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Abstract

This study examines the impact of company size, profitability, leverage, auditor size and nature of released news of companies listed on The Amsterdam Stock Exchange on the extent of voluntary disclosure of forward-looking information in their 2007 annual reports. The companies mostly supply qualitative forward-looking information difficult to measure in an unbiased manner. The method used to assess the quality of forward-looking disclosure is a subjective disclosure index. The values of independent variables are extracted from the annual reports for the relevant year. The results for the sample of 93 firms reveal that only profitability has a significant effect on the level of forward-looking information disclosure. The association between the two variables is negative: more profitable companies are found to disclose less forward-looking information than worse performing firms. The remaining variables (size, leverage, auditor size and nature of news) are found to have an insignificant impact on the level of forward-looking information disclosure. 
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Chapter 1 Introduction

This paper reports on the extent of voluntary forward-looking information disclosure by a set of companies listed on the Amsterdam Stock Exchange and tests the effects of five firm-specific characteristics on disclosure. The objective of this study is to provide additional evidence on the factors behind voluntary foward-looking information disclosure. 

The demand for financial reporting and disclosure has increased tremendously over the last fifty years. According to Healy and Palepu (2001) an expanded need for disclosure is the result of information asymmetry and agency conflicts. Agency theory assumes that managers have an information advantage over shareholders as they acquire private information about the company's financial position. Due to this condition shareholders cannot accurately determine the value of decisions they make based on the information released in annual reports and other company statements. Despite regulations and requirements for disclosure formats and practices, implemented by financial and governmental institutions, companies still have a broad range of information they may be willing to voluntarily disclose or not to their shareholders. The extent of voluntarily disclosed information is assumed to be influenced by several factors. Prior researches have analyzed the disclosure of forward-looking information for reasons of reducing agency costs (e.g., Ruland et al.1990), signaling managerial talent (e.g. Trueman 1986), and decreasing the adverse selection and moral hazard problems. The existent literature also addresses the level of voluntary disclosure in relation with firm-specific characteristics. It is interesting to advance the understanding whether these characteristics have an impact on the quality of voluntary disclosures limited to forward-looking information.  The following research question is formulated: “What is the impact of company size, profitability, leverage level, auditor size and nature of news released on the extent of voluntary disclosure of forward-looking information?”
The purpose of this study is to analyze the level of association between these characteristics and the extent of voluntary disclosure limited to forward-looking information for companies listed on The Amsterdam Stock Exchange. 
The term disclosure as used here refers to economic and non-economic releases of information by companies in their annual reports and it can be divided in two types: mandatory disclosures, required by e.g. country-specific regulations and voluntary disclosures which are at choice of the company’s management. The  compulsory disclosure regulations require each listed company to prepare balance sheets, income statements,  statements of cash flow, statements of changes in equity, and notes to accounts.  Voluntary disclosure is defined as “discretionary release of financial and non-financial information through annual reports over and above the mandatory requirements” (Barako et al. 2006, 114). There are different types of information that is voluntary disclosed in annual reports: interim financial information, social responsibility information, current cost information, segment information or forward-looking information. According to Kent and Ung (2003) forward-looking information disclosure, which is the focus of this study, refers to current plans and future forecasts that enable investors and other users of financial statements to anticipate company’s future financial performance. It involves such financial forecasts as next years earnings, expected revenues and expected cash flows. Forward-looking disclosure also includes non-financial information such as risks and uncertainties that could have a significant influence on next year’s results and cause them to differ from planned financial figures. “Managers have complete editorial control over this kind of information and it is not subject to potential re-interpretations and distortions by the media” (Kent and Ung, 2003). In perspective of empirical disclosure studies, forward-looking information can be traced by the presence in the annual report of terms such as ‘forecast’,’expect’, ’anticipate’, ‘estimate’, ‘predict’ (Aljifri & Hussainey, 2007).
The existent literature reveals the impact of several firm-specific characteristics on the overall level of disclosed information without the specification of the disclosure area. The literature in the field of forward-looking information disclosure is not extensive, thus this paper will contribute to the expansion of the existing knowledge on the origin and nature of forward-looking disclosures. 
Moreover, prior researches are conducted mostly for regions outside Europe and conclude with contrasting results. The aim of this study is to investigate further the relation between firm-specific characteristics and the disclosure quality of forward-looking information for the companies belonging to The European Union region and to provide additional empirical evidence.
This study is organized as follows. Chapter 2 reviews the managerial incentives for discretionary disclosures and their relation with the firm-specific characteristics influencing voluntary disclosure. Chapter 3 elaborates on the methods used to measure the extent of voluntary disclosure and defines the quality of disclosure. The following chapter provides an extensive literature overview in the field of the voluntary disclosure and the firm-specific characteristics. The evidence of previous studies in the area of voluntary disclosure of forward-looking information is also presented. Chapter 5 develops the research hypotheses. Chapter 6 covers the methodology of the research. Chapter 7 presents and discusses the empirical results. The final chapter concludes on the research and presents implications for further study.
Chapter 2
Managerial incentives for information disclosure versus firm-specific characteristics
2.1 Management incentives for voluntary information disclosure

