this were not the case.

2.8
Public goods
2.8.1

The nature of public goods

Goods and services that are non-rivalrous and non-excludable are public goods. 

Something is non-rivalrous if the enjoyment of its benefits by one person does not reduce others’ ability to enjoy them. A picture on the internet is non-rivalrous. If I look at it, this does not reduce your ability to look at it. Food is rivalrous. If I eat it, you cannot.

Something is non-excludable if others cannot be excluded from the enjoyment of its benefits. The picture on the website is non-excludable if it is on a free, public site. It is excludable if it is on a subscription-only site. If a good is non-excludable, this implies that its producer will not be paid for it by all – or, in some cases, by any – of those who enjoy its benefits.

A key feature of public goods is that their production is likely to be sub-optimal.
 As the producer is not paid for them by all of those who benefit from them, it is likely to produce less of the goods than is socially desirable.

2.8.2

Under-production of financial reporting disclosures

Financial reporting disclosures are public goods. If I use them, this does not reduce other people’s ability to use them, so they are non-rivalrous.
 And financial reporting by a public company is information in the public domain; anybody can access it, so it is non-excludable. Because it is non-excludable, it is not feasible to charge for it. It is therefore likely to be produced in lower quantities than are socially desirable.

Panel 2.7: Private production of corporate information

	Not everyone accepts the public goods argument in relation to the production of corporate information. After all, in addition to public disclosures, some information about firms is privately produced, bought and sold, and privately consumed.

In ‘Capital market equilibrium, information production, and selecting accounting techniques: theoretical framework and review of empirical work’ (1974), Nicholas J. Gonedes and Nicholas Dopuch suggest that corporate information production could be left entirely to market forces:

‘Why can we not have … firms producing and selling, for a fee, information on firms’ operations? If these firms serve as agents for stockholders then they could exercise the stockholders’ rights to examine corporate records. More generally, there would have to be laws establishing the rights of such agents to gain access to corporate records. Under this approach, the users of information initiate requests for and bid on the services of information producers.’

The authors acknowledge that this suggestion ‘involves some seemingly radical departures from the contemporary institutional setting.’




One benefit of financial reporting disclosure as a public good is that its provision should reduce private information-gathering costs. We may expect for example that, in the absence of requirements for firms to disclose profits, third parties would produce estimates of profitability and sell or publish them. These estimates could involve unnecessary duplication of costs, with various outsiders each making their own estimates when the firm itself could produce the information more cheaply – and presumably more accurately. Requiring the firm to publish the information may therefore be more efficient for society as a whole, removing the duplication of users’ costs (but see Panel 2.8) as well as giving users what should be more accurate information.

Panel 2.8: Public disclosure and private information costs

	Public disclosure reduces private information-gathering costs for a given amount of information, but disclosures by firms typically stimulate information gathering by other parties, so that the total amount of expenditure on information production (and the total amount of information) may increase. Public disclosure and private information gathering tend in practice therefore to be complements rather than substitutes. This point is made by Robert Verrecchia, ‘Policy implications from the theory-based literature on disclosure’ (2004).



2.9
Standardisation

Standardisation is also a public good. The classic case is standardisation of weights and measures, which is likely to happen to some extent even without government intervention, but – it is generally thought – is more likely to be achieved to an optimal extent when it is imposed and enforced by governments. Standardisation of financial reporting disclosures is arguably a similar case.
 It produces positive benefits to users, because it makes comparisons easier, but also reduces preparers’ and users’ contracting costs because they do not need to enter separate agreements for every transaction as to what should be disclosed and how. 

Standardisation is likely to be most beneficial where it co-ordinates disclosures that firms would make anyway, but in diverse forms, using information that they already have to hand. Where these conditions do not apply, standardisation can impose significant costs, especially where it requires the production of information that the firm would not otherwise generate.

The costs and benefits of standardisation arguably apply in a distinctive way to some types of information. For example, users of financial reporting disclosures may want to compare different firms, and this is most easily done where firms provide comparable information in a common format. For such users, it may also be helpful to disclose even immaterial amounts so as to facilitate comparisons with companies where the comparable amounts are material.

Differences in what firms disclose can raise questions as to why they aren’t all doing the same thing, which can damage the credibility of financial reporting. Many people – especially non-accountants – find it difficult to understand why different companies should account differently for the same item, and are liable to assume that any flexibility in the rules in this respect must be allowing companies to get away with something that they should not be allowed to get away with. So standardisation is also a way of enhancing the credibility of financial reporting and of those involved in the financial reporting process. 

The argument for standardisation of disclosures is distinct from the argument for optimisation of the amount of disclosure, and the two objectives are likely to conflict for particular firms. 

In practice the demand for standardisation of financial reporting practices is often primarily governmental. Government agencies and regulatory bodies prefer uniformity in the interests of fairness (eg, for taxation) and for their own convenience (in processing information from a large number of firms). There is also a political demand for uniformity as the existence of different practices among firms becomes difficult to defend once financial reporting is regarded as a proper subject for political debate, rather than a private matter to be resolved by the parties involved. Though standard setters have often been private sector bodies, they have also often either been set up at the behest of governments and regulators and/or received their authority from these higher powers.

2.10
Enforcement
Reliable disclosures are more useful than unreliable ones. But it is difficult for users to judge in any particular case whether disclosures are reliable; they are forced to a large extent to depend on the enforcement regime to ensure reliability.

It is possible in a voluntary or contractual disclosure regime to have enforcement procedures – for example, by appointing independent auditors and by making contractual disclosures that are subject to enforcement by the courts. But mandatory systems may have more effective enforcement regimes than voluntary systems – because they have a greater range of penalties available, or because they are cheaper for users than the courts would be, or because they are able to put efficient monitoring systems in place.

It is useful not only to have a particular item of information disclosed; it is also useful to know with confidence that the item will be disclosed. For example, knowing what profit a company made last year is useful information and, other things being equal, an investor is more likely to put money in a company that has disclosed this information than in one that has not. But it is also helpful to know that the information will continue to be reliably disclosed in the future. This requires a credible commitment by the company.

Companies can give commitments voluntarily outside a system of mandatory regulation. But, again, mandatory systems may provide cheaper or more effective enforcement regimes than are available to voluntary arrangements, thereby facilitating credible commitments.

Panel 2.9: The benefits of commitment

	In ‘Why do firms go dark? Causes and economic consequences of voluntary SEC deregistrations’ (2008), Christian Leuz, Alexander J. Triantis and Tracy Yue Wang note that:

‘The … literature suggests that firms receive numerous economic benefits from committing to strict reporting and disclosure requirements. These benefits include less information asymmetry and higher liquidity …, a larger investor base …, and a lower cost of capital... Similarly, foreign firms that cross list on US exchanges, thereby subjecting themselves to stricter reporting requirements and SEC enforcement, exhibit increases in firm value... While strict reporting requirements can also have substantial costs, revealed preference [see below] suggests that the benefits of SEC reporting exceed the costs for most publicly traded companies.’

‘Revealed preference’ – ie, if a company decides to be registered with the SEC, this implies that it thinks the benefits exceed the costs. The argument cuts both ways. Most US companies are not registered with the SEC, and they presumably consider that the costs outweigh the benefits.

The benefits referred to come from the commitment to disclosure, not from the disclosures themselves. Actual disclosures may be either good news or bad news, and so may bring either benefits or costs. Disclosures of bad news may also bring a benefit, though, insofar as they provide confirmation of the firm’s commitment to disclosure. And disclosures of good news may have a cost if they are for some reason regarded as untrustworthy. Disclosures therefore carry two types of information: their overt content and what they tell us about the disclosers’ attitude to disclosure.




2.11
Fairness

There are a number of situations in which it is thought desirable to protect the less well-informed against the better-informed; in particular, for financial reporting disclosures, by protecting: 
· creditors against owners;
· ordinary investors against professional investors; 

· owners against managers; and
· potential owners against existing owners.

Where information asymmetries exist in such relationships, it is possible for the better informed party to take advantage of the other, eg, by buying or selling shares at an unfair price or even by fraud or outright theft.

While voluntary measures may provide appropriate protections to some extent, it is usually considered that regulation is needed to protect the interests of what would otherwise be the weaker party. This is essentially a matter of fairness rather than of economic efficiency, although there may also be efficiency benefits from such regulation.

*

The arguments set out in this chapter all provide good reasons for the regulation of financial reporting disclosures, but they do not mean that it is an unmixed blessing. On the contrary, regulation does not necessarily achieve its objectives, and it brings fresh problems of its own. We consider these issues in the next two chapters.
3.
Regulation – incentives
[Intro to be inserted later] 

3.1
Participants in the financial reporting process
In any market-based financial reporting process, the primary participants are preparers and users, and the interaction between the two plays a role in shaping financial reporting disclosures. In a regulated financial reporting process, preparers and users remain important participants, but their relationship becomes less important as the content of disclosures is increasingly determined by regulators, standard setters and, indirectly, by enforcement agencies.
A secondary but important role is played by auditors and their professional bodies. In a market-based regime, auditors advise preparers on what constitutes accepted practice, and help ensure that preparers comply with it. Their professional bodies may to some extent codify what constitutes accepted practice. In a regulated regime, the professional bodies’ role is usually superseded by the standard setter, and the auditors become the front line of enforcement for mandatory disclosures.

Even in a market-based regime there is usually a degree of regulation. A legislature or government will have established a framework for financial reporting – setting out who has to prepare accounts, who they have to be presented to, and some requirements as to their contents. And even in a market-based regime, there is usually government involvement through enforcement by the courts.
The distinction between market-based regimes and regulated regimes for financial reporting is not, therefore, a sharp one. All financial reporting regimes are regulated to some degree, and regulation never entirely removes the role of market forces – firms can continue to make voluntary disclosures. But the distinction, though fuzzy, is important and has significant effects on financial reporting disclosures. These effects arise in large part because the transition from markets to a regulatory regime changes the incentives of existing participants in the financial reporting process and because new participants have their own particular incentives.

3.2
Regulators
In markets, suppliers often distinguish between customers in various ways. This may be because different customers have different preferences, or can afford different products, or impose different costs on the supplier (eg, because of their location), or have different bargaining powers or negotiating skills. This is true in information markets as in other markets.
In market-based financial reporting regimes, though the framework for reporting may impose a degree of equality within particular classes of users (eg, all shareholders are entitled to receive a copy of the accounts), there usually remains significant scope for preparers to distinguish among different users in the information that they provide. And there is no group of regulators working full-time on reporting. The framework may be revised from time to time, but otherwise legislators and governments have little interest in the subject.
In a regulated regime, there are usually full-time regulators. They may not have been set up primarily to regulate financial reporting, but the power to do so may have been given to them so that they can achieve their primary objectives. So a securities market regulator, for example, may be established so as to ensure that ordinary citizens participating in capital markets are not taken advantage of by other, better-informed market participants. The regulator set up to achieve this may be given power over financial reporting as well.
A regulator of this sort has incentives to certain kinds of behaviour:
· Most obviously, regulators demonstrate their effectiveness (and make a living) by making regulations and enforcing them. New problems or the persistance of old problems are deemed to be evidence of the need for more regulations or tougher enforcement or both.
· Financial reporting typically serves diverse purposes. But where a securities regulator is given power over financial reporting, it is likely to want to ensure that the objective of information to support the fair pricing of capital market transactions is given priority.

· If the raison d’être of such a regulator is to ensure fairness between capital market participants, it may well see this as implying that all users should have equal access to financial reporting information – regardless of their different skills and needs.
· Regulators may set financial reporting requirements themselves, but there is often an advantage to them in distancing themselves from the process, as it typically involves a degree of unpopularity as well as expense. They may therefore support a separate standard setter, but retain the power to remove it or to veto particular decisions, if they do not like what it is doing.
This analysis reflects the fact that disclosure regulation may be presumed to carry the inherent defects that the modern economic theory of regulation tends to see in all regulation. While an older approach to regulation in economics tended to assume that regulators are competent and altruistic guardians of the public interest,
 the modern economics of regulation as it developed in the US in the second half of the 20th century seems to be largely concerned with pointing out the defects of regulatory solutions. Advocates of this approach may even argue that regulators are in fact ‘generally incompetent’, that their ‘primary concern [is] their own wealth and power’, and that they are ‘often captured by those whom they are charged to regulate’.
 

Panel 3.1: The modern economics of regulation applied to accounting

	‘The FASB has not used an underlying set of principles to justify the standards it has issued to date. The reason the CAP [Committee on Accounting Procedure] and the APB [Accounting Principles Board] were unable to find such a set of principles is that the only consistent explanation of the standards of the CAP, the APB and the FASB would be based on the individuals involved in the process (managers, bureaucrats, accountants etc) maximising their own self-interests’ – Ross L. Watts, ‘Corporate financial statements: a product of the market and political process’ (1977). The CAP and the APB were FASB’s predecessors.



More recently, however, it has been pointed out that – as noted above – market solutions, like regulatory solutions, involve a role for government, and that the government institutions required for the operation of markets are as imperfect as those involved in regulation. Market solutions assume that, in the last resort, conflicts can be resolved and rights enforced by the courts. But ‘courts around the world are more often than not highly inefficient, politically motivated, slow, and even corrupt’. In short, ‘both judges and regulators are government agents, subject to political pressures, incentives, and constraints’.
 The nirvana fallacy – usually attributed to those who compare imperfect markets with perfect regulation – is also committed by those who compare the imperfect reality of regulation with idealised markets. It is an open question whether in any particular case a regulatory solution is likely to be an improvement on a market one.

3.3
Standard setters
Standard setters are a specialised type of regulator, and so their incentives are in some respects similar to those of other regulators.

· Standard setters demonstrate their effectiveness by setting standards. New problems or the persistence of old problems are deemed to be evidence of the need for new standards or tougher standards.

· People expect standard setters’ work to result in standardised outcomes. Differences in financial reporting practices are prima facie evidence of inadequate standardisation.  So the standard setting process has an inbuilt bias towards ever-greater uniformity.
· Standard setters have a limited range of tools at their command: more or less detailed rules on measurement, recognition, disclosure and presentation. One option for tougher standards is to make them more detailed. But there is a limited range of choices available on measurement, recognition and presentation; these are not promising avenues for producing ever-tougher standards. Disclosure is a different matter; disclosure requirements can be expanded indefinitely. So for standard setters that need to demonstrate their effectiveness, the two most promising routes are ever-more detailed standards and ever-greater disclosure.

· Where standard setters are set up with the goal of protecting investors – or meeting users’ needs – they will have an inbuilt bias towards meeting their demands for disclosure. As there is no point short of complete transparency at which investors’ information needs will be fully met, demands for disclosure can be expected to move progressively closer to this goal.
3.4
Enforcement agencies
To be seen to be effective, enforcement agencies need to achieve not only compliance with disclosure requirements, but visible compliance. From this point of view, it is unhelpful that firms might omit disclosures on the grounds that they are immaterial, and so enforcement agencies have incentives to discourage such an approach:
· Where, on grounds of immateriality, items have not been disclosed, the enforcement agency cannot tell by looking at the accounts whether there has been compliance. Every item of non-disclosure is a potential case of non-compliance, which requires specific enquiries by the enforcement agency.

· Materiality is subjective and the enforcement agency may be criticised for failing to secure disclosures that the firm says are immaterial.
Auditors have better information than governmental enforcement agencies as to whether a potential disclosure is material or not. But in their capacity as enforcers they face the same potential criticism as a governmental agency if a firm that they are reporting on fails to make a disclosure that others might regard as material. They also have the problem that non-disclosure may prompt governmental or regulatory enquiries as to why the disclosure was not made. For self-protection, therefore, auditors may encourage firms to disclose items specified in standards even if they are immaterial.
3.5
Preparers

In a regulated reporting regime, preparers’ priority is making sure that they have met all relevant requirements. Communication and meeting users’ needs become secondary goals. What matters is avoiding adverse regulatory findings and, preferably, avoiding enforcement agencies’ enquiries in the first place. 
An additional consideration is that, under a regulatory regime, decisions on whether or not to disclose information involve additional effort and expense, including the preparation of documentation justifying the decisions taken, so that the firm is able to defend itself in the event of a regulatory or legal challenge. Unquestioning compliance is simpler and cheaper.

These factors encourage a compliance mentality among preparers and a bias towards over-disclosure.
Panel 3.2: Philosophical resignation 

	Ilia Dichev, John Graham and Shiva Rajgopal interviewed a number of US public company CFOs in conducting the research for Earnings Quality: Evidence from the Field (2012):

‘Several CFOs say that they are resigned to financial reporting as a compliance activity where they just do what the regulators tell them to do… Typical of this perspective is the following CFO: “There are so many things that are ridiculous, but rather than saying oh this is ridiculous, we say OK. We just want to get it right.” Another CFO’s perspective: “… at the end of the day, how should I spend my time? Do I want to spend my time working on this? Or do I want to spend my time working on strategy and driving the business? We’re not going to let the accounting wag the business here, so we’re just going to comply.”’




3.6
Users

For users, the need to put their demands for disclosure to preparers individually – demands that may not be accepted in a market setting – is replaced by the opportunity to impose their demands on all companies through the standard-setting process. The costs of these disclosures are often borne by other parties, rather than by those who call for them. So a regulated regime gives users incentives to demand ever-greater disclosure. Demands for more extensive disclosures include calls for extensive supplementary information, eg, giving full explanations of the assumptions that underlie reported numbers and providing alternative calculations using different assumptions.
4.
Regulatory failures
[Intro to be inserted later] 

4.1
Fundamental problems of disclosure regulation
In this chapter we identify the regulatory failures to which the incentives embedded in the current system give rise. But not all the problems of regulating financial reporting disclosures are about incentives. Some of its greatest difficulties arise from the nature of the task itself. In particular, the regulation of financial reporting disclosures is subject to a number of fundamental problems, which mean that standard setters are not only unlikely ever to get it exactly right but are unlikely even to know whether they have got it right.

· There is no clear and practical objective for deciding which disclosures to mandate. Although standard setters set out objectives for financial reporting in general, these are at too high a level to provide much help with specific disclosures.

· Arguably, decisions on disclosure requirements should be made on the basis of a cost-benefit test, but the benefits of particular disclosures are usually impossible to measure. Direct costs can sometimes be measured, but competitive costs
 are more speculative. Overall, cost-benefit tests for financial reporting disclosures are inevitably subjective.
Panel 4.1: Cost-benefit tests for accounting standards

	The IASB’s 2010 Conceptual Framework states that:

‘Cost is a pervasive constraint on the information that can be provided by financial reporting. Reporting financial information imposes costs, and it is important that those costs are justified by the benefits of reporting that information.’

Similar statements or requirements have been in the conceptual frameworks or mission statements of other standard setters. But it has always been recognised that actually measuring the costs and benefits of financial reporting information is either difficult or impossible. There is a useful discussion of the problems in FASB’s 1991 report, Benefits, Costs, and Consequences of Financial Accounting Standards. The conclusion that seems to emerge from this, at any rate as far as FASB itself is concerned, is that a cost-benefit test is important, but is likely to be subjective and qualitative rather than objective and quantitative. The report also records more radical views, such as those of Roman Weil (University of Chicago):

‘I think the whole enterprise of cost-benefit measurement is a hopeless undertaking… I know how to evaluate proposed standards because I ask myself: Will this information make it easier for me to estimate the amounts, timing, and uncertainty of future cash flows? If the answer is yes, … I’m going to be for that standard.’

The Meeks and Meeks study of 2001, Towards a Cost-Benefit Analysis of Accounting Regulation, is more optimistic and concludes that ‘each category of cost and benefit is … amenable to research, research which in some cases could yield fairly precise estimates while in others it should at least significantly narrow the range of possibilities’.

Katherine Schipper’s 2010 paper, ‘How can we measure the costs and benefits of changes in financial reporting standards?’, states that ‘standard-setters do not, in fact, apply a conventional cost-benefit analysis’ and argues that it may therefore make sense for them to abandon the terminology of comparing costs and benefits. For the IASB specifically, she suggests that it should leave cost-benefit tests to the authorities, including those of the EU, that decide whether to adopt its standards.



· Because, for the reasons just given, arguments on the merits of the case for any potential disclosure requirement are often inconclusive, decisions on disclosure requirements tend to have a political element. They are also inevitably political in the sense that they impose costs and benefits unevenly among different parties.
Such problems are not peculiar to financial reporting; they are common to all decisions about the production of public goods. How can we know, for example, what is the optimal amount of money to spend on defence or public parks or the advancement of science? 

These difficulties reinforce the problems that arise from the pattern of incentives we identified in the last chapter. As a result, there may well be a tendency for disclosure requirements to be either sub-optimal (too little disclosure) or super-optimal (too much disclosure), but no one can be sure which is the current position. Indeed, there is a case to be made that standard setters, by the nature of their task, always necessarily get it wrong for any particular firm. This is because differences between firms in the costs and benefits of particular disclosures ‘are likely to make the optimal amount of disclosure specific to each firm’.
 

In the remainder of this chapter, we consider how regulation might cause or contribute to the following problems:

· Too much disclosure (4.2).

· Too little disclosure (4.3).

· The wrong disclosures (4.4).

· Too complex disclosures (4.5).

· Badly organised disclosures (4.6).

· Poorly communicated disclosures (4.7).

Additional difficulties caused by the international dimension of regulation are noted at 4.8.

4.2
Too much disclosure

4.2.1

Four types of problem

If people consider that disclosures are excessive – that there is information overload – this could indicate any of the following types of regulation-induced problem or a combination of them:

· The disclosures required by standards are excessive (4.2.2).

· The disclosures required by standards are not in themselves excessive, but in applying the requirements firms disclose too much (4.2.3).

· The disclosures required by standards are not in themselves excessive, and in applying the requirements firms do not disclose too much, but they organise the disclosures badly or communicate them poorly so that they seem excessive (4.2.4).

· The disclosures required by standards are excessive for some users, but not for others (4.2.5).

4.2.2

Excessive requirements in standards
There are a number of reasons why standard setters’ disclosure requirements might be excessive.

Ideal of transparency. Transparency is often stated to be the goal of financial reporting. This sounds good and gives financial reporting an attractively idealistic character. There is no correspondingly attractive ideal of opacity to limit disclosures. The ideal of transparency therefore gives continuing impetus to requirements for ever greater disclosure.

Ratchet effect. Once a requirement has been introduced, it is difficult to remove it. This creates a ratchet effect for disclosures.

Priority for users. Standard setters often state that their work is intended to meet the needs of the users of financial reporting information. As some users have an apparently insatiable appetite for disclosure and many of them benefit from it without bearing its costs (ie, they are free riders), this introduces a bias towards ever-increasing disclosure. 

Panel 4.2: The effect of investment analysts
	‘Since financial analysts sell information, they demand disclosure of accounting and other information. The greater the disclosure, the higher the value of their salable interpretive services. Individual investors want financial information to be easily understandable, but financial analysts can dissect complicated reports with their specialized skills and resources. Complex financial statements render the individual investor more dependent on the services of expert analysts… By pressing for more detailed and complicated financial statements and disclosures, [analysts] shift resources from other investors to themselves’ – Shyam Sunder, Theory of Accounting and Control (1997).
Sunder argues that the benefit of analysts’ involvement, from which all investors gain, is a more liquid market. Elsewhere (see Panel 5.4), he suggests that ordinary investors are not particularly interested in corporate disclosures anyway.



Regulatory logic. There tends to be a characteristic logic to the development of regulation. Whenever there is an apparent failure or crisis, the assumption is that this indicates that there has not been enough regulation. People call for tougher rules or tougher enforcement. So, in financial reporting, each crisis or perceived failure leads to calls for more disclosure, not for less. This reinforces the ratchet effect referred to above. And standard setters demonstrate their effectiveness to stakeholders by making fresh requirements, not by allowing firms to disclose less.
Panel 4.3: Being seen to be doing something

	For any regulatory authority, where there are perceived problems there is a constant need to be seen to be doing something about them. And once a topic is under review, ‘There is always the temptation … to make detailed changes to demonstrate that a thorough job has been done.’
 Making additional disclosure requirements is often the easiest way to be seen to be doing something.



Political pressures. Users may lobby in favour of increased disclosures, and other bodies may reflect users’ views in what they say. As users should arguably have the dominant voice in deciding financial reporting requirements, this could be seen as appropriate and in the public interest, but it is possible that standard setters could defer unduly to them.

What we have referred to as ‘political’ pressures usually have little to do with politics as it is usually understood. But sometimes such matters become political in the conventional sense. While it is possible to think of counter-examples, financial reporting usually becomes a matter of national politics when there is some accounting scandal – a great fraud, for example – or an economic crisis that for some reason becomes associated with accounting issues. The nature of these events is such that they are likely to lead to politicians demanding more disclosure rather than less. And sometimes they lead to the creation of institutions, such as the SEC, part of whose raison d’être is increased disclosure.

Incrementalism. Disclosure requirements are considered in isolation by standard setters. It is not considered whether the total volume of disclosures is reasonable. It is widely assumed that if disclosures were considered in total rather than individually there would be fewer of them. If this is correct, it is another reason why disclosures would tend to be excessive. But on the assumption that disclosures become individually less useful as they grow in volume, a marginal approach (which is the one currently employed by standard setters) will be a tougher constraint on new disclosures than one that considers the costs and benefits of disclosures as a whole in deciding on new disclosure requirements.

4.2.3

Excessive disclosure by individual firms
There are two main reasons why, even if the disclosure requirements in standards are ‘right’ and not excessive for firms in general, they might lead to excessive disclosures at the level of the individual firm.

Standardised requirements. For the sake of comparability, standardisation imposes uniform disclosure requirements on diverse firms, but an appropriate disclosure for one firm may be superfluous for another. Indeed, standardised disclosure requirements may mean that the greater part of any single firm’s disclosures are immaterial. In principle, at the level of the individual firm, standardised requirements are as likely to lead to inadequate disclosure as to excessive disclosure. But in practice standardisation seems to lead to over-disclosure rather than under-disclosure. This is partly because, on any particular issue, standard setters are likely to set requirements that reflect the position of those firms for which the issue is important. For example, in setting disclosure requirements for financial instruments (especially following the financial crisis of 2008) they probably have banks in mind. In setting disclosure requirements for leases, they inevitably have in mind firms for which leasing is significant. And so on. The growth of non-GAAP performance disclosures outside the financial statements could indicate a failure of standardised disclosure requirements to meet the diverse needs of different types of business. 
Panel 4.4: The tension between comparability and relevance

	The best argument for standardisation is to achieve comparability, but this conflicts with relevance at the level of the individual firm. As EFRAG/ANC/FRC point out:

‘[There is a] tension between providing entity-specific information and comparability. While information in notes is most useful the more it provides specific information about the entity, users also need to be able to compare entities. To have perfectly specific information, preparers should be allowed to choose freely which information they should provide; to have perfectly comparable information, all preparers should provide the same types of information’ (Towards a Disclosure Framework for the Notes).

These comments are applicable to more than the notes.




A second reason why standardisation is likely to lead to over-disclosure at the level of the individual firm is that standard setters typically focus on public companies in setting their requirements. While the IFRS for SMEs has lower levels of disclosure appropriate to private companies, it could still be argued that, given the wide range covered by private companies, for many of them even the disclosures proposed in the IFRS for SMEs would be excessive.
The great problem is that what is significant varies from one firm to another and from year to year. Standardised disclosure requirements are set to cast the net widely so that every firm, every year, discloses what is important. The result is that a mass of relatively unimportant material is caught up at the same time. It seems plausible that many firms could strike out the majority of their disclosures without materially misleading anybody.
Enforcement agencies’ approach. In theory, disclosure requirements in standards should not lead to immaterial disclosures because firms are only required to disclose what is material. In practice the materiality test seems to provide an ineffective screen, possibly because enforcement agencies push firms towards excessive disclosure. There are several possible reasons why enforcement agencies push firms towards more disclosure rather than less:

· Not disclosing something significant is usually more serious than disclosing something insignificant.

· Some important users like full and predictable disclosures.

· Enforcement agencies may fear that if firms are given discretion over what to disclose, they may use it to hide bad news rather than to cut out pointless disclosures.

· As noted in Chapter 3, the enforcement process is less costly if relevant agencies know what disclosures to expect. 

· As also noted in Chapter 3, agencies’ enforcement of compliance may be questioned if, on grounds of immateriality, items are not disclosed.

Panel 4.5: The ideal outcome 

	‘[U]sers need information that is both concise and comprehensive’ – EFRAG/ANC/FRC, Towards a Disclosure Framework for the Notes. The comment refers to risk reporting, rather than to what users need generally.



4.2.4

Badly organised and poorly communicated disclosures

Badly organised and poorly communicated disclosures are likely to add to perceptions of information overload. We identify the regulatory causes of these problems at 4.6 and 4.7 below.

4.2.5

Differences among users

Standard setters seek to meet the information needs of diverse groups of capital providers. They recognise that they cannot meet all of them, so they ‘seek to provide the information set that will meet the needs of the maximum number of primary users’.
 Even so, if the needs of the maximum number of primary users are to be met, there must be extensive disclosure requirements, many of which will be superfluous to the needs of any particular user. In particular, disclosure regulators tend to focus on the small number of users who have the greatest demand for information. Meeting their needs necessarily results in disclosures that significantly exceed most users’ needs, creating problems of disclosure overload. This is another aspect of the ‘standardisation’ issue.
Panel 4.6: The value of information

	‘[T]he value of information is personal and subjective and can vary across investors as their personal characteristics differ. This can lead to a heterogeneity in the demand for financial information among investors’ – William H. Beaver, Financial Reporting: An Accounting Revolution (1989), p23.



4.3
Too little disclosure

There are four reasons why standard setters might require less disclosure than would be optimal in general, and a fifth cause likely to produce this result at the level of the individual firm.

Incrementalism. Historically, public disclosure by firms started at a low level and, by comparison with the information available to management, remains at a low level.
 It could therefore be argued that the present incremental approach to adopting new disclosure requirements is too weak and that significant further growth in disclosures would be necessary to meet user needs as current and past levels of disclosure have been wholly inadequate. 

Political pressures. In most circumstances there is a constant pressure from preparers to moderate disclosure requirements because of the costs they impose on firms and their managers. Sometimes this pressure is mediated through the views of other groups, which may reflect preparer opinion. In a market economy, the general welfare depends significantly on the success of business, so it is in the public interest that the views of the business sector should carry due weight. But as it is difficult for standard setters to determine what ‘due weight’ should be on any particular issue, they may end up, by accepting preparer views, setting disclosure requirements at a sub-optimal level.

Panel 4.7: Lobbying against proposed disclosure requirements

	In the foreword to FASB’s 1991 report Benefits, Costs, and Consequences of Financial Accounting Standards, Dennis Beresford, FASB’s chairman, notes that ‘a large portion of the costs [imposed by financial reporting standards] are incurred by a community of financial statement preparers that for the most part is relatively homogeneous, well organized, and articulate, but the benefits accrue to a very large, heterogeneous, and unorganized universe of users of financial information. In fact, one can argue that many of the benefits are enjoyed by society at large.’ The implication is that preparers will be effective lobbyists against measures that are in the public interest.

Managers who are preparers are concerned about two sorts of costs: those borne by the firms for which they work, which are ultimately borne by the firms’ owners, and those borne by themselves in their capacity as managers. In the same FASB report, Diana J. Scott and Wayne S. Upton observe that ‘A financial reporting standard represents a loss of management control over information – loss of the ability to decide whether, when, or how to present information.’ This can be a significant loss to managers, who may accordingly resist its threatened imposition. While this loss of control may also be a loss to the firm – because of competitive costs, for example – it may to some extent be a loss purely to the managers themselves, where their interests are not wholly aligned with those of the owners. 




Ignoring some users. Standard setting focuses on the needs of certain users (‘primary users’, ie, capital providers), but ignores those of other user groups. Unless the needs of these groups coincide with those of primary users, disclosures that meet their needs are unlikely to be required.

Ignoring some needs. Even primary users’ information needs tend to be ignored by standard setters unless they concern information considered relevant in helping to forecast cash flows. Information needed purely for control purposes is not regarded by standard setters as falling within their remit. This does not mean that it will not be provided, as it is of such importance that other regulatory authorities are likely to require disclosure of at least some information for control purposes in the absence of any requirements from standard setters. But as it is not a focus of interest for the body primarily responsible for setting disclosure requirements, this may mean that it is relatively neglected. And even some information that is relevant to assessing future cash flows from an entity is liable to be regarded as outside the scope of standard setters’ work: for example, the disclosure of distributable profits is not currently dealt with by accounting standards.

Standardised approach. Standard setters necessarily treat unlike companies alike and while their standardised requirements may well be sufficient for most companies, there may be companies for which a standardised approach leads to too little disclosure.

4.4
The wrong disclosures

As firms can make additional disclosures to those required by standard setters, it could be argued that they have no excuse for not disclosing information that they consider relevant to investors, but which is not mandatory. If they believe that they are making the ‘wrong’ disclosures, they should do something about it.
But if standards lead systematically to what people regard as the wrong disclosures, this suggests either that the people making these claims have misguided expectations or that the standard setting process is defective.

Panel 4.8: Getting the right disclosures

	‘… Then there are disclosures. You hear a lot these days about disclosure overload and we need to address this too. But don’t just assume, as some do, that quantity is the problem. What is really important is whether the disclosures are relevant or not’: Ian Mackintosh, Vice-Chairman of the IASB, quoted in Nigel Sleigh-Johnson and Eddy James, ‘A time for timeliness’ (2012).

FASB states that its project on a disclosure framework is not primarily intended to reduce disclosures, but ‘to improve the effectiveness of disclosure’ – Disclosure Framework: Invitation to Comment (2012).

EFRAG/ANC/FRC state that ‘The debate needs to move beyond simply a discussion about more or less disclosure to how to improve the quality of what is disclosed’ – Towards a Disclosure Framework for the Notes (2012). ‘Quality’ in this context is primarily about relevance. 

Getting disclosures ‘right’ might of course mean that there have to be more of them.




The most long-standing and insistent demand from investors for more information has been for better segmental information. This is reflected in, eg, the call for better segmental reporting and better product-level information in the Financial Times Lex column quoted in Chapter 1 – a good example of allegations that financial reporting makes the ‘wrong’ disclosures. The reason this information is never disclosed to the extent that at least some users would like is that it is claimed to be commercially sensitive.
This raises the problem referred to in Panel 4.7, that preparers’ motives in lobbying against disclosures may well be mixed. To the extent that the segmental and product disclosures some users want would impose significant competitive costs, these users have misguided expectations. To the extent that managers resisting such disclosures are simply defending their own positions, then it is a defect in the standard-setting process that it cannot overcome their resistance.
Essentially, the pros and cons of increasing segmental and project disclosures are a corporate governance question. We return to this in Chapter 5.

4.5
Too complex disclosures
Although the allegation of excessive complexity is sometimes made against current disclosure practices as a discrete charge, it is difficult to see that it is genuinely distinct from other issues (eg, excessive volume of disclosures). We suspect that in most instances perceptions of complexity are primarily induced by the volume of disclosures, in which case the regulatory causes of lengthy disclosures are also the prime causes of complexity. But badly organised and poorly communicated disclosures can also exacerbate complexity, so again it is the regulatory causes of these problems that need to be examined.
4.6
Badly organised disclosures
Disclosure regulation can lead to badly organised disclosures in various ways. One potential problem is the presence of multiple authorities who are able to impose financial reporting disclosure requirements; it is not unusual for them to be set by a mix of standard setters, securities regulators and governments. This situation is likely to lead to overlapping and badly organised requirements, and therefore to overlapping and badly organised disclosures.

To some extent, the existence of multiple regulators reflects the narrowness of standard setters’ view of the function of financial reporting. As they show little interest in disclosures that are useful for control purposes (eg, directors’ remuneration) or for contracting with parties other than providers of finance, these disclosures, to the extent that they are appropriate, have to be picked up by other regulators.

Regulation can also contribute to poor organisation of information by failing to specify how it should be organised.

4.7
Poorly communicated disclosures
There is a conflict between detailed regulation and effective communication. Communication is an art. It is not something that can be regulated in detail so as to achieve the desired results. We suspect that some of the current unhappiness with financial reporting disclosures is because they are poorly communicated. Managers are perfectly capable of communicating effectively when they are allowed to and have the incentives to do so. But detailed regulation of disclosures inevitably limits how well information can be communicated and shapes the behaviour of managers, who feel bound to give priority to compliance as an objective in its own right.

Panel 4.9: A preparer’s confession

	‘I have worked on many 10-Ks during my career and I will admit that the notes, even mine, are not written to be read. They are written to comply with a lot of rules’ – Arthur J. Radin, ‘Have we created financial statement disclosure overload?’ (2007).



Regulators and standard setters, who may be seen as the main cause of these problems, have not been short of advice to preparers on how they can improve their communication skills. The three 2012 discussion papers on disclosure frameworks from FASB, EFRAG/FRC/ANC, and the FRC, all have sections offering useful guidance on how to improve the communication of financial reporting information.

Some managers apparently do not have the right incentives to make them want to communicate effectively and may indeed deliberately make their reports less readable in the hope of obscuring bad news. One research study suggests that this is not uncommon.
 The same study, though, finds that the market is not fooled.

4.8
The international dimension

International disclosure requirements inevitably lead to disclosures that are more useful in some countries than in others. This is because the usefulness of a disclosure depends on the context in which it is made, and some of the relevant differences in context are ones that vary from country to country (see Panel 4.10).

Panel 4.10: The context of disclosure

	In ‘Financial accounting information and corporate governance’ (2001) Robert M. Bushman and Abbie J. Smith give a list of nine factors that make disclosures more (or less) useful:

Auditing regime. Information that is rigorously audited is more reliable.

Communication infrastructure. The easier it is to access information, the more useful it is.

Financial analyst community. Information is more useful if there are analysts who use it. Alternatively, information disclosed by firms may reduce the need for analysts (though see Panel 2.9 above).

Financial system architecture. Public disclosures are more useful if firms are financed by public offerings rather than privately (eg, by bank debt).

Legal environment. Disclosures are more useful where the law allows effective protection of investors and of property rights.

Other corporate control mechanisms. The usefulness of disclosures is greater where there are, eg, management incentive plans and an active market for corporate control.

Industry concentration. The value of disclosure increases with the level of competition among firms, by informing firms of good and bad investment opportunities. Incidentally, this involves the imposition of competitive costs on the disclosing firms. No firm wants to inform its competitors about good and bad investment opportunities.
Political influence over business activities. The incentives to use information profitably are reduced if gains are subject to political expropriation.

Human capital. The benefits of information increase as people become more educated and able to use it.




If disclosure requirements are modelled on what is useful in certain countries, they are likely to lead to superoptimal or suboptimal levels of disclosure in other countries. Judging from the factors listed in Panel 4.10, financial reporting disclosures are likely to be most useful in a country such as the US. Disclosure requirements modelled on what is appropriate for that market might, to varying degrees, be excessive in others.
4.9
Conclusion

Although, as we have seen, regulation of financial reporting disclosures can lead to a variety of problems, the main problem in practice is a tendency towards excessive mandatory disclosures. Indeed, over the past 40 years an institutional structure has been set up that is more or less perfectly designed to create disclosure overload. In the next chapter, we consider possible remedies.
5.
Remedies
[Intro to be inserted later] 

5.1
Overview

In this chapter we make recommendations to deal with the failures of financial reporting disclosures (Sections 5.5 and 5.6).  But first, we identify some defects that are inherent in any regulatory approach to these issues (5.2 and 5.3) and consider recommendations that others have put forward to deal with them (5.4).

5.2
The politicisation of financial reporting

Where disclosure is agreed as part of a voluntary transaction between two parties, it may be assumed that both parties are content with the terms of the transaction as a whole – otherwise they would not go through with it – and therefore with whatever disclosures it requires.
These days, disclosure in financial reporting is largely governed by centrally determined requirements, especially those set by standard setters. There are always diverse views on what exactly firms should be required to disclose, and standard setters are never going to arrive at conclusions with which all will agree. In particular, there are permanent tensions between:

· the interests of owners, who wish to make managers accountable, and the interests of managers, who wish to get on with running the business without outside interference; and

· the interests of users, who would ideally like full transparency, and the interests of preparers, for whom transparency has competitive costs. 
There are no a priori correct solutions to these conflicts, which we explore further in the next section. Ideally, they would be settled by owners and managers, and users and preparers, in individual firms so as to reflect their particular circumstances and preferences. Regulation and standardisation are intended to avoid the need for such arrangements (which would be costly), but also preclude them. A degree of unhappiness is therefore built into any regulated system of financial reporting. People are always likely to be happier doing what they have agreed to do, rather than what they have been told to do.
In addition, standard setters’ decisions are unavoidably political. Disclosure requirements distribute costs and benefits unevenly to different parties, and the basis of the requirements is always to some extent a subjective judgement. In this situation, it is worthwhile for those affected by standard setters’ decisions to complain so as to encourage standard setters to take their interests into account. 

Setting disclosure requirements is, in these ways, similar to running a public health service or a public education system. People are never going to be completely happy with how it is done, and it makes sense for some of them to be constantly demanding improvements to it and for others to be constantly complaining that it costs too much. We therefore need to be realistic about how much can be achieved in addressing the current unhappiness with financial reporting disclosures as long as they are primarily governed by mandatory requirements. But if financial reporting disclosures can be made more of a matter for markets, then participants in the process are less likely to be unhappy and will have less incentive to complain.
5.3
Irreconcilable demands 
Some users, including owners, make demands for information from public companies that will never be met. These demands are typically of two sorts: for detailed segmental and product information; and for information that will allow users to prepare accounts on alternative bases.

Segmental and product information. Detailed segmental and product information is of value to users – including owners, suppliers, customers and employees – because it allows them both to make more accurate forecasts (see Panel 5.1) and to question managers’ decisions. Its disclosure is unattractive to preparers because there are competitive costs in signalling to rivals, and to those with whom it is contracting, where exactly the company is and is not making money. It is also unattractive to managers because it allows their decisions to be questioned.

‘CEOs and senior executives like … to have the option of offsetting poor performance in one part [of the company] with good performance elsewhere or to hide low organic growth by making acquisitions ’ – Tim Koller, a consultant at McKinsey, ‘Accounting: now for something completely different’ (2003).
Panel 5.1: Investment analysts and disaggregated information

	Investments analysts constantly press for more disaggregated disclosures because information at that level is the basis for much of their own work. A 1990s survey of US analysts’ reports noted that:
‘Analysts often estimate future [earnings per share] by disaggregating the company into its constituent operating units and/or geographic regions, developing forecasts of the performance of individual units, and reaggregating segment forecasts to form a company [earnings per share] estimate…

‘Analysts regularly discuss [earnings and performance] with respect to each operating unit; one waste removal company was analysed by individual landfills and a gaming company by individual casinos… Performance analysis by significant product or individual location is common. For example, analysts may evaluate the performance of hotel companies in terms of specific US or international geographic regions, or even specific hotels. Similarly, consumer goods manufacturers often are evaluated in terms of individual product lines or products’ – Gary John Previts, Robert J. Bricker, Thomas R. Robinson and Stephen J. Young, ‘A content analysis of sell-side financial analyst company reports’ (1994).