Meek et al. (1995) state that voluntary disclosures are releases of information in excess of requirements. The company's management is free in providing accounting and other information deemed as appropriate and suitable to the decision needs of users of their annual reports. There are several incentives that lead managers to increase voluntary disclosures. Choi (1973) reports that the greatest stimulus for managers to voluntary disclose information is the need to raise capital at the lowest possible cost. Healy and Palepu (2001) point out six forces for management to disclose information:

i)
Capital market transactions hypothesis

ii)
Corporate control contest hypothesis

iii)
Stock compensation hypothesis

iv)
Litigation cost hypothesis

v)
Management talent signaling hypothesis

vi)
Proprietary cost hypothesis

i) Capital market transactions hypothesis

Myers and Majluf (1984) explain that management who anticipate a participation in capital market transactions have motives to offer voluntary disclosure and reduce the superior information they have over external investors. In results, the firm can engage in external financing against low costs. Similarly Frankel et al. (1995) state that firms can lower their cost of capital by increasing disclosure of credible information. This finding supports the capital market hypothesis.
ii) Corporate control contests hypothesis

Poor stock and earnings performance results in an increased risk of job loss. Therefore, managers increase extent of disclosures to reduce the probability of undervaluation and low financial results. Healy and Palepu (2001) describe that this hypothesis is driven by the fact that the board of directors and investors find management liable for current stock performance.

iii) Stock compensation hypothesis

Managers are paid by a variety of stock-based compensation plans which provide them with a stimulus to increase voluntary disclosures. Managers who are willing to trade their stock holdings could provide private information with the intention that the firm's stock price will increase. Managers also voluntarily disclose information when acting in favor of existing shareholders so that contracting costs associated with stock compensation can be minimized for new employees.

iv) Litigation cost hypothesis

Healy and Palepu (2001) describe that the threat of shareholder litigation can have two effects on the managerial disclosure decisions:
1. Legal actions can be taken against managers who do not adequately or timely disclose information. This stimulates firms to increase voluntary releases of information which complement the required disclosures. Moreover, firms with bad news are more inclined to increase disclosure to minimize litigation costs (Skinner, 1994).
2. Litigation can reduce managers’ incentives to provide private information for a great deal, particularly of forward-looking information because of the uncertainty associated with the future and difficulty to predict it with accuracy. 
v) Management talent signaling hypothesis

Trueman (1986) states that managers with talent have the drive to make voluntary forward-looking information to demonstrate their type. The market value of a firm is therefore seen as a function of investors' understanding of managers' capacity to foresee and predict accurately prospective modifications in economic and business position. 
vi) Proprietary costs hypothesis 

The proprietary cost theory states that the incentive to disclose information is a “decreasing function of the potential proprietary costs attached to a disclosure and an increasing function of the favorableness of the news in the disclosure” (Verrecchia, 1983). Prencipe (2004) introduces a theoretical framework of the proprietary cost theory in which firms limit voluntary disclosure of suitable information because of disclosure-related competitive costs and preparation costs. This conclusion is in line with the statement of Healy and Palepu (2001). They conclude that firms are reluctant to reveal information to investors as it could cause a disadvantage for their competitive position in product markets. 

2.2 Relation between management incentives and firm-specific characteristics 
Literature (Meek et al. 1995, Barako et al. 2006, Cooke 1989b, DeAngelo 1981, Verrecchia 1983 etc.) points out several firm-specific characteristics which influence the extent of voluntary disclosure. Some of these firm-specific characteristics are related to the management incentives to disclose information voluntarily. 

Meek et al. (1995) have studied the impact of company size on voluntary disclosure levels and argued that larger firms may have lower information production costs or may have lower costs of competitive disadvantage. The latter can be related to the interpretation of the proprietary costs hypothesis by Healy and Palepu (2001) which states that firms are reluctant to reveal information to investors as it could lead to a disadvantage for their competitive position on the market. However, in the case of large firms the costs of competitive disadvantage are lower. 

According to the proprietary cost theory of Principe (2004) firms limit the voluntary disclosure of information because of the associated costs which have smaller consequences for larger firms. 
Barako et al. (2006) have examined the impact of leverage on the extent of voluntary disclosure. For countries where financial institutions are the primary source of firm's capital, companies will voluntary disclose more information in their annual reports in order to increase their chance of receiving funds. This statement can be related to the capital market transaction hypothesis in which these firms will probably anticipate capital market transactions by offering voluntary disclosures in order to receive external financing against low costs.

Cook (1989) studied the impact of the type of business (sector) on the extent of voluntary disclosure. He suggests that voluntary disclosure in one sector may be higher than in another sector. According to Verrecchia (1983), proprietary costs (i.e., competitive disadvantage and political) vary across industries. E.g. chemical companies are likely to be more sensitive about disclosures to competitors and public than companies in other industries because of the nature of their products and their research and development. 
Chapter 3 Measuring the quality of disclosure
The need for narrative and explanatory information has been identified to assure the accountability and full understanding of financial data by potential and actual investors. The difficulty in measuring the extent of voluntary disclosures lies in the fact that they are often expressed under the form of qualitative information such as forward-looking information or audit reports instead of quantitative data (Healy and Palepu, 2001). Many approaches have been developed to assess adequacy, usefulness and other characteristics of disclosures described together as ‘quality’ (Beattie et al., 2004). Following chapter elaborates on different models employed to asses the quality of disclosures.