There is a tension here between two different objectives for financial reporting disclosures: facilitating efficient pricing by securities markets and promoting economic growth. The two objectives are normally assumed to be aligned, and to a large extent they probably are. Efficient pricing of securities is a desirable end and, if it were the only goal of economic activity, it would perhaps justify complete transparency by companies. But the effect of transparency on firms’ competitive prospects also needs to be considered. And if firms are sufficiently disadvantaged by public disclosures they will adopt alternative forms of capital-raising and governance.

At the moment, the tendency of standard setters, which typically report to securities markets regulators, is to support efficiently priced securities markets. This may be at the expense of broader goals of economic growth. 

As John Kay points out (see Panel 5.2), subject to transaction costs, there is a fundamental alignment between returns to companies and returns to investors. Transaction costs in capital markets run to hundreds of billions of dollars a year, so are material. But these costs aside, a system of financial reporting disclosures that serves the profitability of companies will also serve the interests of capital providers. The disclosures that yield the greatest net benefit for capital providers are therefore the same as those that maximise returns to companies. They are not the disclosures that would allow the most accurate forecasts of cash flows, which would require complete transparency. Sometimes, therefore, investors have a choice between more accurate forecasts of cash flows and higher cash flows.

Panel 5.2: What are stock markets for?

	‘The purposes of equity markets are to generate returns for savers and to improve the performance of companies. In the long run, returns to savers will be equal to the returns earned by companies, less the costs of intermediation. There is a fundamental alignment between the success of companies and the returns to savers’ – John Kay, The Kay Review of UK Equity Markets and Long-Term Decision Making: Interim Report (2012).



Preparing accounts on alternative bases. Users sometimes disagree with the assumptions that managers make in preparing accounts or are interested to see what the results would be if alternative assumptions were made. It would therefore be helpful to these users if firms provided enough information to allow them to prepare alternative accounts using different bases. Disclosures of this sort are unattractive to managers, partly because – like detailed segmental and product information – they have competitive costs to the firm and are disadvantageous to managers personally, and also because it can be time-consuming and expensive to provide all the necessary information.

Where users demand information of either of these two types (detailed segmental and alternative bases), they are in effect aiming to put themselves in the same position as the managers of the business. This is unrealistic for a public company. If investors want this sort of information, they need to buy the company – ie, to take it private. Then the information they want can be provided without incurring competitive costs. As long as there is a difference in disclosure requirements for private companies and public companies, going private is always an option if firms regard public company disclosure requirements as excessive (see Appendix 1).

Panel 5.3: Control: do shareholders know best?

	Managers sometimes argue that shareholders are too short-termist and too quick to want to kill projects that are not yet showing a positive return. Partly for this reason, managers are often reluctant to disclose information on the performance of individual projects or businesses and may find ways of ensuring that such information stays hidden within larger aggregated amounts.

Against this, shareholders may argue that managers tend to stick too long with projects because admitting that they have failed damages the managers’ reputations and career prospects. Shareholders therefore want disaggregated information so that they can properly assess managers’ performance.




Panel 5.4: Shareholders’ preference not to be informed

	‘The lack of active involvement in, and relative ignorance of, corporate affairs on the part of … shareholders is hardly accidental. It is exactly what the shareholders want and expect when they purchase the stock of a firm. Most shareholders have no desire to spend time or effort personally monitoring the performance of managers and other agents… They trade the loss of direct control of the firm against corresponding gains in the form of diversification of their investment portfolio across firms, saving in personal effort and freedom from the need for investment expertise’ – Shyam Sunder, Theory of Accounting and Control, p84.



Under the corporate governance system for public companies that exists in the UK and some other countries there is in effect a deal between managers and investors. Managers are left to get on with running the business, but are accountable for their performance. Managers’ freedom of action is constrained by non-executive directors and by the constant possibility that shareholders may decide to make a strategic intervention, but within broad limits they are left to get on with it. In return, they accept accountability for their performance and provide disclosures accordingly. These disclosures are truthful, but do not provide full transparency, because full transparency would interfere in managers’ ability to run the business and would cause the business competitive harm. As noted above, information for the best possible (ie, best informed) market valuation of the firm is incompatible with this system as it would require full transparency.
People therefore need to be realistic about how much information public companies are ever going to disclose. 
Alternatively, a different system of corporate governance – ‘insider governance’ – could be adopted that would allow privileged investors access to inside information even though the company is publicly quoted. This is not uncommon in some countries and even in countries where it is unusual, it is sometimes found in public companies in which there is substantial family control. Under governance of this sort, private disclosure to insiders to some extent takes the place of full public disclosure, even for public companies, avoiding competitive costs. 

Panel 5.5 Alternative governance systems

	Ray Ball, S. P. Kothari and Ashok Robin, ‘The effect of international institutional factors on properties of accounting earnings’ (2000), note that insider governance becomes less feasible as a firm’s significant investors become more diverse – numerically, geographically, culturally or linguistically. They find that, in countries with governance systems of this sort, stock market prices are not necessarily – as one might expect – based on less up-to-date information. This is because such jurisdictions usually allow insider trading; so the market is informed through insiders trading on private information, rather than through public announcements.
The nature of being ‘informed’ differs under the two systems. Under a system of private disclosure, the market is in effect informed that a company’s value has changed and is left to infer the news underlying this change, which may prompt a further change in value. Under a system of public disclosure, the market is given the underlying news and is left to decide how this affects the company’s value.

The ordinary investor is arguably in much the same position either way as, under both systems, keeping track of ‘what the market knows’ is a full-time job.



5.4
Earlier proposals for reform
In this section, we consider some recent and current proposals for dealing with the problems of disclosure in financial reporting. These are mostly aimed at the problem of disclosure overload, though some of them might well lead to increased disclosures.
5.4.1

Identifying specific cuts in disclosures

One way to reduce financial reporting disclosures is to review existing disclosure requirements and to delete those considered to be superfluous. This is the approach adopted by the Joint Oversight Group of the Institute of Chartered Accountants of Scotland and the New Zealand Institute of Chartered Accountants in Losing the Excess Baggage – Reducing Disclosures in Financial Statements to What’s Important (2011 – see A3.4 below). Losing the Excess Baggage is the best-known attempt to identify specific cuts in disclosures, proposing 37% cuts in existing disclosures for the standards it reviews. Though commissioned by the IASB, it has not yet been reflected in the board’s work. This is perhaps because users have not yet indicated that they support the proposed reductions in disclosure. 
The Joint Oversight Group argues that:

‘While the requirements of each standard seemed reasonable at the time of that standard’s development, the combined impact of the existing requirements has led to lengthy financial statements cluttered by excessive detail.’

Losing the Excess Baggage also relies on materiality as a way of reducing disclosures (see 5.4.2 below). It is not stated in the report how far the proposed 37% cuts are attributable to materiality rather than to deleting specific disclosure requirements. 
It would clearly be sensible to remove superfluous disclosure requirements, and the Joint Oversight Group’s pioneering work has been widely welcomed, especially by preparers. Further progress in this direction will require stronger user involvement to ensure that proposed cuts do not result in the loss of useful information.
5.4.2

Materiality

Information overload can occur even if all the information provided to a user is material.
 But to the extent that standardised disclosure requirements lead to a mass of insignificant disclosures for individual firms, in principle the problem can be dealt with by applying materiality to remove the redundant disclosures. Unfortunately there are obstacles in the way of preparers who wish to take this route.

In Cutting Clutter: Combating Clutter in Annual Reports, the ASB suggested that materiality could be applied to significantly reduce unnecessary disclosures in annual reports. Responding to the report, ICAEW noted that (ICAEW REP 90/11):

‘There is a bias towards disclosure in legal and regulatory enforcement; action is more likely to be taken where information is not disclosed than when it is disclosed. As the question of what to disclose is often (and inevitably) a grey area, it is understandable that preparers … should incline towards disclosure in doubtful cases rather than towards non-disclosure.’

Cutting disclosures on grounds of immateriality therefore creates risks for preparers:

‘As [Cutting Clutter] correctly notes, information may currently be included in the report and accounts because preparers err on the side of caution. Not erring on the side of caution clearly involves risks. Ideally preparers would be able to identify what should or should not be included in their disclosures with unerring precision and total confidence. As this is not the case, and it is difficult to see how it ever could be, they have a choice between, on the one hand, erring on the side of caution and, on the other, risking criticism or regulatory or legal action.’

As a recent academic writer on this subject has commented, ‘I am aware of no SEC action or investor lawsuit arising from excessive disclosure.’
 It is arguable, though, that the materiality test should be applied asymmetrically. That is, if I have important information that I do not give you, I am more likely to cause you significant harm than if, in addition to giving you the important information, I give you a piece of unimportant information. Viewed in this light, the present bias in applying materiality is entirely appropriate. 

In addition to these risks, as the ICAEW response to Cutting Clutter pointed out, there are costs involved in deciding what not to disclose:

‘The helpful behavioural aids in the report indicate that cutting clutter will involve an extra effort by preparers in terms of planning, reviewing and considering potential cuts. There may also be additional costs in terms of discussion with the auditors and taking legal advice.’ 

On the other hand: ‘It is possible that the additional costs incurred by preparers in cutting clutter would be one-off, while the benefits … would endure for a number of years.’
It should not be assumed, therefore, that using materiality to cut disclosures will necessarily appeal to preparers when they take the costs and risks of this course into consideration. And if they do cut disclosures on the grounds of immateriality, some users may find it unhelpful because it reduces comparability between firms. On this point, the ICAEW response to Cutting Clutter stated:
‘Some users … expect a high degree of comparability, even where the relevant items are individually immaterial. That is, they expect certain information to be disclosed by all companies and have a problem if they cannot find disclosures that match these expectations.’

Disclosing quantitatively immaterial items may in any case be helpful to preparers:

‘Disclosure of quantitatively immaterial items can … be useful if it includes relevant information. For example, a company may wish to emphasise that it has only a small amount of derivatives (or none at all) or of specific classes of sovereign debt. Disclosing the amount draws attention to it and answers any questions that users might have if it were not disclosed.’

An additional issue is that if items appear and disappear from year to year, depending on whether or not they are material, it would make it more difficult for users to know what to expect and for enforcement authorities to assess compliance.

There will also be difficulties in agreeing criteria for deciding what is material. Both FASB and EFRAG/ANC/FRC in their 2012 discussion papers advocate potentially material impact on users’ assessments of future cash flows as the test of materiality. This may be appropriate for information that has a valuation objective, but it does not seem to be a good test for information for control. No doubt the criteria could be broadened appropriately if standard setters can be persuaded to accept the provision of information for control purposes as an objective of financial reporting.
But even as regards information for forecasting future cash flows, impact is a problematic criterion for judging materiality. Research has found that the publication of annual reports typically has little impact on share prices; by implication, it therefore has little impact on users’ forecasts of cash flows. This is not particularly surprising. For investment analysts, annual reports are primarily works of reference rather than ways of conveying news to the market. Indeed, in a number of jurisdictions there are continuous disclosure requirements for public companies, which mean that managers should publish price-sensitive information when they become aware of it – not wait until they can publish it in the annual report (or an interim report).
 And investors are constantly using information from many sources to update their expectations of firms’ future cash flows; they are not totally dependent on the annual report. 
The implication is that a ‘potentially material impact on users’ assessments of future cash flows’ test, rigorously applied, might well end up deleting most of the annual report. Some might welcome this conclusion and say that it is what they suspected all along. But in our view it is evidence that the annual report is not primarily about changing investors’ expectations of future cash flows.
If materiality is to be a useful weapon in the battle against disclosure overload, there will need to be a culture change in legal and enforcement systems, including the courts. This change would also have to be international to be fully effective, as there would be little point in international businesses cutting back on their disclosures in one jurisdiction only to find that they are then in trouble with another country’s regulator. Such a change would then allow a similar change among preparers. 
5.4.3

Generalised disclosure requirements

In Disclosure Framework: Invitation to Comment (see A3.7 below) FASB raises the possibility that it could impose general disclosure requirements rather than specific ones. This would leave it up to preparers to decide what disclosures are relevant in their own particular circumstances and would presumably avoid the problem that firms are currently required to disclose information that they regard as irrelevant or immaterial. EFRAG/ANC/FRC raise the same possibility in Towards a Disclosure Framework for the Notes (see A4.8 below). The two papers also note the disadvantages of this solution.
The main argument against this approach is that it would risk returning financial reporting to the era when some firms disclosed very little and disclosure by different firms had very limited comparability. It could also prove to be an unintentionally onerous regime for preparers, who will not know what they should disclose, but would have to make their own decisions line by line, and then be ready to justify them in the event of any subsequent legal or regulatory challenge.
5.4.4

Differentiated disclosure requirements

FASB also raises the possibility in Disclosure Framework: Invitation to Comment that it could issue standards with different disclosure requirements for different types of firm. The requirements might be differentiated on the basis of, eg, the size of the firm or the nature of its activities. This should reduce the number of disclosures that are irrelevant to a particular firm or to the users of its accounts. Again, Towards a Disclosure Framework for the Notes raises the same possibility. And again, both papers draw attention to possible drawbacks of this approach.
This option is probably more attractive than generalised disclosure requirements as it would at least secure comparability among the firms that comply with a particular set of requirements. It is also an approach that is already adopted in practice, eg, by the IASB in its IFRS for SMEs, by those jurisdictions that distinguish in their disclosure requirements between public and private companies and between different sizes of firm, and by existing industry standards, such as those for insurers and oil and gas companies. The question is therefore how far this existing approach could usefully be extended by standard setters. 

5.4.5

A sunset rule
A sunset rule for disclosure requirements
 would mean that they have a limited life and that, at the end of the specified period, either they are renewed or they expire. It would not necessarily mean that disclosure requirements would be reduced, but it would place an administrative obstacle in the way of their endless expansion.

While this approach could work to reduce disclosure requirements, it is possible to imagine situations in which it would not work. Assuming standard setters’ default position would be to propose the renewal of all requirements approaching their sunset date, such a rule would enormously increase the burden on those involved in standard setting, including those who respond to standard setters’ proposals. A possible result would be that existing requirements are constantly renewed without being thoroughly assessed, while people devote their limited time and resources to thinking about proposals for fresh requirements, which are likely to seem more important.

One way of making such a rule more effective would be to require positive evidence that the required disclosures have actually been used.
 This would tilt the balance against automatic or semi-automatic renewal of existing requirements.
5.4.6

A one-in, one-out rule

There could be a rule that each additional disclosure requirement has to be accompanied by the repeal of an existing one. Such a rule would not reduce the volume of disclosure requirements, but it would restrict them to their existing level.

It could be difficult to make a rule of this sort operational. What constitutes ‘a’ disclosure requirement is a subjective matter. Consider, for example, the disclosure requirements of IFRS 13, Fair Value Measurement. These include, at paragraph 93, nine sub-paragraphs and six sub-sub-paragraphs. So is paragraph 93 one disclosure requirement, or nine, or fifteen? Probably none of these is the right answer, as individual sub-paragraphs and sub-sub-paragraphs sometimes contain a series of separate requirements. Paragraph 93(e)(iii) requires, ‘for recurring fair value measurements categorised within Level 3 of the fair value hierarchy, a reconciliation from the opening balances to the closing balances, disclosing separately changes during the period attributable to the following’:
‘(iii) purchases, sales, issues and settlements (each of those types of changes disclosed separately).’
Should (iii) count as four disclosure requirements?

To make things even more difficult, IFRS 13 is a standard whose provisions apply across other standards that require fair value measurements. Its requirements are in effect super-requirements, and should presumably count more heavily than single requirements in other standards. It is not clear just how heavily they should count. But a one-in, one-out rule is an interesting idea and would be a rough and ready way of putting a cap on disclosure requirements.
5.4.7

Disclosure frameworks

It is sometimes suggested that the problem of disclosure could be significantly lessened if there were an agreed disclosure framework or set of principles to govern requirements for financial reporting disclosures. Ideas for such frameworks are of three types:
· lists setting out the information that users need, which it is expected should be met by disclosure requirements on specific issues;
· lists of tests that standard setters should meet before they impose disclosure requirements; and

· ways of structuring disclosures.

Lists of users’ information needs have to be assessed on their merits, but those of which we are aware (see, eg, A3.1 and A3.2) would be as likely to lead to increased disclosures as to reduced disclosures. The objective of these frameworks is to get the ‘right’ disclosures.
Lists of tests to be met when setting disclosure requirements also have to be assessed on their merits. Such frameworks may well be useful in making standard setters think more carefully about how they set disclosure requirements, but it is easy to imagine that they would have no effect on the overall volume of disclosures. Standard setters might well go through the required tests for proposed disclosures and decide that they were all passed, rather in the same way that they have already decided that all existing requirements pass a cost-benefit test. But in principle a disclosure framework would be a useful development.
We discuss the question of structuring at 5.4.9 below.

5.4.8

An understandability requirement

The Audit Quality Forum (AQF), which is hosted by ICAEW, has suggested that it should be made more explicit that being clear and, where possible, concise is an element of the true and fair view requirement.
 The report suggests that it is ‘part of the job of management … to ensure that users of financial statements can see the wood for the trees’. This involves consideration of the structure and clarity of disclosures as well as their overall understandability.

The AQF’s argument is not for the introduction of a new requirement, but for the better implementation of an existing requirement for understandability. This is an idea that probably needs to be experimented with before it can be known how well it will work. It would not remove any existing disclosure requirements, so it is uncertain whether placing greater emphasis on considerations of understandability would lead to reduced disclosures or simply to greater clarity. Explaining things more clearly often requires more space rather than less.

5.4.9 Better structured information

A similar proposal is that disclosures should be better structured so as to make it easier to pick out important information. Sometimes this is seen as one of the roles of a disclosure framework. It is impossible to disagree with the proposition that, if information can be better structured, it should be. There are various ways in which information can be made easier to navigate:
· A table of contents is useful (not all companies provide one), especially if it lists all the notes.

· If a report is long enough, it may warrant an index.

· Cross referencing information is helpful to users.

Demands for better structured information sometimes relate specifically to the notes to the accounts. At present, firms often structure the notes so as to link them where appropriate to items in the principal accounting statements. There is no obvious way of ordering notes that are not linked to items in the principal accounting statements, though a table of contents listing the notes – as suggested above – should help with this problem.
It has been proposed, though, that notes would be ordered better if the most important – or relevant – ones came first. Putting information in this order is generally considered the most effective way of communicating it. There would none the less be some disadvantages in this approach.
· It would make information in the notes harder to find in the case of those firms that at present order it based on the sequence of items in the primary financial statements or in some other logical manner.
· The order of items would vary from year to year as the importance of different issues changes. So comparisons between one year and the next would be made harder.

· Although some notes are relatively important and some relatively unimportant, such judgements are subjective and preparers risk misleading users if the two parties’ views on importance do not coincide. Indeed, there may be a risk of litigation if subsequent events cast doubt on managers’ judgements and investors can claim that important information was ‘buried’ in notes that were consigned a relatively low place in the disclosure order. This risk would perhaps be all the greater because there would be an implication that the user really needs to read only the notes that come first and can afford to ignore the rest.
· Investment analysts will probably work their way through all the notes anyway, so there will be no gain to them, except that they will read things into management’s choice of order that management does not necessarily intend.

· What is important for one purpose may not be important for another. Information on directors’ remuneration, for example, may be immaterial for forecasting future cash flows, but important for purposes of control. Which purpose should predominate?
So there is a conflict between ‘better structured’ in the sense of drawing attention to what managers consider to be important and ‘better structured’ in the sense of helping users to find the information they want. In isolated communications that are intended to be news, drawing attention to what is considered important probably matters most. In communications that form both part of a time series and part of a greater body of similar communications from other firms, and which are more for reference than to convey news, a degree of consistency and predictability in structuring is likely to be more helpful. Unfortunately, different types of users use the annual report in different ways. For investments analysts, it may be primarily a work of reference. For ordinary readers – who do not know how much the market already knows – it may look like news (see Panel 5.7).
5.4.10

Greater use of the internet

It is sometimes suggested that the burden of printed annual report disclosures could be reduced if they were restructured so as to rely more on the internet. This could be done to varying degrees. One approach would be to put standing information, such as accounting policy notes that are unchanged from year to year, on the internet rather than in the annual report.
 A more radical approach would be to include only minimal accounting information – perhaps just the primary financial statements – in the annual report, and leave it to users to look things up on the internet if they want anything more detailed (see, eg, Panel 5.6). This approach appears to be the most promising way of achieving a major reduction in the length of printed annual reports. It would not in itself involve any reduction in the total amount of information disclosed.
Panel 5.6: Making greater use of the internet

	In ‘The future of financial reporting’ (2012) Mark Vaessen and Oliver Tant suggest a division of corporate reporting between ‘the story’ and ‘the key numbers’ on the one hand and ‘the detail’ on the other. The first information set, which would include the primary financial statements, would form part of an integrated report that would be the key focus of corporate reporting. The second information set, which would include the notes to the accounts, could be disclosed on the internet. The authors suggest that ‘the detail’ might be outside the scope of the auditor’s true and fair view opinion, though possibly subject to some other form of assurance. However, the true and fair opinion would perhaps be extended in another direction – though in a modified form – to encompass ‘the story’ and ‘the key numbers’ and whether they give a fair and balanced presentation.



5.5
Recommendations
5.5.1

Key points
Dealing with the failures we have identified implies significant changes to mandatory financial reporting disclosures and to the system that governs them. The four key changes that we envisage are:

· Two sets of disclosures: one for ordinary users and another for those users who have an appetite for more extensive and more complex information.

· A change to the standard setting process so as to bring it into closer alignment with the underlying supply and demand for information.

· Greater reliance by users on market forces, where their needs are not met by the reformed standard setting process.

· A change in attitude by enforcement agencies so as to encourage firms to leave out immaterial disclosures.

Specific changes will require action by different groups.

5.5.2

Governments and regulatory authorities

Governments and regulatory authorities set the legal framework for reporting by firms and the parameters within which standard setters operate, and they enforce disclosure requirements.

Different disclosures for different users

At present the disclosure system fails to distinguish between the very different needs of the users of financial reporting information. While some users may be happy with lengthy disclosures, the majority are sent information that is far longer and more complex than they can cope with. We therefore recommend that:

1. Disclosure requirements should be amended so as to allow firms to report separate information sets to different types of users. The information set for most users should be short and, beyond a minimal common core, decided by each firm to reflect its own particular circumstances. Regulation of disclosures in the common core should itself be minimal so as to allow for effective communication. The information disclosed for users with an appetite for longer and more complex information should be online and available for anyone who wants it.

The financial reporting for ordinary users could include the primary financial statements – ie, the income statement, statement of comprehensive income, statement of financial position, statement of changes in equity, and statement of cash flows – and any other information that the directors consider to be material. The contents of the primary financial statements would be governed by the requirements of accounting standards. The information for ordinary users outside these statements would be unregulated, except that it would be audited to ensure that it is not misleading. 
This approach has a number of advantages:
· Ordinary users would not receive an excessive amount of information. There would be no excuse for it to be too complex or badly organised.
· If ordinary users want more information, they can access it on the internet.

· Investment analysts and other users who like a full set of disclosures would still get the information that they do now, but without making life difficult for ordinary users.

The precise form of the audit report is a question that we do not consider here. But it is for consideration whether the true and fair view (or present fairly) requirement should apply to the briefer information provided to ordinary users or to the more extensive information provided online. It is perhaps more plausible to suggest that all the information included in the report for ordinary users would be essential to a true and fair view than to say that all the information provided for investment analysts would be essential to a true and fair view. If this is accepted, then it becomes possible to decide what information should be provided to investment analysts and others on the basis of a more appropriate test. 

It may also be useful to consider whether the true and fair view requirement should be expanded to encompass information that does not form part of the financial statements, but is included in the annual report to shareholders.

In some jurisdictions, including the UK, the law allows some companies, provided certain conditions are met, to provide shareholders with summarised financial statements rather than a full annual report.
 While such statements may well meet the objective of our own recommendation, the option to provide them has often not been taken up by companies, which still have to prepare a full-length annual report for those shareholders who want it. We envisage that our proposed document would supersede the existing annual report.
Panel 5.7: Two concepts of fairness

	There is a tension between fairness as ‘everybody gets the same information’ and fairness as ‘everybody gets the information they can use’. A common assumption of securities regulators is that everyone should receive the same information; otherwise there is a risk that the well-informed will take advantage of the poorly-informed. But investors do not all have the same time available to study financial reporting disclosures or the same skills in understanding them. In this situation, giving everyone the same information is arguably a source of unfairness, especially if the disclosures are tailored to meet the needs of those with ample resources to take advantage of them.

A counter-argument to this analysis is that the extensive and complex disclosures aimed at investment analysts also protect ordinary investors. As long as some market participants are able to make use of the information, this will ensure that security prices reflect firms’ true prospects. So ordinary users do not need to understand everything; they are protected by the market. Tim Keller, for example, argues that ‘Some investors will neither understand nor appreciate a greater degree of disclosure, but financial statements should be aimed at the sophisticated investors who ultimately drive share prices.’ This argument, which may well be a valid one, in effect sweeps aside the notion that financial reporting disclosures are intended to be read by ordinary investors.
Research evidence supports what most people would assume anyway, that long and complex disclosures disadvantage private investors relative to professional investors (see Appendix 2). ‘[N]on-professional investors tend to read financial statements in the order presented and are therefore more likely to be affected by more complex reports than more sophisticated investors (analysts), who use directed information search strategies to analyse financial statements’.

If the current position is unfair to ordinary investors (because it advantages investment analysts), an alternative approach would be to disclose information that is suited to the needs of different user groups: with, eg, shorter and simpler disclosures for ordinary users. This is the approach that we recommend.




Useful information always gives an advantage to those who can understand it. While those who disclose financial reporting information should try to make it understandable to all, useful information cannot justifiably be withheld on the grounds that some people might not understand it.

Reforming the standard-setting system

At the moment, there is a perceived bias in the standard-setting process for disclosures. This perception arises partly from the view that it is producing disclosures that are too long and too complex or that no one reads. Our first recommendation addresses this point. But there is also a view that the standard-setting process focuses unduly on the needs of a small group of users who have an apparently insatiable appetite for information, but who do not bear the costs of producing it – ie, they are free riders. We therefore recommend that:

2. The standard-setting process should be reformed so as to give a veto to representatives of those who meet the costs of disclosure requirements, ie, equity shareholders – the owners of firms. This would make standard setters accountable to those who meet the costs of their decisions and should bring regulatory requirements closer to underlying supply and demand.
The dynamic of the current standard-setting process is effectively designed to ensure ever-increasing disclosures. Standard setters see their objective as serving the needs of users, who always want more information, but who do not necessarily meet the costs of its disclosure. They promote the ideal of transparency, which means more disclosure, not less. Once disclosure requirements are in place, they stay in place, so fresh requirements always add to the cumulative volume of disclosures. The subjectivity of cost-benefit tests creates a suspicion that in practice the system may be biased in favour of additional disclosures.

As noted earlier, this is the sort of problem that arises whenever the production of public goods is at issue. But where the public goods are the product of public expenditure, taxpayers’ willingness to pay for them puts a limit to their production. Financial reporting disclosures are paid for by a third party – the owners of businesses – so this control is lacking. 

While some things that can be done to address the problems of disclosure (eg, as suggested below, a disclosure framework and regular reviews of disclosure requirements) would not require a fundamental change in the standard-setting process, we do not think that they would necessarily solve the problem on their own. The essential dynamic of the standard-setting process would remain unchanged. 

A shareholder veto would change the dynamic of the standard-setting process, as it would focus the attention of standard setters on whether their proposals will be acceptable to those who ultimately pay for them and who are also their principal beneficiaries. While this would change how standard setters approach their task, it is impossible to predict exactly what effect it would have on disclosure requirements.

· Shareholders have an interest in satisfying the information needs of other parties that contract with the firm, so other users’ interests would not be left out of account.

· It seems inherently unlikely that the information needs of sell-side analysts (who are free riders) are very different from those of buy-side analysts (who – or whose employers – meet the costs of disclosure).

· While at the level of the individual firm there is a conflict of interests between existing shareholders and potential shareholders (existing shareholders might want potential shareholders to overvalue the firm), this is not true across the population of firms as a whole. Across the market, those who buy shares and those who sell shares are by and large the same people. There is no reason to think that a representative body of existing shareholders would have a bias against disclosures that are of benefit to potential shareholders.

Our initial assumption is that a shareholder veto would not lead to a dramatic reduction in disclosure requirements, which evidence suggests are generally supported by institutional shareholders who are able to make use of the disclosures they generate. Smaller shareholders may take a different view, but our proposals for differential disclosures are designed to meet their needs. In the long run a shareholder veto would put a constraint on the indefinite expansion of disclosures that does not exist currently.

A shareholder veto should also reduce the claimed unhappiness with disclosure overload. This is generally expressed by people who are not shareholders, but who say that current disclosures are either a waste of time because nobody reads them or positively unhelpful because they confuse readers. Once shareholders have a power of veto over disclosure requirements, then it can be assumed that they are happy with them, and those third parties who have expressed unhappiness on their behalf can stop worrying.
Panel 5.8: Shareholders’ lack of interest

	A possible objection to our proposal of a shareholder veto is that shareholders have in general shown little interest in accounting standard setting. This is a real practical problem, and it is why we have suggested that the veto should lie with ‘representatives’ of owners. These representatives of owners would preferably be shareholders themselves or be from shareholding institutions, but it may not be possible to assemble an appropriate group that consists entirely of people with these qualifications. In which case, it would be acceptable to have representatives of owners’ interests who are not themselves owners, rather as non-executive directors on a board represent owners’ interests, but are not necessarily owners themselves.
Shareholders’ lack of interest in accounting standards raises an even more fundamental question, of course, which is: Why should so much effort go into a process that its beneficiaries seem not to be interested in? The answer to this is that financial reporting information is a public good that benefits all shareholders, but it is not usually worth the while of any individual shareholder to bear the costs of helping to secure it. Those shareholders who do show an interest in the standard setting process are in effect pursuing a public good objective more than their own interest. Even so, the standard setting process would be in a more comfortable position if shareholders could be persuaded to show a greater interest in it.



Multiple regulators

We recommend that:

3. To avoid the problems of overlapping disclosure requirements, the multiple regulators that set disclosure requirements should work together to produce coherent outcomes. 

This will help avoid superfluous disclosures, unnecessary complexity and poorly organised disclosures.

Panel 5.9: The problem of multiple regulators

	‘[P]art of the problem of disclosure effectiveness arises from the existence of multiple bodies in different countries that are able to impose disclosure requirements. Sometimes these are intended for the benefit of shareholders – as with, for example, disclosures relating to directors’ remuneration. But annual reports also include disclosures that are not primarily of interest to shareholders, but are instead what may be regarded as public policy disclosures for the benefit of third parties (eg, civil society groups). … [T]hese are imposed by bodies other than the IASB.
‘For these reasons, the problem of disclosure overload will not be solved unless it is tackled by all the bodies that are able to impose disclosure requirements. This would have to be done on an international basis. Ideally, legislators and regulators internationally would accept the IASB’s disclosure requirements as sufficient, and not cause duplication and unnecessary complexity by adding their own disclosure requirements. It would also be helpful to have agreement on the objective of annual reports and on who they are intended for, which in our view is the company’s investors and other providers of capital’ – ICAEW response (ICAEW REP 189/12) to the EFRAG/NC/FRC discussion paper, Towards a Disclosure Framework for the Notes.




Enforcement of immaterial disclosures

We recommend that:

4. To reduce the incentives to provide immaterial disclosures, enforcement agencies should clarify that they will not take action against firms that omit immaterial disclosures and should encourage firms to omit immaterial disclosures. As international firms make disclosures in more than one jurisdiction, this will require a common approach among enforcement agencies internationally.

5.5.3

Standard setters
Disclosure framework

We recommend that:

5. Standard setters should establish a framework to provide a structure for setting disclosure requirements. This should ensure that disclosures are only required when they are needed, and are properly organised. The framework should form part of the conceptual framework for financial reporting.
 It should recognise that the level of disclosure is effectively a deal between owners and managers, and between preparers and users, and it therefore requires a balancing of interests, not a single-minded pursuit of transparency.
This should ensure greater consistency in disclosure requirements on the various issues addressed by accounting standards and may also improve the structure of disclosures. If the framework forms part of the conceptual framework for financial reporting, this should also ensure that it is consistent with, and avoids overlaps with, the contents of the framework on questions of recognition, measurement and presentation.

The consultative documents already published by FASB, by EFRAG/ANC/FRC, and by the FRC separately (see A3.9 below) provide excellent starting points for the development of such a framework. Care will need to be taken that the framework does not become an agenda for extensive new disclosures.

Regular reviews

We recommend that:

6. Standard setters should regularly review their disclosure requirements to weed out unnecessary disclosures. The IASB’s first such review should be initiated as soon as it has finalised the conceptual framework on disclosure.

The review of the Joint Oversight Group provides a recent example of how this might be done, but we recommend that future reviews should be conducted by the standard setter itself, with strong user involvement. This will make it more likely that the standard setter will act on the review’s recommendations.

So as to avoid such reviews creating constant changes in requirements, they should not be frequent – perhaps once every seven to ten years would be about right. 
Immaterial disclosures

We recommend that:

7. Although, ideally, immaterial disclosures should be avoided, standard setters should none the less work on the assumption that disclosure requirements will be complied with by firms, even if the disclosures are immaterial. Standard setters should take this into account in deciding whether disclosure requirements are proportionate.

At present, standard setters are able to assume that firms only make disclosures when they are material, and presumably their assessments of the costs and benefits of disclosure requirements are made on this basis. If practice changes, and immaterial disclosures do in fact disappear, then standard setters can adjust their assumptions to reflect this.
5.5.4

Firms

Communication strategies

We recommend that:

8. Firms should work out communication strategies for the different audiences for their disclosures. 
Our proposals would allow firms to provide different audiences of users with different information sets. This will work only if firms think about how they communicate both with ordinary shareholders and with those who have an appetite for larger volumes of information, and tailor their disclosures and how they are presented to each group accordingly.

Immaterial disclosures
We recommend that:

9. Subject to Recommendation 4, firms should weed out disclosures that are clearly immaterial.

Where there is any doubt as to whether a disclosure is immaterial, it would usually be safer for firms to leave it in, as otherwise there is a risk that enforcement agencies or the courts will take a different view.

5.4.5

Users
We recommend that:

10. Users should engage directly with firms to secure public disclosure of information that is not currently provided.

John Kay argues that the desire for comparability in disclosure has gone too far. He associates this with an ineffective model of ownership:

‘There has been considerable progress in recent years in the development of international accounting standards. We question, however, whether this trend may have emphasised comparability at the expense of relevance… The search for comparability is the product of an environment which emphasises the role of anonymous markets, in which investment decisions can be made without specific knowledge of the companies in which funds are invested… [But] the nature of the information which is helpful in understanding the activities of a company will vary from business to business and time to time.’

Kay therefore proposes that disclosures should be negotiated between firms and investors:

‘The ability easily to engage in such discussion is a primary strength of the model of internal allocation of capital within large firms with diversified activities, of private equity, and increasingly of debt finance.’

Users might also consider using social media to put pressure on preparers to improve their disclosures. Consumers and other groups employ blogs, tweets and comments on review websites – among other techniques – to help secure improvements in service from suppliers. Why should not users of financial reporting employ the same methods?

5.6
The way ahead
Our recommendations would set limits to disclosures by ensuring that they are only required where those who benefit from them are also prepared to meet their costs. They would also ensure that disclosure requirements are developed within a framework that recognises that the level of mandatory disclosures requires a balancing of interests between owners and managers, and between users and preparers. In these ways, they would bring the outcomes of disclosure regulation closer to the underlying supply and demand. They would encourage firms to leave out immaterial information and allow them to structure their disclosures so as to reflect the fact that different users of their financial reporting have very different needs. And they would also allow firms to give more attention to disclosure as a form of communication, rather than as an exercise in compliance. In addition, they would encourage preparers and users to engage together in deciding what disclosures should be provided voluntarily. The overall result would be a better system of financial reporting disclosures, whose burdens are proportionate to its benefits. 

Our recommendations would also mean that there should be fewer complaints about the volume of financial reporting disclosures, as disclosures would be more clearly a response to the needs of owners and other users, rather than the outcome of a dysfunctional regulatory process. In this respect, financial reporting should become more like other areas of life, where the availability of information is either welcomed or taken for granted.

Appendix 1: Private v public disclosure regimes
It is common to have different disclosure requirements for public and private companies, with significantly heavier regulatory requirements for public companies. Managers in private companies are also subject to potentially extensive disclosure requirements, but of a different sort. A private company’s capital providers, whether they are its owners or lenders, may well expect much more information than is available to the capital providers of a public company. So there may be more or less onerous reporting requirements for both public and private companies. For public companies, the requirements are imposed by a standard setter and the disclosures are public. For private companies, the requirements are imposed by capital providers and the disclosures are private.

Very broadly, disclosure requirements can fail in one of two ways: either because they are excessive or because they are inadequate. Is it plausible to explain transfers between public and private company status for either of these reasons? On the face of it, it does not seem likely that companies would change their status purely because of inadequate disclosure requirements. Individual firms can always remedy this problem by disclosing additional information voluntarily. But becoming a public company also means opting into a tougher enforcement regime, and this should make the firm’s commitment to greater transparency more credible. This would be a plausible reason for going public, eg, as part of a capital-raising exercise.

What about excessive disclosure requirements? We consider the two logically possible options below. 

Excessive disclosure requirements for public companies. In this situation, we would expect companies to go private to avoid the costs of excessive disclosure. These costs include the competitive costs of disclosure, which could be materially higher than the direct costs of producing and distributing the information in question. Private companies may well make more extensive disclosures than public companies, but they make them privately to their owners and lenders. Capital providers for public companies perhaps wish to be treated like owners for disclosure purposes, but the competitive costs of disclosure mean that they have to be treated more like members of the public. 

Panel A1.1: Why do firms go private?

	In ‘Why do firms use private equity to opt out of public markets?’ (2010) Sreedhar T. Bharath and Amy K. Dittmar look at 1,377 US public companies that went private between 1980 and 2003. Theory suggests that firms benefit most from the increased disclosures that go with being public companies if they have high analyst coverage and high institutional ownership. The authors find that ‘firms are more likely to go private if they have less analyst coverage and lower institutional ownership’ – ie, they are not benefiting as much as other firms from the costs of increased disclosure. Theory also suggests that firms benefit more from increased disclosures to reduce agency costs where ownership is widely dispersed. Concentrated ownership avoids agency costs through private disclosures and more rigorous owner controls on managers. So the benefits of public disclosure for such firms are relatively weaker. Consistent with this theory, the authors find that ‘firms are more likely to go private if they have more concentrated ownership’. 




Panel A1.2: Why do firms go dark?

	In ‘Why do firms go dark? Causes and economic consequences of voluntary SEC deregistrations’ (2008), Christian Leuz, Alexander J. Triantis and Tracy Yue Wang look at the 484 US public companies that ‘went dark’ between 1998 and 2004. SEC rules allow companies to deregister if they have a relatively small number of shareholders and a relatively low level of reported assets. Deregistration exempts them from SEC requirements, including disclosure requirements. Their shares may still be publicly traded, but not on a major exchange. This is ‘going dark’. Non-US readers need to bear in mind that financial reporting disclosure requirements for public companies in the US are primarily imposed by securities market regulators, not by company law, though company law varies from state to state. Escaping securities market regulation can therefore have a greater effect on disclosure in the US than in countries where requirements are primarily imposed through company law – though often, as in the EU, company law distinguishes between firms whose shares are publicly traded and others.
The authors find evidence supporting two alternative explanations for why firms go dark: to reduce costs (which, in itself, should increase the value of the firm) and to allow managers to exploit increased information asymmetries (which should decrease the value of the firm) – an agency problem.

‘Consistent with the cost savings rationale, going dark firms are smaller and have poorer stock market performance, higher leverage, and fewer growth opportunities than the population of firms that could but choose not to go dark. They also exhibit higher levels of distress and experience a decline in stock market interest. It is plausible that, for such firms, the cost savings from SEC deregistrations exceed the (presumably low) benefits of continued reporting, which is consistent with claims in companies’ press releases that the decision to go dark maximises firm value and is in the interest of shareholders.’

‘However, we also find evidence consistent with the agency explanation for going dark. We find that firms that go dark have on average larger (positive and negative) accruals relative to their cash flow from operations (consistent with poorer accounting quality and hiding motives), larger free cash flow …, and weaker board governance and outside monitoring. Our results suggest that … these proxies for agency conflicts play a larger role when governance is weak. We also document that firms that are subject to state provisions requiring some form of disclosure are much less likely to deregister and that few firms voluntarily provide financial statements (privately or publicly) following deregistration. While reporting costs could still play a role in the latter findings, they are also consistent with a desire to avoid outside scrutiny.’



The movement of firms between private company and public company status may therefore provide an indicator of whether the requirements for public companies’ financial reporting disclosures are excessive. If they are, it could prompt companies to go private. This is a highly imperfect indicator, as companies may have other, more important, reasons for changing status (as well as the agency problem motive referred to in Panel A1.2). Changing business models might also affect the choice between public and private company status. For example, we might expect firms to prefer the private company option where the risks of moral hazard or adverse selection are especially high, because private ownership allows: 

· fuller disclosure without incurring competitive costs (because the disclosure is private); and

· better alignment of managers’ and investors’ interests through a significant level of owner-management. Though two-tier public ownership structures that keep voting control in managers’/original owners’ hands are an alternative way of dealing with this problem.
If excessive disclosure requirements do drive firms from public to private company status, this process can create its own disclosure problems. For example, investors in private companies may well be institutions that raise funds from the public. So, although firms go private, they are still ultimately financed by the same investors who finance public companies, but using different intermediaries. Questions then arise as to whether there should be increased public disclosure by these private firms because going private creates fresh information asymmetries for their ultimate, indirect investors. In the UK, this has led to guidance to private equity firms and the companies in which they invest to make additional voluntary disclosures.
 In the case of an investee company, the additional voluntary financial statement disclosures appear to be minimal.
Excessive disclosure requirements for private companies. This situation would arise where managers are chafing at the restrictions imposed by full disclosure to private capital providers and wish to move to the, in some respects, laxer governance regime that public companies enjoy. The scenario may not be immediately convincing as it is usual to view the disclosure regime for public companies as more onerous. But the possibility should not be dismissed as in practice managers in private companies may well have to make more extensive disclosures than those of public companies, but they do so privately to a limited group of owners (and lenders). The instances referred to in Panel A1.2 of companies moving in the opposite direction seem to be of firms with weak governance that can avoid extensive disclosures to shareholders if they go private.

Appendix 2: The findings of research
A2.1
Overview

The research literature relevant to disclosure in financial reporting is immense, and this appendix is a highly selective summary and discussion of a relatively small number of publications that seem to be particularly relevant to the issues addressed in the report. For some elements of this survey we have relied primarily on a few papers that review different aspects of the available literature. We have not consulted all the works cited in the passages quoted from these surveys.
We look at research on:

· the regulation of financial reporting disclosures (A2.2);

· the benefits of disclosure (A2.3);

· aspects of disclosure that limit its benefits – length, complexity and poor presentation (A2.4); and
· whether disclosure has already reached its useful limits (A2.5).

An obvious gap in this list is research on the costs of disclosure. Partly this is because it seems to be a little-researched topic, but Section A2.4 does look at some evidence on the disadvantages to users of increasing disclosures.

We have not examined the vast research literature on the value relevance of specific disclosures. This research looks at correlations between the information in particular disclosures and share prices or changes in share prices. The point is disputed, but it is unclear how far value relevance is evidence of usefulness.

Finally, we discuss what conclusions, if any, can be drawn from this research (A2.6).

A2.2
The regulation of financial reporting disclosures
Disclosure requirements are simply one aspect of the larger question of the regulation of financial reporting. What research there is on the effects of regulation tends not to separate out disclosure from other aspects.

In Economic Consequences of Financial Reporting and Disclosure Regulation, Christian Leuz and Peter Wysocki comment that ‘there is limited research on the costs and benefits of financial reporting and disclosure regulation’. In particular, they find ‘a paucity of evidence on market-wide and aggregate economic and social consequences of reporting and disclosure regulation’. 
There has been some work on whether the new statutory disclosure regime introduced in the US in the 1930s, including the foundation of the SEC, had any effects. This regime was, at that stage, primarily applicable to capital-raising exercises rather than to annual or interim accounts. The main positive finding to emerge from the research seems to be that ‘securities offerings are less risky’ after the introduction of the new regime.

Overall, in view of the lack of evidence on disclosure regulation’s effects (beneficial or otherwise), Leuz and Wysocki regard it as puzzling ‘why disclosure regulation is so pervasive’.
 They also argue that: ‘corporate transparency likely is a joint outcome of market forces and the incentives provided by various rules and regulations’.

Katherine Schipper, whose paper ‘Required disclosures in financial reports’ seeks to understand what standard setters are trying to achieve when they mandate disclosures, as well as to assess the effects of their requirements, notes ‘the dearth of analytical theories of required disclosures’. Part of the explanation for this, she suggests, is the problem that ‘required disclosures are economy-level choices, affecting multiple firms that differ in terms of both economic circumstances and contracting arrangements and parties’. Analysing two US standards on postretirement benefits, Schipper identifies three ‘(apparent) purposes’ of disclosure in these standards
:

· disaggregation to aid prediction;

· displaying estimates and assumptions to facilitate assessments of measurement uncertainty; and

· providing an alternative accounting treatment.

She concludes that:

‘In the absence of conceptual guidance, two interrelated types of pragmatic considerations appear to determine standard-setting decisions about required disclosures. First, standard setters appear to consider disclosure requirements after recognition and measurement decisions have been made, and in the context of those decisions. Second, standard setters appear to make explicit and implicit assumptions about judgments and decisions financial statement users are likely to want to make, again, in the context of the standard… Given the number and variety of events and transactions that are subject to recognition and measurement guidance, as well as the number and variety of financial statement users’ judgments and decisions, this pragmatic approach does not seem to place meaningful limits on the growth of disclosure requirements.’

A2.3
The benefits of disclosure
A2.3.1
Different types of benefit

Researchers have found evidence of a number of different types of benefit that appear to be attributable to financial reporting disclosures:

· lower cost of capital (A2.3.2);

· improved liquidity (A2.3.3);

· reduced uncertainty (A2.3.4);

· improved predictive ability (A2.3.5);
· improved ability to calculate numbers on different bases (A2.3.6);
· reduced moral hazard (A2.3.7); and

· greater economic growth (A2.3.8).

Arguably there is a good deal of linkage and overlap between the items on this list. Improved predictive ability and improved ability to calculate numbers on different bases should both reduce uncertainty. If they do not, it is difficult to see in what respect they are benefits. Reduced uncertainty should lead to a lower cost of capital. Reduced moral hazard increases cash flows to shareholders and so should also lead to a lower cost of capital. Liquidity is usually measured by the bid-ask spread on a firm’s shares (a reduced bid-ask spread is taken as evidence of increased liquidity). But a reduced bid-ask spread on a firm’s shares should also mean, other things being equal, a lower cost of capital for the firm. And while a lower cost of capital is a benefit to the firm that has it, at the macro level the benefit of a lower cost of capital is that it promotes economic growth. 

Although all these benefits of disclosure are arguably interrelated and in some cases overlapping, it makes sense to consider them separately as the evidence and arguments for each of them are distinct. We accordingly look at each of the different types of benefit in turn below. 

Panel A2.1: A concise summary of relevant research

	In The Political Economy of Transparency: What Makes Disclosure Policies Effective?, Archon Fung, David Weil, Mary Graham and Elena Fagotto provide a concise summary of research as at 2004 on the benefits of financial reporting disclosures:

‘[A] growing literature suggests that such reporting has been effective both in reducing investor risks and in improving corporate governance. Research suggests that financial reporting limits investors’ risks by reducing investment errors and costs of identifying appropriate investment opportunities (Simon, 1989; Botosan, 1997) as well as by generally reducing information asymmetries between more and less sophisticated investors (Bushman and Smith, 2001; Greenstone et al., [2006]
). Research also concludes that public reporting reduces firms’ cost of capital (Botosan, 1997) and attracts the attention of analysts who may then recommend the stocks for purchase (Lang and Lundholm, 1996).

‘The literature also suggests that reporting improves corporate governance by reducing information asymmetries between shareholders and managers, encouraging managerial discipline, reducing agency costs, supporting enforceable contracts, and disciplining corporate compensation (Bushman and Smith, 2001; Healy and Palepu, 2001; Ball, 2001). Analyses of foreign companies that adopt the more rigorous US disclosure rules conclude that they experience market benefits. Newly disclosed information reduces investor errors in achieving their investment goals and improves companies’ stock liquidity and access to capital, explaining why some companies voluntarily adopt such rules (Leuz and Verrecchia, 2000). Comparative studies also have concluded that investors are less likely to buy stocks during financial crises in countries with relatively low transparency and that investors leave less transparent markets for more transparent ones during crises (Gelos and Wei, 2002).’




A2.3.2
Lower cost of capital

In Intangibles: Management, Measurement, and Reporting (2001), Baruch Lev comments: ‘there is … only scant evidence of a link between improved disclosure and cost of capital, and the estimated reduction in cost of capital is very modest’. Later studies of the question tend to be more positive, but researchers remain cautious in stating exactly what link, if any, there is between disclosure and the cost of capital. In ‘The economic consequences of increased disclosure’ (2000) Christian Leuz and Robert E. Verrecchia suggest that a possible explanation of why it has been difficult to show a relationship between increased disclosure and the cost of capital is that previous research on the subject had used US evidence and that ‘the [US] disclosure environment is already rich’. That is to say, US disclosures are already so extensive – and already sufficiently credible – that additional disclosures cannot be expected to have a significant effect.
A similar point is made by Jerold L. Zimmerman in Myth: External Financial Reporting Quality

Has a 1st Order Effect on Firm Value (2012). He argues that for US public companies it is inherently unlikely that differences between firms’ external reporting have a significant effect on their share price. This is not just because all such firms operate under a well-enforced system where they have to make extensive financial reporting disclosures. It is also because – like companies under similar regimes around the world – they are required ‘to release quickly to the public any news or information which might reasonably be expected to materially affect the market for [their] securities’.
 Drawing on his personal experience of serving on the audit committees of US public companies, Zimmerman states:
‘I have never once heard in over 100 board meetings, conference calls, and audit committee meetings a director, manager, investment banker, public accountant, or outside legal counsel assert, “Let’s improve our external financial reporting quality to enhance shareholder wealth.”’

Such issues may of course be discussed below board level, which is consistent with any effects being second-order ones.

In ‘Disclosure and the cost of capital: what do we know?’ (2006), a paper commissioned by ICAEW, Christine Botosan reviews the evidence and concludes:

‘The sum total of the evidence accumulated across many studies using alternative measures, samples and research designs lends considerable support to the hypothesis that greater disclosure reduces [the] cost of equity capital.’
In Economic Consequences of Financial Reporting and Disclosure Regulation, Leuz and Wysocki list a number of papers that support a connection between improved disclosure and a lower cost of capital. Panel A2.2 gives extracts from their review. Some of the evidence that they refer to shows that managers believe that improved disclosure lowers the cost of capital or that managers improve disclosure in the hope of reducing the cost of capital. Such evidence is of course suggestive of a relationship rather than direct evidence of its existence. 
Panel A2.2: Evidence on the cost of capital

	From Leuz and Wysocki, Economic Consequences of Financial Reporting and Disclosure Regulation:

‘Graham, Harvey and Rajgopal (2005) find that 39% of managers strongly agree with the statements that “voluntarily communicating information reduces our cost of capital”, while 22% strongly disagree with this statement… [They] find that the perceived reduction in the cost of capital is greatest for firms with high analyst following.’ 

‘[R]esearch documents a positive link between external capital raising activities and disclosure quantity and quality (eg, Frankel, McNichols and Wilson, 1995; Healy, Hutton and Palepu, 1999; Lang and Lundholm, 2000). More recently, there are also studies that document more extensive pre-IPO disclosures are associated with lower underpricing (eg, Schrand and Verrecchia, 2005; Leone, Rock and Willenborg, 2007).’ 

‘Botosan (1997) … creates a self-constructed index of voluntary annual report disclosures for a sample of US manufacturing companies and links it to an ex ante imputed cost of capital measure. In her overall sample, she does not find a significant relation between voluntary disclosure and equity cost of capital. However, firms with low analyst following do exhibit the predicted negative relation between disclosure and cost of equity capital.’ 

‘Follow-up research by Botosan and Plumlee (2002) finds a significant negative relation between cost of equity capital and annual report disclosures.
 However, they find contradictory evidence suggesting that the cost of capital is higher for firms with more timely voluntary disclosures, and no association between the cost of capital and firms’ investor relations activities.’ 

‘Hail (2002) examines a sample of Swiss firms where mandated disclosure is low and there is large variation in firms’ voluntary disclosure policies. He finds that more forthcoming firms enjoy around a 2.5% cost advantage over the least forthcoming firms. The considerable magnitude of his findings in a weak disclosure environment is consistent with the idea expressed in Leuz and Verrecchia (2000) that the magnitude of the relation may depend on countries’ institutional factors.’




A2.3.3
Improved liquidity

Leuz and Wysocki also list a number of papers that support a connection between increased disclosure and increased liquidity in trading a firm’s stock (or shares). Panel A2.3 gives extracts from their review. Again, one of the papers they refer to shows that managers believe that improved disclosure increases liquidity. 

Panel A2.3: Evidence on liquidity

	From Leuz and Wysocki, Economic Consequences of Financial Reporting and Disclosure Regulation:

Managers believe that ‘voluntarily communicating information increases the overall liquidity of our stock’ (Graham, Harvey and Rajgopal 2005).
‘Welker (1995) tests the liquidity impact of firms’ voluntary disclosures using AIMR
 disclosure rankings. He finds that firms in the lowest third of the disclosure rankings have about 50 percent higher bid-ask spreads than firms in the highest third of the rankings.’

‘Healy, Hutton, and Palepu (1999) also use AIMR rankings to examine a sample of firms that exhibit a voluntary and sustained increase in their disclosures. They find these firms had a significant increase in their liquidity (bid-ask spreads and trading volume) after the perceived increase in their disclosure quality.’

‘Leuz and Verrecchia (2000) examine a sample of German firms that voluntarily adopt more onerous disclosure requirements by switching from German GAAP to an international reporting regime (ie, IAS or US GAAP). [They] find that switching firms have smaller bid-ask spreads and higher trading volume following the switch and relative to German GAAP firms, consistent with the notion that a commitment to more disclosure reduces adverse selection’.
‘However, in many instances, the economic significance of the liquidity effects in cross-sectional studies
 of US firms appears to be small. One issue is that these studies analyse firms’ disclosures within the rich and stringent US disclosure system where the effects of additional voluntary disclosures are likely to be small (Leuz and Verrecchia, 2000). Moreover, cross-sectional studies may understate the true liquidity impact of voluntary disclosures. For example, firms with non-existent or minimal disclosures do not appear in the samples, but are likely to have such large bid-ask spreads that there is little or no public trading… Consistent with this claim, Bushee and Leuz (2005) document that firms in the OTC markets have extremely low levels of market liquidity and Leuz, Triantis and Wang (2007) [see Panel A1.2] show that liquidity essentially “vanishes” if firms cease to provide public disclosures on a regular basis… In other words, these extreme cases are often missing from cross-sectional studies, and therefore the results may understate the true magnitude of the liquidity impact of public disclosure in share markets.’

Jerold L. Zimmerman, in Myth: External Financial Reporting Quality Has a 1st Order Effect on Firm Value, comments that while reductions in bid-ask spreads may be statistically significant (ie, the detected correlation is unlikely to be a matter of chance), they tend to be quite small.




A2.3.4
Reduced uncertainty

‘The effect of mandated market risk disclosures on trading volume sensitivity to interest rate, exchange rate, and commodity price movements’ (2002) is a paper by Thomas J. Linsmeier, Daniel B. Thornton, Mohan Venkatachalam and Michael Welker. It is based on the theory that when investors generally are better informed about the likely effects of an event on a firm’s prospects, they will tend to trade its shares less than when they are poorly informed. The rationale behind this is that trading is more likely where there is uncertainty and therefore diversity of opinion. Improved information should reduce uncertainty and diversity of opinion, and so reduce the volume of trading.

The authors compare trading levels at the time of changes in interest rates, exchange rates and commodity prices before and after implementation of the SEC’s Financial Reporting Release (FRR) 48, Disclosure of Accounting Policies for Derivative Financial Instruments etc, in 1997. They find that trading volume sensitivity to changes in interest rates, exchange rates and commodity prices declines after FRR 48 information becomes available. This is consistent with investors’ being better informed on the likely effects of such changes.

The authors caution that ‘Because the theoretical and empirical determinants of trading volume are not completely understood, our interpretation of the results may be vulnerable to the omission of as-yet-unidentified determinants of trading volume.’
Some of the papers on improved predictive ability (see below) also have evidence relevant to reduced uncertainty.
A2.3.5
Improved predictive ability

There are a number of studies showing that increased disclosure either could increase the accuracy of forecasts or is associated with increased accuracy of actual investment analysts’ forecasts. Some of these are referred to at Panels A2.4 (disclosure in general), A2.5 (segmental disclosures), A2.6 (disclosure of accounting policies), A2.7 (risk disclosures) and A2.8 (management discussion and analysis disclosures).

Panel A2.4: Increased disclosures and predictive ability

	In ‘Corporate disclosure policy and analyst behavior’ (1996) Mark H. Lang and Russell J. Lundholm look at correlations between disclosure informativeness, the number of investment analysts that firms have following them and the accuracy of the analysts’ forecasts. Disclosure informativeness is measured using the Financial Analysts Federation assessments from 1985 to 1989 (see note to Panel A2.3). They find that ‘firms with more informative disclosure policies have a larger analyst following, more accurate analyst earnings forecasts, [and] less dispersion among individual analyst forecasts.’
In ‘Disclosure practices, enforcement of accounting standards and analysts’ forecast accuracy: an international study’ (2003) Ole-Kristian Hope looks at disclosures by public companies in 18 countries for 1993 and 1995 and their correlation with investment analysts’ earnings forecasts. The sample is 1,309 firm-year observations. The quantity of disclosures is taken from measurements by the Center for International Financial Analysis and Research (CIFAR), which used an 85-item checklist. He finds that ‘firm-level annual report disclosure quantity is positively associated with forecast accuracy, which suggests that firm-level disclosures provide useful information to analysts.’



Panel A2.5: Segmental disclosures and predictive ability

	In ‘Predicting earnings: entity versus subentity data’ (1971) William R. Kinney, Jr, predicts earnings for 24 US public companies for 1968 and 19 companies for 1969 based on prior years’ consolidated and voluntarily disclosed segmental information. He finds that ‘predictions based on segment sales and earnings data and industry predictions were on the average more accurate than predictions based on models using consolidated performance data alone.’ 
From 1970, the SEC required segmental disclosures by US public companies, with retrospective data from 1967 onwards. In ‘Predicting earnings with sub-entity data: some further evidence’ (1976), Daniel W. Collins compares forecasts using these mandatory segmental disclosures with forecasts using consolidated data. The sample is 96 companies and he forecasts sales and earnings for 1968 to 1970. ‘The evidence suggests that SEC product-line revenue and profit disclosures together with industry sales projections published in various government sources provide significantly more accurate estimates of future total-entity sales and earnings than do those procedures that rely totally on consolidated data.’
These two studies show that more accurate forecasts could have been made using segmental data; they do not show that such forecasts were actually made. Bruce A. Baldwin, ‘Segment earnings disclosure and the ability of security analysts to forecast earnings per share’ (1984) looks at analysts’ published forecasts before and after the SEC disclosure requirements were introduced. The sample is 3,008 forecasts for 188 US public companies – half of the forecasts made in 1969 and 1970, half in 1972 and 1973. The author finds that ‘security analysts were able to make more accurate earnings projections after segment reporting was adopted in 1970.’
Baldwin also quotes a 1972 survey of 270 directors of investment research by the Financial Analysts Association intended to find out whether the newly mandated disclosures were being used. The survey found that:
‘(1) substantially all respondents used segment information in their work, (2) two-thirds said that these data improved their earnings projections in at least some cases, and (3) more than two-thirds said that these data changed their appraisal of a company to a significant degree in at least some cases.’



Panel A2.6: Accounting policy disclosures and predictive ability

	In ‘Accounting policy disclosures and analysts’ forecasts’ (2003) Ole-Kristian Hope looks at disclosures of accounting policies by public companies in 18 countries for 1993 and 1995 and their correlation with investment analysts’ earnings forecasts. The sample is 1,205 firm-year observations. The quantity of accounting policy disclosures is taken from measurements by CIFAR, which used a 20-item checklist. He finds that ‘the extensiveness of accounting policy disclosure … is significantly negatively associated with forecast dispersion and forecast error, and that such disclosures have incremental explanatory power over and above all other information in the annual report.’




Panel A2.7: Risk disclosures and predictive ability

	In ‘How informative are value-at-risk disclosures?’ (2002) Philippe Jorion looks at the value-at-risk (VAR) disclosures of eight major US commercial banks between 1995 and 1999 to see whether they help predict the variability of trading revenues. He finds that they do: ‘Banks with large VAR measures experience much greater fluctuations in unexpected trading revenues.’



Panel A2.8: MD&A disclosures and predictive ability

	Several studies look at disclosures by US public companies in their management discussion and analysis (MD&A).

In ‘Incremental information content of required disclosures contained in management discussion and analysis’ (1997) Stephen H. Bryan finds that ‘certain MD&A disclosures, particularly the discussions of future operations and planned capital expenditures, are associated with future (short-term) performance measures and investment decisions, after controlling for information contained in financial-statement-based ratios.’
In ‘MD&A quality as measured by the SEC and analysts’ earnings forecasts’ (1999) Orie E. Barron, Charles O. Kile and Terrence B. O’Keefe find that SEC ratings of firms’ MD&A disclosures ‘are associated with less error and less dispersion in analysts’ earnings forecasts after controlling for many other expected influences on analysts’ forecasts… [W]e find our results are driven by forward-looking disclosures about capital expenditures and operations, and also by historical disclosures about capital expenditures.’ Although the paper is stated to be about the quality of disclosures, the SEC’s ratings appear to have a strong quantitative element.
‘The usefulness of MD&A disclosures in the retail industry’ (2004), by Cathy J. Cole and Christopher L. Jones, finds that information on ‘the level of store openings in the current year and comparable store sales growth are both positively associated with future revenue growth, and the level and change of comparable store sales growth are positively associated with future earnings changes’.



There is also a significant body of research that shows that financial reporting information can help to forecast default. This is based mainly on ratios derived from the primary financial statements, rather than on detailed disclosures. We are not aware of any research that shows a correlation between more extensive disclosures and the ability to forecast default.

A2.3.6
Improved ability to calculate numbers on different bases

In ‘Required disclosures in financial reports’ Katherine Schipper lists a number of papers that give examples of disclosures enabling researchers to undo non-comparable accounting or to create an alternative treatment. Panel A2.9 gives extracts from her review.

Panel A2.9: Evidence on improved ability to calculate numbers on different bases

	From Katherine Schipper, ‘Required disclosures in financial reports’:

Dopuch and Pincus (1988) use disclosures ‘to place LIFO and FIFO firms on the same accounting basis’.
Imhoff et al (1991, 1993) use ‘required disclosures about operating lease payments to approximate the effects of treating those leases as capital leases’.
‘With regard to nonhomogeneous unconsolidated subsidiaries, Wiedman and Wier (1999) show that disclosures of assets, liabilities, and operating results required by Accounting Research Bulletin No 51, Consolidated Financial Statements (para 51), could be used to compute as-if-consolidated leverage ratios.’




A2.3.7
Reduced moral hazard
A recent study on disclosure and moral hazard – ‘Does enhanced disclosure really reduce agency costs? Evidence from the diversion of corporate resources’ (2012) by Pinghsun Huang and Yan Zhang – notes that ‘empirical evidence about the monitoring effect of disclosure is fairly sparse’. The paper does not speculate as to why this might be the case, but some possible reasons are:
· Researchers may consider it obvious that credible disclosure reduces the possibilities for managers to run off with shareholders’ money (or to abuse their position in other ways), so the issue might be seen as an uninteresting one for empirical investigation. 
· The problem of moral hazard is about preventing behaviour that is illegal, immoral or at least undesirable. Evidence for the existence of such behaviour is always likely to be difficult to find except in the relatively small number of cases where there are actual convictions.
· Much empirical research in financial reporting focuses on evidence for public companies in the US, where there is a relatively high level of disclosure, so it may be difficult to show the benefits of disclosure if all the firms in the sample are high-disclosers (see A2.3.2). 

Panel A2.10: Public reporting and private benefits

	Huang and Zhang look at correlations between firm characteristics (eg, cash holdings, capital expenditure), stock returns and AIMR disclosure rankings (see note to Panel A2.3) for US public companies (excluding financial firms and utilities) over the period 1987-1996. Their findings ‘suggest that managers in firms with greater disclosure are subject to greater scrutiny and discipline imposed by the external market, and are less likely to use resources for rent-seeking’. They also find that ‘major internal investment [ie, capital spending other than on acquisitions] … and external expansion [ie, acquisitions] … substantially destroy the value of the stock for opaque firms’. The implication is that the investments of such firms ‘offer private benefits to the detriment of outside shareholders’.



Panel A2.11: Segment reporting and empire building
	In ‘Disclosure quality and the excess value of diversification’ (2004) Daniel A. Bens and Steven J. Monahan look at a sample of diversified US public companies from 1980 to 1996. Diversified companies typically experience a discount in their share price. They are also liable to subsidise poorly performing segments with money from better performing segments. Bens and Monahan identify companies where such cross-subsidisation appears to be occurring, and find that there is a correlation between the size of the share price discount and the quality of the firms’ disclosures as rated by investment analysts. The analysts’ ratings are those of the AIMR (see note to Panel A2.3).
The paper’s findings are open to different interpretations, as its authors point out. The higher share price discount of relatively poor disclosers could reflect either the moral hazard problem that managers are hiding investments that serve their own personal ends or the adverse selection problem that poor disclosure makes it more difficult for outsiders to value the firm – or both explanations could apply.
Ole-Kristian Hope and Wayne B. Thomas, ‘Managerial empire building and firm disclosure’ (2008), look at the effects of changes in the reporting of segment information by US public companies following the introduction of SFAS 131, Disclosures of Information about Segments of an Enterprise and Related Information (1997). SFAS 131 changed the primary basis for the reporting of segment information from a geographic one to an operating segments one. Disclosure of earnings on a geographic basis would be required, therefore, only where operating segments were also geographic ones, though some firms continued to disclose them voluntarily. Requirements for geographic disclosure of revenues and assets remained in place and were indeed tightened up in some respects. The sample for the study is 4,773 firm-year observations spread over 10 years – five years before the adoption of SFAS 131 and five after.

The authors find that ‘non-disclosure of geographic earnings is associated with higher foreign sales growth and a decrease in foreign profit margin… [W]e also note that firm values are consistently lower for firms that no longer disclose geographic earnings.’ The authors interpret their findings as evidence of empire-building by managers who are taking advantage of the reduced geographic disclosures allowed by SFAS 131: ‘As monitoring is reduced, managers are more willing to expand international operations even though it leads to lower profitability.’ The authors warn that ‘our findings should be interpreted cautiously. Most importantly, it is difficult to prove causality. That is, although we establish a strong case for a positive association between non-disclosure of geographic earnings and managerial empire building, our tests cannot prove that non-disclosure causes such managerial behaviour.’



Research on disclosure in other areas (see Panel A2.12) suggests that the expectation of disclosure has an effect on the conduct of those whose behaviour will be reported on. It would be surprising if the knowledge that their conduct will be reported on through financial reporting disclosures had no effect on managers’ behaviour – unless the disclosures were poorly designed or unreliable.

Panel A2.12: The effects of anticipated disclosures

	‘[D]isclosers frequently anticipate rather than respond to user actions. Manufacturers promised to make drastic reductions in toxic pollution nearly a year before their toxic releases were first disclosed to the public. Food companies began introducing new lines of healthy products well before nutritional labels were required… Likewise, government officials have taken anticipatory action to improve schools, drinking water quality, or other services in anticipation of the public’s response to new transparency systems’ – Archon Fung, David Weil, Mary Graham and Elena Fagotto, The Political Economy of Transparency: What Makes Disclosure Policies Effective?



A2.3.8
Improved economic growth
Explaining economic growth is a complex problem and identifying the effects of any single cause in promoting or retarding it clearly poses challenges. One attempt to assess whether corporate disclosure plays a role in economic growth is ‘Does corporate transparency contribute to efficient resource allocation?’ (2009) by Jere R. Francis, Shawn Huang, Inder K. Khurana and Raynolde Pereira. This paper examines

‘whether the country-level information environment is positively associated with the timely reallocation of resources in response to growth shocks (or changes in growth opportunities) by improving the transfer of resources from industries that experience negative growth shocks to those that experience positive growth shocks.’

‘Growth shocks’ are unexpected changes in technology or prices that affect the relative prospects of different industries.

The authors note that there are a number of reasons for thinking that greater disclosure tends to lead to higher economic growth:

‘First, transparency improves firms’ access to lower cost external financing. In the absence of transparency, higher cost external financing will impede firms’ ability to take advantage of growth opportunities. Second, transparency contributes to more informative stock prices. Informed stock prices reflect greater firm-specific information and this ensures that prices remain close to their fundamental value and reflect available growth opportunities. Third, transparency plays an important governance role in that it allows greater monitoring by outside investors. This greater monitoring in turn ensures that managers take advantage of value enhancing growth opportunities and prevents diversion of firms’ resources.’

They conclude that ‘Overall, the evidence points to a first-order importance of corporate transparency … in the efficient allocation of resources and economic growth.’ They warn, however, that their positive conclusion on the value of corporate transparency ‘is contingent on the social benefits of improved resource allocations exceeding the private (firm-level) costs of better accounting systems and expanded public disclosures.’

Two further papers also examine the connection between disclosure and economic growth (Panel A2.13). 

Panel A2.13: Further evidence on disclosure and growth

	In their survey paper ‘Financial accounting information and corporate governance’ (2001) Robert M. Bushman and Abbie J. Smith summarise two studies that look at economic growth and disclosure:

‘Both Rajan and Zingales (1998) and Carlin and Mayer [2003]
 investigate the economic effects of financial accounting regimes by exploring the relation between the CIFAR index for sample countries and various aggregate measures of economic inputs and outputs. The CIFAR index represents the average number of 90 specific items disclosed in the annual reports of at least three companies per country, including items from the income statement, balance sheet, funds flow statement, accounting methods, stock price data, governance information …, and general information. The CIFAR index is interpreted as the quality of the financial accounting information available in an economy, where a large number of disclosures is a proxy for better financial accounting information.’

‘Together the results of Rajan and Zingales (1998) and Carlin and Mayer [2003] are consistent with the interpretation that high-quality accounting regimes promote GDP growth and firm entry by lowering the cost of external financing. Furthermore, the lower cost of equity capital associated with high-quality accounting regimes is particularly useful for the stimulation of high-risk, long-term investments in R&D.’

These findings are of interest for our purposes because the researchers take a disclosure index as a proxy for accounting quality, so ‘high-quality accounting regimes’ are in fact high disclosure regimes.



Because of the severe methodological difficulties involved in investigating this question, we should perhaps not attach great weight to the findings of a small number of research papers. But we are not aware of any studies suggesting that increased disclosures, through the costs they impose on preparers and users, have tended to retard economic growth.

A2.4
Aspects of disclosure that limit its benefits
Different aspects of disclosure can limit its benefits to users. It may be badly presented or too long or inherently complex. These are overlapping problems. Presenting information badly can make it more complex for users. Length in itself is often taken to be an indicator of complexity. A number of studies have looked at different aspects of these problems.

A2.4.1
Poor presentation

Information can be made easier or more difficult to understand by the way in which it is presented. The same information presented to the market in different ways, therefore, can be expected to have different effects on different users depending on how well they understand it. While some people appear to regard this as inconsistent with the efficient markets hypothesis (EMH), it is not clear that it is. EMH suggests that the market prices of securities quickly reflect the information available to the market; it does not assume that everybody understands this information equally well. 
One aspect of presentation is readability, another is bringing related information together. There has been research on both aspects.
Research into the readability of annual reports goes back at least to the 1940s, when Siroon Pashalian calculated Flesch readability scores for a number of US public companies’ 1948 reports. Flesch scores rely mainly on the average number of syllables per word and to a lesser extent on the length of sentences. Pashalian found that the reports’ readability came on average into the ‘difficult’ category, considered typical for academic journals.

In ‘Readability and corporate annual reports’ (1964), Fred J. Soper and Robert Dolphin, Jr, compared the Flesch scores of 25 US public companies’ 1961 annual reports with the same companies’ 1948 scores in Pashalian’s research. They found that, on average, they had become less readable and now came into the ‘very difficult’ category, considered typical for scientific journals. They also tested whether Flesch scores did in fact correlate with how well readers understood the reports’ contents and found that they did.
The research reported at Panel A2.14 shows that readability correlates with forecast accuracy, uncertainty, and changes in share prices.

Panel A2.14: Readability, investors and analysts

In ‘The effect of annual report readability on analyst following and the properties of their earnings forecasts’ (2011) Reuven Lehavy, Feng Li and Kenneth Merkley measure the readability of the annual 10-K reports of US public companies and investigate its correlation with sell-side investment analyst behaviour. The sample comprises 33,704 firm-year observations for the period 1995 to 2006. The measure of readability is the Gunning fog index, which is based on the number of words per sentence and the proportion of ‘complex’ words. This is similar in principle to the Flesch score, but more weight is given to words per sentence than under the Flesch method, and word complexity involves more than the number of syllables per word.

The authors find that reduced readability is correlated with increased analyst following, with analysts taking more time to issue their reports, with increased ‘information content’ in analysts’ reports, and with more dispersed and less accurate analysts’ forecasts. ‘Information content’ is measured by the correlation of changes in share prices with the issuance of analysts’ reports.

The increased analyst following is interpreted as a sign of increased demand for analysts’ services to understand the information disclosed, and the increased information content suggests that investors are using the output of these services. The increased time taken to issue reports is interpreted as evidence that the disclosures take longer to assimilate. The increased dispersion and reduced accuracy are interpreted as indications of increased uncertainty associated with the less readable disclosures. The authors also note that their findings ‘provide indirect evidence to support the notion that the information contained in the 10-K filing is used by analysts’.

A study by Brian P. Miller also looks at readability (see Panel A2.16).
The study by D. Eric Hurst and Patrick E. Hopkins reported at Panel A2.15 looks at the effects of different ways of presenting the same information. It shows, perhaps unsurprisingly, that bringing relevant information together helps people to understand it.

Panel A2.15: Complexity and comprehensive income

	In ‘Comprehensive income disclosures and analysts’ valuation judgments’ (1998) D. Eric Hirst and Patrick E. Hopkins report on an experiment with 96 US buy-side investment analysts and portfolio managers. They gave the participants information on companies that had been cherry-picking asset sales so as to report higher profits; the cherry-picking was detectable from information reported about the firms’ comprehensive income. Some participants were given the information on comprehensive income in the income statement, others in a statement of changes in owners’ equity. The experiment found that clear disclosure of comprehensive income and its components in the income statement ‘made earnings management more transparent and resulted in significantly lower stock price judgments’.

 


The Feng Li study referred to in Chapter 4, ‘Annual report readability, current earnings, and earnings persistence’ (2008) is based on 55,719 firm-year observations for US public companies’ annual reports for 1993 to 2003. It measures readability using a mixture of the Gunning fog index and length. As indicated earlier, it finds evidence that:

‘managers may be opportunistically choosing the readability of annual reports to hide information from investors… However, there is no apparent correlation between annual report readability and future stock returns, suggesting that the stock market understand this implication.’
Michael J. Jones and Paul A. Shoemaker, ‘Accounting narratives: a review of empirical studies of content and readability’ (1994), provide a still useful survey of 68 studies on readability. They point to a general conclusion that accounting narratives are hard to read, but draw attention to several limitations of the literature, including the important point that readability is not the same as understandability, which is what matters.

A2.4.2
Length

In ‘Blinded by the light: information overload and its consequences for securities regulation’ (2003), Troy A. Paredes notes that:

‘Studies have shown that as a decision maker is given more information, decision quality initially increases; once the information level reaches a certain point, however, the decision maker’s decision quality decreases if she is given additional information.’
Of the two studies in the panel below, Miller (2010) looks at both readability and length as elements of complexity, but finds that length dominates, while You and Zhang (2009) measures complexity purely by looking at length. It seems reasonable therefore to regard these papers as primarily about length.

Panel A2.16: Length and investor reactions
	Brian P. Miller, ‘The effects of reporting complexity on small and large investor trading’ (2010), looks at the complexity of annual 10-K reports of US public companies and its correlation with share trading by large and small investors. The sample comprises 12,771 firm-year observations for the period 1994 to 2006. Complexity is measured by both length (number of words) and two measures of readability: the Gunning fog index and the StyleWriter style index. The StyleWriter style index was another technique similar to the Flesch score and the Gunning fog index, but involving a number of apparently subjective, though mechanically recognised factors such as ‘overwriting’, ‘jargon’ and ‘abstract words’; it was a proprietary product (now superseded by the StyleWriter bog index).

Miller finds that more complex reports are associated with lower levels of trading by small investors, but not by large investors. The evidence suggests that length is more important than readability in producing this effect. Miller also finds that trading by large investors ‘is actually greater for firms with longer and less readable reports’. The author comments that ‘The findings specifically challenge some long-standing regulatory assumptions that requiring more disclosure will not only aid investors in their trading decisions, but also help level the playing field between small and large investors.’

In ‘Financial reporting complexity and investor underreaction to 10-K information’ (2009) Haifeng You and Xiao-Jun Zhang look at the delay in share price reactions to information in annual 10-K reports of US public companies and investigate its correlation with the reports’ complexity. Complexity is measured by the number of words in the report. The sample comprises 24,269 firm-year observations for US public companies over the period 1995-2005. The authors find that ‘investor underreaction [to the information in 10-Ks] tends to be stronger for a group of firms with more complex 10-K reports. Firm-years with less complex 10-K filings show little, if any market underreaction.’ They comment that ‘Overall, our results indicate that the complexity of accounting information does affect the extent to which investors can incorporate such information into price. This lends support to making 10-K information more intelligible to the average investor.’



A2.4.3
Inherent complexity

A number of studies have looked at users’ ability to cope with complex information and found that more complex information is less well understood and/or takes longer to assimilate:
‘judgment/decision-making research consistently finds that higher task complexity leads decision makers to select analytically simpler strategies to complete a task, and analyst-related research finds that analysts fail to use all available information in forming their forecasts. If less complex information is less costly to use than more complex information (ie, it takes less time, effort, or training) and there are constraints on an analyst’s time, effort, or ability, then, all else equal, the net benefit of incorporating information into a forecast should be a decreasing function of the information’s complexity’ (Plumlee 2003 – see Panel A2.17).
We summarise below two studies that look at complex disclosures in different areas of financial reporting.

Panel A2.17: Complexity: changes in tax law
	In ‘The effect of information complexity on analysts’ use of that information’ (2003) Marlene A. Plumlee looks at how analysts impounded the effects of six tax-law changes in the US Tax Reform Act of 1986 into the effective tax rate forecasts for 355 US public companies. She finds that ‘analysts’ revisions of their [effective tax rate] forecasts appear to impound the effects of the less complex tax-law changes but not the effects of the more complex tax-law changes.’
 


Panel A2.18: Complexity: pensions disclosures

	In ‘The perils of pensions: does pension accounting lead investors and analysts astray?’ (2006) Marc Picconi looks at defined benefit pension disclosures and their impact on analysts’ forecasts and stockmarket prices. The sample is approximately 1,100 US public companies a year over the period 1988-2001. He finds that ‘both prices and forecasts fail to reflect new pension information at the time it becomes publicly available and that it is gradually incorporated through its effects on quarterly earnings.’ The author comments that ‘future research needs to deal with the issues of current pension accounting complexity and the fact that most of the economically significant pension information is buried in lengthy footnotes.’

 


A2.5
Have we reached full disclosure?
In ‘Motives for disclosure and non-disclosure: a framework and review of the evidence’ (2006), Russell Lundholm and Matt Van Winkle explain the theoretical case for voluntary full disclosure by firms. They note that there is evidence suggesting that ‘managers are already disclosing everything that they do know’ or, to be more precise, suggesting that ‘perhaps not much else is known by managers with sufficient certainty to be useful information for the market’. Looking at the flow of publicly disclosed information from IBM over a four-month period of 2005, they note that:

‘IBM offered seven ‘IR viewpoints’ discussing strategic and operational aspects of their business, five ‘Recent Events’ announcements, … four podcasts discussing key business and technology topics, and two ‘IR Corner’ announcements of specific business developments. They also posted the audio recording and PowerPoint slides from four executive presentations during this period, as well as the extended response to an institutional investor’s question about the strategic importance of microelectronics to IBM. Beyond the financial data in the required filings, these disclosures communicated facts about IBM’s market share by product line, its estimates of growth in various markets, specifics on new contracts, the terms of an agreement to sell IBM’s PC division, assorted legal settlements, hiring plans, plans to acquire software companies, and a refutation of the analysis in a negative analyst report. These disclosures are in addition to the four full time staff working in the IR department who handle personal contact with the 23 analysts covering IBM.’

As noted above (A2.3.2), in ‘The economic consequences of increased disclosure’ (2000) Leuz and Verrecchia suggest that a possible explanation of why it has been difficult to show a relationship between increased disclosure and the cost of capital is that previous research on the subject had used US evidence and that ‘the [US] disclosure environment is already rich’. They note that, by contrast, ‘disclosure levels in Germany … have been characterized as being low’. They accordingly look at German firms that adopt IAS or US GAAP between 1993 and 1997, which involves a commitment to ‘substantially increased levels of disclosure’, and find ‘evidence … consistent with the notion that firms committing to increased levels of disclosure garner economically … significant benefits’. While this finding is of interest, more to the point for our current argument is the speculation that even in the 1990s disclosures in the US were already so extensive that commitments to additional disclosures for US firms would be likely to produce little unambiguously detectable benefit.

According to Daniel Kahneman, 

‘the extensive research on insider trading shows that executives do beat the market when they trade their own stock, but the margin of their outperformance is barely enough to cover the costs of trading’.

This suggests that while there would be something to be gained by additional disclosures, it would not be a great deal. If there were significant information asymmetries between insiders and outsiders, we would expect insiders to make significant gains when they trade. On the other hand, it is possible that the gains from insider trading understate the gains to be made by reducing information asymmetries (in terms of improved share valuations). While insiders know a lot about their own business, they may know less than outside professional investors about many other things relevant to their company’s valuation and they typically have an overoptimistic view of their company’s prospects. In short, for purposes of share valuation, outsiders might be able to make better use than insiders of the knowledge available to insiders. 

Also of interest is the age of the studies referred to by Kahneman:

· H. Nejat Seyhun, ‘The information content of aggregate insider trading’ (1988).

· Josef Lakonishok and Inmoo Lee, ‘Are insider trades informative?’ (2001).

· Zahid Iqbal and Shekar Shetty, ‘An investigation of causality between insider transactions and stock returns’ (2002).

If the gap in useful knowledge between insiders and outsiders was already narrow in the 1980s, why has it been necessary to have such a dramatic increase in disclosures over the past quarter century? The answer to this may partly be that – for the reasons discussed in Chapter 2 – there has been a dramatic increase in the information available within businesses. Full disclosure is a moving target; there may be full disclosure now, but additional disclosures would still be required so as to keep pace with new types of information that need to be disclosed. It would be interesting to investigate how far external disclosures have kept up with the internal growth of information.

Contrary to the argument set out above, some recent evidence suggests that managers do possess valuable information that they are failing to report to market participants generally, but do impart – perhaps unintentionally – to selected investors. Investors are willing to pay up to $20,000 an hour to meet with corporate chief executives, which – unless the investors are stupid (see below) – implies that they get information worth at least that much from the encounters.
 

And a research paper from the US
 – based on one unidentified company’s meetings with investors between 2004 and 2010 – finds ‘evidence that investors who meet privately with management make more informed trading decisions in periods when they meet, increasing their position before periods of high returns and decreasing their positions before periods of low returns’. This evidence relates particularly to hedge funds; other investors do not seem to gain as much from their meetings with managers. The authors suggest that ‘our results seem to be most appropriately interpreted as implying either that hedge funds are better able to utilize the information conveyed during private meetings or alternatively that they are better able to extract useful information from management’. So some investors are smarter than others.

A2.6
Discussion of the evidence

We may summarise the findings reported in this appendix as follows: 
· There is some evidence that the regulation of disclosure benefits investors, but it is surprisingly slight, given the extent to which financial reporting disclosures are in fact regulated.

· There is good evidence that increased disclosure can reduce the cost of capital, but where disclosures have already reached a certain degree of openness and reliability (as in the US for public companies), any further reduction in the cost of capital may well be insignificant.

· There is good evidence that increased disclosure can increase liquidity, but this effect is subject to the same caveats as the cost of capital effect.

· There is good evidence that increased disclosure can reduce uncertainties.
· There is good evidence that increased disclosure can increase the accuracy of outsiders’ forecasts. Much of the evidence here is in relation to segment and product information, which is precisely where managers and firms are most reluctant to increase disclosures.

· There is good evidence that increased disclosures can improve outsiders’ ability to calculate numbers on different bases, but this is another area where managers and firms are reluctant to disclose information, partly because the process is a potentially endless one.

· There is good evidence that increased disclosure can reduce moral hazard risk, but again much of the evidence is in relation to segment reporting.

· There is some evidence that increased disclosures improve economic growth, but there are so many institutional factors that influence economic growth that it may be difficult to be confident how much is attributable to disclosure as such. It can perhaps be said with greater assurance that institutional clusters that promote economic growth typically include a relatively open system of disclosures.

· There is some evidence that the disclosure system for US public companies has for some time – perhaps even since the 1980s – been sufficiently open that additional disclosures are likely to have little effect. Additional disclosures may of course be needed from time to time (or constantly) to keep the system an open one.

· There is good evidence that poor presentation, length and complexity can make it harder for users to understand financial reporting information. But this does not mean that additional information is useless, and some complexity may be inevitable given the subject matter. Also, even if some or most users have problems because of poor presentation, length and complexity, it is not clear – judging by share prices – that the market is affected by these problems.
Much of the research surveyed is subject to a number of limitations, which – it should be stressed – are inherent in the nature of the research and of the research publication process, and are not a reflection on the researchers involved:
· It tells us that more information is a good thing and that too much information is a bad thing. But it does not tell us what is the optimum level of disclosure. Indeed, it is hard to see how it could, as the optimum level of disclosure will vary from firm to firm, from user to user, and from year to year.
· It is useful to know that specific types of disclosure can be shown to have benefits. But unless there is a comprehensive research programme to examine separately the effects of every single disclosure requirement, such evidence is necessarily piecemeal. It does not, therefore, provide the data that would be needed in order to review disclosure requirements in general and to separate out the more useful from the less useful (or the useless).

· In any case, evidence that particular disclosures have benefits often relates to their news value. It does not usually show whether they are of continuing reference value.

· It is difficult to know how far the findings are generalisable to different contexts. Most of the research we have cited is based on US public companies and, as it is easiest to assess the effects of a new disclosure requirement when it first appears, they are often based on studies about the time a new requirement was introduced. So the findings of such research may not hold outside the US, or for private companies, or for later periods. Indeed, much of the research is now quite old – based on disclosures in the early 1990s, for example, or even earlier ​– and it would be interesting to know how far its findings are still applicable today in what is in important respects a changed information environment.
· There is a natural bias in research towards doing (and publishing) work that has interesting results, and research finding that a particular disclosure has no effects might be regarded as uninteresting. There may therefore be a bias towards research studies that show that disclosure has beneficial effects (on the assumption that, of the other two options, negligible effects are more likely than negative effects).
So research does not tell us where to draw the line between too little disclosure and too much. Increasing disclosure has costs, and research does not tell us at what point the costs of disclosure exceed its benefits. Researchers would no doubt in any case point out that these will vary from firm to firm, among different users, and over time.
Appendix 3: Disclosure frameworks and other proposals
A3.1
A Comprehensive Business Reporting Model
In July 2007, the CFA Institute Centre for Financial Market Integrity issued A Comprehensive Business Reporting Model: Financial Reporting for Investors. Chapter 4 deals with ‘financial statement disclosures’, but it is made clear that it is intended to apply to all mandatory disclosures, including those outside the financial statements.

We have already quoted, in Chapter 1, the report’s observation that:

‘a protest that is frequently launched, either when additional disclosures are sought by investors or when standard setters propose to require them, is that investors are already overloaded with disclosures and cannot suffer the burden of any more. We would hasten to assure standard setters that useful information is never overload.’
It identifies three sources of overload: boilerplate, repetition, and excessive condensation – all of which produce useless information. But the clear message is that the CFA Institute wants more disclosure, not less.
The report states that:

‘Disclosures must provide investors with all of the additional information they need to place the financial statement numbers in their economic context. At a minimum, this information must enable investors to fully understand:

1. Managers’ accounting policy choices.

2. The methods and valuation models (including assumptions, inputs, and other judgments) managers have used to implement the policy choices.

3. How these decisions have affected the recognition and measurement of individual financial statement items.
4. What degree of uncertainty is associated with individual measurements.

5. How to disaggregate the reported financial statement information into components that:

a. exhibit different economic characteristics and trends and

b. have differential and sometimes offsetting effects on the financial statements.

6. How the company’s risk exposures (including market prices, interest rates, currencies, and event risks) might affect the company’s operations and financial position.
7. How economic assets and liabilities that are not currently reported in the financial statements may affect the company’s operations.

8. How the nonfinancial drivers influence financial statement results.

9. The implications of the economics for the investor’s forecasts of future events.

10. How the investor’s event forecasts will affect forecasts of financial statement components.’

The report envisages that the demands would be met by the disclosure requirements of individual standards rather than form the basis of a general disclosure standard or framework (see A3.3 below for a different approach). The last two demands in the list are not fully intelligible as it is not clear which investor’s forecasts the preparer should be referring to or even whether it would have access to these forecasts. It in any case seems odd to expect preparers to be required to give investors information about the investors’ own data. It also unclear what, at 9, is meant by ‘the economics’.
The report also proposes principles ‘for the development of effective and useful disclosures’. ‘For disclosures to best serve investors’ needs, eight principles should be applied, both when standard setters are developing them and when managers are applying them to their companies’ operations.’ The principles are:

1. Disclosure is not a substitute for recognition and measurement, and recognition and measurement do not eliminate the need for disclosure.

2. Standards for recognition and measurement of financial statement items and their related disclosures must be developed concurrently.
3. Policy choices, assumptions, judgments, and methods must be fully and clearly disclosed.

4. Disclosures should provide sufficient disaggregated information for investors to be able to fully interpret the summary information in the financial statements.

5. Investors require clear and complete disclosure of a company’s risk exposures, its strategies for managing risks, and the effectiveness of those strategies.
6. Investors must have clear and complete disclosure of all off-balance-sheet assets, liabilities, and other financial arrangements and commitments.

7. Investors require clear and complete information about intangible assets held by a company.

8. Investors require clear and complete information about a company’s contingencies and commitments.

Some of the report’s explanatory comments on these principles are worth repeating. On Principle 3 (full disclosure of policy choices, assumptions, judgments and methods), it says:

‘With sufficient disclosure, investors can make their own assessments about these assumptions and judgments so that, when necessary, they can make changes to reported amounts that better reflect their own expectations.’
This comment implies extraordinarily extensive disclosures for users to be in a position to prepare their own accounts when they disagree with management’s assumptions, judgements, etc. The report also comments in relation to this principle that ‘Current accounting policy disclosure requirements are generally inadequate in this regard’. It is tempting to suggest that, given the height at which the bar has been set, they always will be.
Still in relation to Principle 3, the report singles out retirement benefits as an example of a topic on which there is inadequate disclosure under US GAAP, although it adds that disclosure under IFRS is (as at 2007) even worse.

The commentary on Principle 4 makes it clearer than may be apparent from the principle itself that very extensive disclosures are envisaged under this heading too. For example:

‘Do managers combine items that have different trends or that are affected by different economic variables or conditions? These distinctions, and the information embedded in them, are lost in aggregation. Investors need to be able to separate financial statement items into these differing components so as to forecast the items more precisely and accurately.’

This would seem to imply disclosing a considerable amount of detail. As a specific example of useful disclosures under Principle 4, the report states:
‘[W]e would like to see enhanced disclosure about major customers and suppliers. We recommend that all standard setters require disclosure of the amount of revenue or inputs from such customers and vendors and the segment(s) affected… [D]isclosures similar to those for related parties should be required.’
Principle 5 also implies extensive disclosures, which may overlap with those required under Principle 3. For example, in relation to sensitivity analysis the report states:
‘Among the disclosures that investors find most useful is analysis of the sensitivity of financial statement measurements to underlying assumptions and modelling methods. Unfortunately, these analyses are rarely provided in a clear and effective manner. Effective disclosure of assumptions and judgments allows investors to understand how sensitive reported measurements are to changes, deviations, or errors in the inputs. Investors need to know which assumptions are central to an estimate. They also need to know the isolated effect of a single assumption on the estimate and how changes in one assumption might affect other assumptions – that is, how they interact. We also need to know which assumptions result in nonlinear effects and what the limits might be to such effects.
‘We believe that investors are best served when managers provide sufficient information about the estimation model or process and the key inputs and assumptions so that investors can construct a reasonable model of the measurements. Then, investors can perform additional sensitivity analyses by changing the assumptions consistent with their own expectations and observing the effects. The information also permits investors to forecast future financial statement and cash flow effects when key inputs, such as interest rates, prices, and exchange rates, change between reporting periods.’ 
The commentary on the eight principles includes a number of lists of specific detailed disclosures that investors would find useful. These include reconciliations between various items in the accounts, and in one case a standardised tabular format for the reconciliation. 
The report quotes with approval Warren Buffett on the subject of managerial candour and gives short shrift to the notion of proprietary costs as a justification for non-disclosure:

‘Managers often claim that they must withhold information because of competitive disadvantage. Generally, we are skeptical of such claims because we believe that industry competitors generally know much more about each other than they share with investors.’

However, the report accepts that ‘there are rare circumstances when disclosing information would be detrimental to a company’s business strategies’.
A3.2
Investors Technical Advisory Committee

The Investors Technical Advisory Committee (ITAC) is an independent committee set up by FASB to give it advice from investors’ perspective.
In December 2007, ITAC wrote to FASB calling for a project to develop a disclosure framework. It proposed that ‘the disclosure information requirements for a particular account (assuming it is material to the reader of the financial statements) will include:
· The accounting principles used to account for the item and activity in the account(s), and the basis for their selection.
· Sufficient detail about the account to permit a user to understand the composition and nature of the items included (and/or netted) within a specific caption.

· A roll-forward of the activity in the account balances from period to period showing gross (un-netted) changes by the nature of the change (eg, change in balance resulting from new issuances, repurchases, changes in interest rates and changes in credit quality).

· The principal estimates and assumptions used.

· The basis for selecting a particular assumption and any changes in assumptions that have a material impact in the determination of the underlying data and estimates.

· Risks and uncertainties related to the applicable account (unless immaterial or remote), including an estimate of the range of potential impact those items could have on the results of operations, financial condition, or liquidity, in either a favourable or unfavourable manner.
· The nature and magnitude of non-recurring transactions.

· For nondiscretionary or other commitments requiring use (or receipt) of resources (eg, capital commitments, on or off the balance sheet financings, and pensions) that are considered likely to occur, a disclosure of the best estimate of the amount of those commitments for each of the next five years and in the aggregate thereafter.
· A “catch-all” proviso mandating that, when a transaction is not covered by a specific accounting standard, if information regarding it is considered material to investors, disclosure of the nature and magnitude of the transaction is required to keep the financial statements from being misleading.’

The Committee complains that ‘companies often still do not provide adequate information under today’s prevailing piecemeal disclosure guidance’
 and states that ‘we view current disclosures as lacking or incomplete’. It says that ‘preparers typically do not include additional information if not required to do so’.  It recommends its comprehensive approach to overcome these problems. It suggests that the proposed disclosure framework ‘could replace the disclosure guidance within existing individual standards and the need for specific guidance in new ones’. 
As an example of usefully detailed disclosures under existing requirements, the Committee singles out those relating to retirement obligations.

The Committee’s approach is intended to increase disclosures rather than to reduce them. However, by having what would in effect be a single, comprehensive disclosure standard, it would dramatically reduce the detailed disclosure requirements in standards as a whole. Given the reluctance to make disclosures that it attributes to preparers, it is difficult to understand why the Committee thinks that the very general requirements that it proposes would lead to greater disclosure rather than to less.

A3.3
SEC Advisory Committee on Improvements to Financial Reporting

In 2007 the SEC set up an Advisory Committee on Improvements to Financial Reporting (CIFR), which reported in 2008. CIFR’s task was to make recommendations ‘to improve the usefulness of financial information to investors, while reducing the complexity of the financial reporting system to investors, preparers, and auditors’. It was not, therefore, required to address disclosures specifically and its focus was on complexity rather than the volume of disclosures.

The report states that:

‘Historically, disclosure standards have developed in a piecemeal manner (ie, standard-by-standard). The lack of an underlying framework has contributed to: (1) repetitive disclosures that may disproportionately emphasise certain risks, (2) excessively detailed disclosures that may confuse rather than inform, and (3) disorganized presentations in financial reports.’
‘[T]he lack of a holistic approach to disclosures, the amount and timing of information, and the method by which it is transmitted, may result in complex and hard-to-navigate disclosures that cause investors to sort through material that they may not find relevant in order to identify pieces that are.’ 

However, it also says that ‘The need for information varies by investor type’, which is part of the reason why investors encounter information that is not relevant to them.

To address the problem that it has identified, CIFR recommends (Recommendation 1.2):
‘The SEC and the FASB should work together to develop a disclosure framework to:

· Integrate existing SEC and FASB disclosure requirements into a cohesive whole to ensure meaningful communication and logical presentation of disclosures, based on consistent objectives and principles. This would eliminate redundancies and provide a single source of disclosure guidance across all financial reporting standards.

· Require disclosure of the principal assumptions, estimates, and sensitivity analyses that may impact a company’s business, as well as a qualitative discussion of the key risks and uncertainties that could significantly change these amounts over time. This would encompass transactions recognized and measured in the financial statements, as well as events and uncertainties that are not recorded.’

CIFR envisages that the disclosure framework would work in the way that ITAC suggests (it acknowledges ITAC’s contribution on this issue), ie, the framework would establish fundamental principles, which would make disclosure requirements in specific standards unnecessary. ‘Otherwise, disclosure standards will degenerate into myriad rules because standards-setters cannot envision all of the specific future disclosure requirements that would be necessary in different settings.’ It proposes that the framework should be prepared jointly by FASB and the SEC so that it also covers disclosures outside the financial statements.
CIFR states that:

‘At a minimum, we believe an effective disclosure framework is comprised of three basic elements: (1) a description of the transactions reflected in financial statement captions, (2) a discussion of the relevant accounting provisions, and (3) an analysis of the key supporting judgments, risk, and uncertainties.’
It comments that IAS 1, Presentation of Financial Statements, ‘includes some of the elements that we would expect of a disclosure framework’. We reproduce the relevant parts of the standard at A3.10 below.

A3.4
Losing the Excess Baggage
In 2011, a Joint Oversight Group of the Institute of Chartered Accountants of Scotland and the New Zealand Institute of Chartered Accountants (‘the Group’) issued Losing the Excess Baggage – Reducing Disclosures in Financial Statements to What’s Important. This report, commissioned by the IASB, reviews existing disclosure requirements in IFRS and suggests numerous deletions to them.
The report notes that ‘the financial reporting community has become concerned about the increasing size of financial reports and the danger of readers being so blinded by so much data that the main messages are lost’. It says that financial statements are ‘cluttered by excessive detail’ and concludes that there is ‘an urgent need to reduce financial statement disclosures so as to enable users to focus on the relevant information about the entity in a more accessible manner’.
The Group tested the impact of its proposed cuts on a set of model financial statements:
‘The result for the disclosures required by the standards reviewed in this project [some were excluded] was a 37% reduction in the length of the financial statements. Looking at the financial statements overall, and thus including disclosures required by standards not included in this review, the impact would be a 30% reduction in length.’

As it is reasonable to expect that the standards excluded from the review would be susceptible to a similar scale of cuts to those included, the figure of 37% seems to be the relevant one. In other words, a set of accounts that now extends to 100 pages could be cut down to 63 pages if the Group’s approach were adopted.

The effects of the cuts that the report proposes are not visible in the report itself as the model accounts exercise referred to above is not published. The report is a list of cuts to accounting standards rather than a list of cuts to disclosures. Many of the cuts to accounting standards are not cuts to required disclosures, but are instead deletions of:

· claimed duplications within and between standards;

· cross-references;
· examples provided as guidance; and
· encouraged disclosures.

The figure of 37% is stated to be a reduction in the length of required disclosures, and presumably it therefore excludes any reduction that might arise from the removal of disclosures that merely follow guidance in the standards or that are encouraged, rather than mandatory. However, it is not unusual for model financial statements to include encouraged disclosures as well as mandatory ones, so the point is perhaps not quite certain.
The report also lays great stress on the application of materiality as a test to reduce required disclosures. It indicates that this contributes to the 37% reduction achieved in the model accounts exercise, but does not state how far it does so. To the extent that the reduction is due to a stricter application of the materiality test, then it would not need any cuts in disclosure requirements. 
In deciding what cuts to make, the Group uses the test of relevance as defined in the IASB’s conceptual framework: ‘Relevant financial information is capable of making a difference in the decisions made by users’. One would expect users to have a significant input to disclosure requirements or cuts based on such a test. The Group envisages that its proposals would be put out for consultation by the IASB (at the time of writing, the IASB appears to have no plans to do this) and so user input could be obtained at that stage.
Whether information could make a difference in decisions by users is a subjective question, and any list of proposed cuts is bound to provoke a degree of disagreement. Though the scale of the reduction in disclosures proposed by the Group has been widely welcomed by preparers, there has been no noticeable public debate on their detail. We highlight below a few of the Group’s proposals that might be controversial. It is proposed that:
· All detailed reconciliations required by standards (eg, the reconciliation between opening and closing balances for property, plant and equipment and the reconciliation between opening and closing balances on defined benefit pension obligations) should be replaced by summaries of material differences. It might be argued against this proposal that the advantage of disclosing immaterial reconciling items is that it enables the user to fully understand the reconciliation. Missing reconciling items, which may be cumulatively material, could increase users’ uncertainties.
· The requirement for disclosure of the number and weighted average exercise price of share options issued during the year (and similar requirements) should be deleted.

· The requirement for note disclosure of the fair values of financial instruments measured at historical cost should be deleted.

· The requirement for the analysis of fair value amounts for financial instruments measured at fair value into Levels 1, 2 and 3 should be deleted.

· A long list of requirements for disclosures on derecognised financial assets (eg, on securitisation) should be deleted.
· Detailed requirements on the disclosure of expenses by nature or function (requiring disclosure of, eg, cost of sales, distribution costs and administrative expenses) should be deleted. 

· The requirement to disclose the potential tax consequences to the company of distributing profits to shareholders should be deleted. The report comments that ‘it is not the purpose of financial statements to explain details about specific tax regimes’.
· The requirements to disclose depreciation methods used should be deleted. This point is discussed further below.
· The requirements to disclose the amounts of contractual commitments for the acquisition of property, plant and equipment and of intangible assets should be deleted.

· The requirement, where a company is reporting in a different currency from the one it uses, to disclose this fact should be deleted.

· The requirements to disclose physical quantities of biological assets and output of agricultural produce should be deleted.

There is also a suggestion that unchanged accounting policy notes could be removed from the financial statements and disclosed elsewhere.
The proposed deletion of the various requirements to disclose depreciation methods (for property, plant and equipment, intangible assets and biological assets) is arguably not a reduction in disclosure requirements as it is an instance of a deletion based on claimed duplication between standards. In this case, the claimed duplication is with the requirement in IAS 1, Presentation of Financial Statements, to disclose ‘the accounting policies used that are relevant to an understanding of the financial statements’. The argument is that this general requirement means that all specific accounting policy requirements in other standards are duplications and therefore can be deleted.
The Group takes the same approach to a number of other specific disclosure requirements on the grounds that they duplicate general requirements in IAS 1. For example, the requirement to disclose the effect of a one percentage point change in the assumed medical cost trend rate in measuring defined benefit pension obligations is proposed for deletion, partly on the grounds that ‘it is unclear why [it] is required’, but also because ‘If the rate selection is highly significant it will be caught by IAS 1.’

Although the Group takes this approach on a number of specific disclosures, it would be possible to take the argument a lot further. For example, there could be an all-encompassing general disclosure requirement in IAS 1 – ‘all information capable of making a difference in decisions by users should be disclosed’ – and all specific disclosure requirements could then be removed on the basis that they are duplications of the general requirement. This extreme approach is not suggested in the Group’s report, but its approach to deleting specific disclosure requirements on the basis that they duplicate general requirements does raise the question of why it is thought necessary to have specific disclosure requirements in standards.
The desirability of deleting guidance and encouraged disclosures from standards may also be questioned. If the objective is simply to reduce disclosures, then this approach makes sense. But preparers find examples helpful (which is presumably why they are in standards in the first place), and if they decide to adopt encouraged disclosures it may be because they consider them helpful to users.
A3.5
FRC reduced disclosure framework
In the UK, the Financial Reporting Council has for some years been developing a new financial reporting framework for entities that do not comply with full IFRS. This includes a ‘reduced disclosure framework’ that sets out reduced disclosure requirements for the individual accounts of certain entities: FRS 101, Reduced Disclosure Framework: Disclosure Exemptions from EU-adopted IFRS for Qualifying Entities (2012). Qualifying entities for this purpose are holding companies and subsidiaries whose financial reporting is included in consolidated financial statements that give a true and fair view and are publicly available. The consolidated financial statements would be prepared in accordance with IFRS.
The important part of the framework in the context of this report is the ‘principles for determining which of the disclosure requirements in IFRS should be applied by qualifying entities’. The principles are:
‘1. Relevance: Does the disclosure requirement provide information that is capable of making a difference to the decisions made by users of the financial statements of a qualifying entity?

‘2. Cost constraint on useful financial reporting: Does the disclosure requirement impose costs on the preparers of the financial statements of a qualifying entity that are not justified by the benefits to the users of those financial statements?

‘3. Avoid gold plating: Does the disclosure requirement override an existing exemption provided by company law in the UK?’

Principle 3 is UK-specific, but the first two could presumably be applied by any standard setter in determining which disclosures should be required.
A3.6
AcSB disclosure framework project

Between 2003 and 2007 the staff of the Canadian Accounting Standards Board (AcSB) worked on a disclosure framework for disclosure in financial statements. The draft document produced as a result of this work has not been published, but has been made available to other standard setters.
A3.7
FASB disclosure framework

In 2012 FASB published a discussion paper, Disclosure Framework: Invitation to Comment. The paper stresses that the ideas it puts forward for comment are not proposals, but ‘a first step in developing a proposal’.

The paper states at the outset that:
‘The objective and primary focus of this project is to improve the effectiveness of disclosures in notes to financial statements by clearly communicating the information that is most important to users of each entity’s financial statements. Although reducing the volume of notes to financial statements is not the primary focus, the Board hopes that a sharper focus on important information will result in reduced volume in most cases.’
It also states, though, that ‘limiting or reducing volume … is a highly desirable outcome to the extent that it enhances users’ ability to find and understand relevant information’.
To achieve its objective, the paper puts forward possibilities ‘intended to limit note disclosure to information with the following characteristics:

a. It is unique to an entity or its industry.

b. It is not already apparent from financial statements or readily available from public sources to which users could be expected to have access.

c. It could make a material difference in assessments of future cash flow prospects.’

The paper identifies a number of ‘decision questions’, which are criteria to determine whether disclosures should be required. The FASB staff:

‘informally tested the decision questions by applying them to various accounting topics and comparing the results to the current disclosure requirements. That testing indicated a few existing disclosure requirements that would not be indicated by the decision questions. Testing also identified some information not currently required to be disclosed that would be indicated by the decision process.’

Notwithstanding this ambiguous result, the paper states that ‘the staff thinks that with a fully developed disclosure framework, disclosure requirements could be reevaluated and possibly reduced.’

One idea put forward is that:

‘The Board might set different requirements for different entities … For example, differences [in requirements] might be based on the size of the reporting entity or the business in which the entity engages. The Board might also set different requirements for entities with particular types of asset mixes, leverage ratios, or other characteristics.’

A more radical idea (though one already suggested by ITAC and CIFR) is that FASB should abandon the practice of including detailed disclosure requirements in standards and instead establish a single overall requirement, leaving it to each firm to decide how best to apply this in its own particular circumstances. It is also suggested that there could be options between these two extremes. For example, the Board might ‘provide a graduated scale of information requirements in each Topic’.
For any option that would involve firms using their discretion whether to make disclosures, firms ‘would have to make an explicit decision about each disclosure’ and ‘would need to document the reasons for their decisions about which disclosures to provide’. This would involve evidencing the process by which they decide whether each potential disclosure ‘would change users’ assessments of cash flow prospects by a material amount’. If it would, the disclosure should be made. The paper points out that:

‘permitting or requiring selectivity in the application of disclosure requirements … will not necessarily reduce the time and effort in preparing notes to financial statements. In fact, for many entities, more time and effort may be required, especially in the first year of application and in any year in which the entity’s circumstances have changed significantly.’

The paper also discusses possible improvements to the format and organisation of note disclosures. The paper makes the following suggestions, which it regards as relating to format:
· ‘Disclosures should be entity specific… Notes to financial statements often contain language drawn directly from the requirements in accounting standards or are written in so generic a fashion that they can be carried forward for years without change. Notes of that type … are not particularly useful.’

· ‘Disclosures should have common points of reference… When disclosures are provided using common points of reference (that is, common time intervals, common levels of disaggregation, and common methods for describing the effects of uncertainties), the effects on cash flow prospects are easier to bring together and understand.’

· ‘Using [tables, headings, cross references and highlighting] when preparing notes to financial statements would add to the understandability and relationships of the information provided’.
In relation to the organisation of the notes, the paper suggests two alternative reforms:
· ‘Specify a particular order for all entities so that users will always know where to look for information.’

· ‘Allow flexibility and provide implementation guidance (or advice) to help reporting entities determine the order.'

For the first suggestion – specifying a particular order – it is not envisaged that the specification would entail a predetermined order for all conceivable notes. Instead, the idea is that there would be broad categories of notes and only the order of the categories would be laid down. This is similar to the ‘normal’ order approach of IAS 1, Presentation of Financial Statements (see A4.10 below).
For the second suggestion – flexible ordering – the assumption seems to be that the ordering would aim to achieve some helpful objective such as bringing related notes together or putting the most relevant information first.

The paper also suggests that accounting policies disclosures could be moved from the financial statements to companies’ websites.

A3.8
EFRAG, ANC and FRC disclosure framework

In 2012 EFRAG, the ANC and the FRC issued a discussion paper, Towards a Disclosure Framework for the Notes. The paper states:

‘There is a strong consensus in the financial community that disclosures in the notes to the financial statements have become unwieldy; the increasing length of the notes has done little to improve the quality of information, and may even have decreased it because of information overload… [T]here is now general consensus that something must be done.’
The paper states that the ‘general objective of a disclosure framework’ is ‘to ensure that all and only relevant information is disclosed in an appropriate manner, so that detailed information does not obscure relevant information in the notes to the financial statements.’
The paper suggests that ‘there are two main areas for consideration to improve the quality of disclosures:

a. avoiding disclosure overload, which may be caused both by excessive requirements in the standards, and by ineffective application of materiality in the financial statements;
b. enhancing how disclosures are organised and communicated in the financial statements, to make them easier to understand and compare.’

This implies improvements in three areas:
· ‘standard setters’ decisions about disclosure requirements,
· reporting entities’ selections of disclosures that are appropriate in their circumstances, and

· communication improvements (organization and formatting).’

The paper proposes seven general principles that standard setters should follow in setting disclosure requirements:
‘a. disclosure needs to be an objective distinct from other objectives within the Conceptual Framework, specifically from recognition, measurement and presentation;

b. disclosure requirements should be developed and justified with the same level of depth and scrutiny as requirements for recognition and measurement;
c. consistency in the way disclosure requirements are set is necessary, including in the level of granularity;

d. disclosure requirements should be principle-based and detailed rules should be avoided;

e. disclosure requirements must achieve the appropriate level of proportionality to the entity’s users’ needs and meet a reasonable cost-benefit trade-off in all circumstances. Alternative disclosure regimes may have to be put in place to achieve proportionality;

f. disclosure should not be used to compensate for inadequacies in recognition, measurement and presentation requirements; and

g. it is necessary to consider the implications of recognition and measurement attributes on the disclosure requirements, so that, ultimately, the usefulness of information is assessed as a whole.’

The paper discusses the pros and cons of a spectrum of options for dividing between standard setters and preparers the responsibility for deciding what should be disclosed. These are:

· ‘What is disclosed depends upon the preparer: Preparers have complete discretion over the disclosure practices of their reporting entities.

· General disclosure objectives: Standard setters define general objectives but preparers decide what to disclose to meet objectives.

· Industry level prescriptions: Standard disclosure tailored to needs and characteristics of a specific industry.

· Single set of requirements: A single set of requirements is provided for all items and transactions.
· Detailed requirements: Standards provide detailed requirements for each class of items and transactions.’

The paper stresses the importance of applying materiality to exclude irrelevant information. It states that:
‘Traditionally, the focus on materiality is to ensure that entities do not omit material information. However, the same attention should also be given to ensure that immaterial information is excluded. Immaterial disclosures may obscure relevant information and therefore hinder understandability. When selecting suitable information to inform their decision making, users have to filter out information from the mass available in the financial report. If, therefore, preparers add more ‘noise’ to the environment, all they do is increase the users’ difficulty in filtering out what is important, which in turn results in reduced, not increased, effectiveness.’
The paper sets out a number of suggestions for improving the format and organisation of the notes to the accounts. For example, disclosures should be:
· entity-specific;
· current;
· clear, balanced, concise and written in plain language; and
· linked.

The paper discusses possible approaches to the ordering of the notes. It observes that current practice often follows the ‘normal’ approach of IAS 1 (see A4.10 below), but comments that, as a result of using this approach, ‘notes about significant information may be buried at the back of the notes section’. The alternative of putting the notes in order of significance (‘prioritisation’) is therefore considered. The paper points out:
‘Prioritisation requires the management to make an assessment of what will be of most importance to users… As a downside, prioritising information is time consuming: preparers would need to re-organise the order of the notes each year, including renumbering and changing cross references. Also, the order chosen by the management could be challenged by auditors and regulators.’

The paper also points out that the ordering of information is less important if it is provided online and is fully searchable: ‘users dip in and out … to find information that they need’. 
Although one objective of the paper is to ensure that only relevant information is disclosed, another is to ensure that all relevant information is disclosed. In pursuit of this, a number of requirements are suggested that could imply new disclosures. For example: ‘While these circumstances may be remote, users should be able to assess the consequences of a change in the business model of the entity’. If users are to be able to assess the consequences of any possible change in the entity’s business model, even changes that are a remote possibility, this would seem to imply extensive new disclosures.

A3.9
FRC disclosure framework

In 2012 the FRC published a discussion paper, Thinking about Disclosures in a Broader Context: A Road Map for a Disclosure Framework. Although the FRC was one of the co-authors of the EFRAG/ANC/FRC discussion paper, Towards a Disclosure Framework for the Notes, the FRC disagreed with the limitation of the joint paper’s scope to the notes to the accounts. The FRC paper therefore considers disclosures in ‘the financial report as a whole’.
The paper states that:

‘Disclosure overload can make it difficult to see the “wood for the trees”. In our view, the “disclosure problem” is not just about quantity: the quality of disclosures, in terms of meeting the needs of users, is also an issue. Financial reports have become a disjointed collection of disclosures driven by different authoritative sources. The objective of financial reporting seems to have been forgotten as disclosures have become more about compliance than communication.’
Its aim is ‘to develop a coherent framework within which standard setters and other regulators can set disclosure requirements and preparers and auditors can apply them. We anticipate that this will improve the quality of information provided to users.’

The paper describes financial reporting as ‘the information typically found in an annual report, interim or preliminary announcements’. Financial statements form one part of the financial reporting ‘package’; the others are management commentary and corporate governance disclosures.
While the FRC paper endorses the ‘general objective of a disclosure framework’ set out in the EFRAG/ANC/FRC paper – ‘to ensure that all and only relevant information is disclosed in an appropriate manner, so that detailed information does not obscure relevant information’ – it argues that it should apply to financial reporting as a whole, not just the notes to the accounts. The scope of financial reporting, it suggests, should be determined by users’ needs: ‘By understanding the needs of users, we establish the boundary of a financial report.’ This is a radical approach, as users’ needs for information go well beyond the traditional boundaries of financial reporting.
The paper structures its road map for a disclosure framework around four questions, for each of which the relevant aim is set out:
1. ‘What information do users need? Aim: to ensure that disclosures are relevant and targeted to meet the needs of users.

2. ‘Where should disclosures be located? Aim: use placement criteria to provide a structure for the financial report so that disclosures are organised in a way that is more informative to the reader and can be consistently applied.

3. ‘When should a disclosure be provided? Aim: to reduce the disclosure burden through the application of the concepts of proportionality and materiality.

4. ‘How should disclosures be communicated? Aim: to develop a set of principles for good communication that will assist in improving the quality of disclosures.’

The paper sets out six principles for the content of disclosures. ‘Disclose information that provides:

· Context for understanding the performance, position and development of the entity.

· The specific risks to which an entity is exposed, including their context as well as management’s approach to these risks.

· An explanation of the corporate governance arrangements in place including setting out the responsibilities of the board.
· A disaggregation of amounts at a level that enables the key components of primary financial statements to be understood. 

· An explanation of the basis for recognition and measurement of line items in the primary financial statements.

· Information relating to items not recognised in the balance sheet that, if or when recognised, would have a significant effect on future cash flows.’

The paper accepts that financial reporting disclosures will continue to be set by multiple regulators, but argues that ‘it is essential that there is a principles-based disclosure framework, within which all regulators can operate’. It provides three ‘placement criteria’ for deciding whether disclosures should be made in management commentary, corporate governance or the financial statements (which comprise the primary financial statements and the notes). ‘Information would be disclosed:
1. In management commentary if it provides an investor with information that puts the financial statements into the context of the entity and its operating environment.

2. In the notes if it is essential to an understanding of the primary financial statements and [their] elements.

3. In governance if it provides information about the responsibilities of the board in setting the company’s strategic aims, supervising the management of the business and reporting to shareholders on their stewardship.’
The paper argues that disclosure requirements should be proportionate and actual disclosures material – ‘disclosure of immaterial information … leads to clutter’. On proportionality, it states that ‘there should be two main drivers of a proportionate disclosure regime:
· Relevance of the information contained in the disclosure requirement for users of the financial reports for that entity; and

· Cost of providing the information justified by the benefits to users.’

On materiality, the paper states: ‘We believe that there needs to be debate around:

· What materiality means from a disclosure perspective as compared to recognition and measurement; and

· Whether there are different levels of materiality for disclosure purposes.’

On communication, the paper sets out four principles (very similar to those in the EFRAG/ANC/FRC discussion paper). Disclosures should be:

· entity-specific;

· clear, concise and written in plain language;

· current; and

· explaining the substance of a transaction.

The paper also suggests that ‘there is a need for debate around including some disclosures outside the annual financial report’; eg, ‘some explanatory information that remains unchanged from one year to the next could be included on a website.’

A3.10
IAS 1: a disclosure framework?
The following extracts are from IAS 1, Presentation of Financial Statements. The report of the SEC Advisory Committee on Improvements to Financial Reporting (see A3.3 above) states that the standard ‘includes some of the elements that we would expect of a disclosure framework’.
Panel A3.1: IAS 1 extracts

	Notes

Structure

112 The notes shall:

(a) present information about the basis of preparation of the financial statements and the specific accounting policies used in accordance with paragraphs 117–124;

(b) disclose the information required by IFRSs that is not presented elsewhere in the financial statements; and

(c) provide information that is not presented elsewhere in the financial statements, but is relevant to an understanding of any of them.

113 An entity shall, as far as practicable, present notes in a systematic manner. An entity shall cross-reference each item in the statements of financial position and of comprehensive income, in the separate income statement (if presented), and in the statements of changes in equity and of cash flows to any related information in the notes.

114 An entity normally presents notes in the following order, to assist users to understand the financial statements and to compare them with financial statements of other entities:

(a) statement of compliance with IFRSs (see paragraph 16);

(b) summary of significant accounting policies applied (see paragraph 117);

(c) supporting information for items presented in the statements of financial position and of comprehensive income, in the separate income statement (if presented), and in the statements of changes in equity and of cash flows, in the order in which each statement and each line item is presented; and

(d) other disclosures, including:

(i) contingent liabilities (see IAS 37) and unrecognised contractual commitments, and

(ii) non-financial disclosures, eg the entity’s financial risk management objectives and policies (see IFRS 7).

115 [text omitted]

116 [text omitted]

Disclosure of accounting policies

117 An entity shall disclose in the summary of significant accounting policies:

(a) the measurement basis (or bases) used in preparing the financial statements, and

(b) the other accounting policies used that are relevant to an understanding of the financial statements.

118 It is important for an entity to inform users of the measurement basis or bases used in the financial statements (for example, historical cost, current cost, net realisable value, fair value or recoverable amount) because the basis on which an entity prepares the financial statements significantly affects users’ analysis. When an entity uses more than one measurement basis in the financial statements, for example when particular classes of assets are revalued, it is sufficient to provide an indication of the categories of assets and liabilities to which each measurement basis is applied.

119 In deciding whether a particular accounting policy should be disclosed, management considers whether disclosure would assist users in understanding how transactions, other events and conditions are reflected in reported financial performance and financial position. Disclosure of particular accounting policies is especially useful to users when those policies are selected from alternatives allowed in IFRSs. An example is disclosure of whether a venturer recognises its interest in a jointly controlled entity using proportionate consolidation or the equity method (see IAS 31 Interests in Joint Ventures). Some IFRSs specifically require disclosure of particular accounting policies, including choices made by management between different policies they allow. For example, IAS 16 requires disclosure of the measurement bases used for classes of property, plant and equipment.

120 Each entity considers the nature of its operations and the policies that the users of its financial statements would expect to be disclosed for that type of entity. For example, users would expect an entity subject to income taxes to disclose its accounting policies for income taxes, including those applicable to deferred tax liabilities and assets. When an entity has significant foreign operations or transactions in foreign currencies, users would expect disclosure of accounting policies for the recognition of foreign exchange gains and losses.

121 An accounting policy may be significant because of the nature of the entity’s operations even if amounts for current and prior periods are not material. It is also appropriate to disclose each significant accounting policy that is not specifically required by IFRSs but the entity selects and applies in accordance with IAS 8.

122 An entity shall disclose, in the summary of significant accounting policies or other notes, the judgements, apart from those involving estimations (see paragraph 125), that management has made in the process of applying the entity’s accounting policies and that have the most significant effect on the amounts recognised in the financial statements.

123 In the process of applying the entity’s accounting policies, management makes various judgements, apart from those involving estimations, that can significantly affect the amounts it recognises in the financial statements. For example, management makes judgements in determining:

(a) [deleted in original]

(b) when substantially all the significant risks and rewards of ownership of financial assets and lease assets are transferred to other entities;

(c) whether, in substance, particular sales of goods are financing arrangements and therefore do not give rise to revenue; and

(d) whether the substance of the relationship between the entity and a special purpose entity indicates that the entity controls the special purpose entity.

124 [text omitted]

Sources of estimation uncertainty

125 An entity shall disclose information about the assumptions it makes about the future, and other major sources of estimation uncertainty at the end of the reporting period, that have a significant risk of resulting in a material adjustment to the carrying amounts of assets and liabilities within the next financial year. In respect of those assets and liabilities, the notes shall include details of:

(a) their nature, and

(b) their carrying amount as at the end of the reporting period.

126 Determining the carrying amounts of some assets and liabilities requires estimation of the effects of uncertain future events on those assets and liabilities at the end of the reporting period. For example, in the absence of recently observed market prices, future-oriented estimates are necessary to measure the recoverable amount of classes of property, plant and equipment, the effect of technological obsolescence on inventories, provisions subject to the future outcome of litigation in progress, and long-term employee benefit liabilities such as pension obligations. These estimates involve assumptions about such items as the risk adjustment to cash flows or discount rates, future changes in salaries and future changes in prices affecting other costs.

127 The assumptions and other sources of estimation uncertainty disclosed in accordance with paragraph 125 relate to the estimates that require management’s most difficult, subjective or complex judgements. As the number of variables and assumptions affecting the possible future resolution of the uncertainties increases, those judgements become more subjective and complex, and the potential for a consequential material adjustment to the carrying amounts of assets and liabilities normally increases accordingly.

128 The disclosures in paragraph 125 are not required for assets and liabilities with a significant risk that their carrying amounts might change materially within the next financial year if, at the end of the reporting period, they are measured at fair value based on recently observed market prices. Such fair values might change materially within the next financial year but these changes would not arise from assumptions or other sources of estimation uncertainty at the end of the reporting period.

129 An entity presents the disclosures in paragraph 125 in a manner that helps users of financial statements to understand the judgements that management makes about the future and about other sources of estimation uncertainty. The nature and extent of the information provided vary according to the nature of the assumption and other circumstances. Examples of the types of disclosures an entity makes are:

(a) the nature of the assumption or other estimation uncertainty;

(b) the sensitivity of carrying amounts to the methods, assumptions and estimates underlying their calculation, including the reasons for the sensitivity;

(c) the expected resolution of an uncertainty and the range of reasonably possible outcomes within the next financial year in respect of the carrying amounts of the assets and liabilities affected; and

(d) an explanation of changes made to past assumptions concerning those assets and liabilities, if the uncertainty remains unresolved.

130 [text omitted]

131 Sometimes it is impracticable to disclose the extent of the possible effects of an assumption or another source of estimation uncertainty at the end of the reporting period. In such cases, the entity discloses that it is reasonably possible, on the basis of existing knowledge, that outcomes within the next financial year that are different from the assumption could require a material adjustment to the carrying amount of the asset or liability affected. In all cases, the entity discloses the nature and carrying amount of the specific asset or liability (or class of assets or liabilities) affected by the assumption.

132 The disclosures in paragraph 122 of particular judgements that management made in the process of applying the entity’s accounting policies do not relate to the disclosures of sources of estimation uncertainty in paragraph 125.

133 [text omitted]
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