There has been many attempts to classify the methods of measuring the disclosure quality. Clatworthy and Jones (2001) divide the academic research of qualitative disclosure into two categories: content analysis studies and readability research. However, Beattie et al. (2004) introduce another classification of disclosure measurement methods (fig.1): subjective ratings and semi-objective methods. The first method takes into account the entire amount of information disclosed as the criteria to rank companies while the second includes other measures like thematic content analysis, readability studies linguistic analysis and disclosure index studies.

Figure 1 Measures of Disclosure Quality [Beattie et al (2004)]
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3.1 Subjective ratings

Subjective procedures refer mainly to analysts’ ratings. Beattie et al. (2004) discuss subjective ratings through an example of the reports issued by the Association of Investment Management and Research (AIMR) in U.S. which provided
 “an overall measure of corporate information releases to investors” (p.208).  The reports of AIMR for each year included the data covering an average of 17 companies, operating in 27 industries. The disclosures of companies were scored by 13 analysts in each industry.
Lang and Lundholm (1993) introduced a notion of “disclosure informativeness” which is described as the result of subjective ratings. There are several limitations to subjective measures. According to Healy and Palepu (2001) the subjective ratings procedures tend to be a biased measure of disclosure what is likely to reduce the robustness of evidence on the motives for voluntary disclosure. 
3.2 Semi-objective ratings

i) Disclosure index studies

The disclosure index approach assumes that the extent of the disclosure reflects its quality. “Disclosure indexes provide single-figure summary indicator either of the entire contents of reports of comparable organizations or of particular aspects of interest covered by such reports” (Coy and Dixon, 2003). The items included in the index may be either weighted or unweighted. The weighted system is based on the significance of selected items determined by a group of users concerned (Cerf, 1961) while an unweighted index scores each item equally (Cooke, 1989). The advantage of an unweighted index is lack of subjectivity present in determining weights. This approach has become the norm in annual report studies (Courtis, 1996). Different coding schemes may be used in order to detect the presence or the absence of the items in question.

There are limitations to the disclosure index methods. More disclosure does not necessarily imply better quality of disclosure (Marston and Shrives, 1991; Ho and Wong, 2001). Moreover, the validity of the disclosure index is very much dependent on the criteria of selecting the items included in the index.

ii) Readability studies and linguistic studies

Some analysis of narratives focuses on whether items in the examined text help or diminish the reader’s understanding. This procedure is called the readability study. 
The principal limitation to this approach is that it focuses only on the number of syllables and the length of sentences. Moreover, not all relevant features are taken into account and the model is not following the evolution of language (Courtis, 1998).

iii) Content analysis

Content analysis is based on the assumption that the frequency of appearance is a proxy of the importance of the item in question. It codifies the narrative into categories based on selected criteria (Krippendorff, 1980). 

The most important limitation of this method is the objectivity of coding and the difficulty of clear classification of categories (Deegan and Rankin, 1996; Guthrie and Mathews, 1985).
Chapter 4
Literature overview of firm-specific characteristics and voluntary disclosure
4.1 Aggregate information voluntary disclosure

“Financial reporting and disclosure are potentially important means for management to communicate firm performance and governance to outside investors” (Healy and Palepu, 2001). Regulation requirements compel companies to disclose certain information through the financial reports. However, companies might also be willing to voluntarily disclose selected information through the channels of management forecasts and forward-looking information releases. 
The existent literature suggests that the extent of voluntary disclosure is found to be influenced by different firm-specific characteristics. Several succeeding studies have investigated these associations by employing a variety of disclosure indices and reasearch methods in different countries or regions.  Among the characteristics, the most rigorously tested are: size, leverage, auditor size, profitability, listing status and internationality. Explanation for selecting firm characteristics include agency costs, proprietary costs, monitoring, signalling and information assymetry, political costs, capital needs, corporate governance, litigation costs and audit firm reputation (Ahmed & Courtis, 1999).  

Studies concerning voluntary disclosure and firm’s characteristics deliver persistent results over the relation between the size of the company and the level of voluntarily disclosed information. It has been persistently found that size, measured as value of total assets, number of shareholders or total revenue, is positively associated with the level of voluntarily disclosed information (Cerf, 1961; Sighvi and Desai, 1971; Firth, 1979b; Cooke, 1989; Susanto, 1992; Lundholm and Lang, 1993; Raffournier, 1995; Hossain, Perrera, Rahman, 1995; Frankel et al., 1995; Barako et al., 2006). Hovewer, there are exceptions from this tendency. Stanga (1976) Aljifri & Hussainey (2007) find an insignificant association between the company size and the level of disclosure.  Shigvi & Desai (1971) found size and listing status to be significantly associated with the disclosure level, where listing status to be the more important determinant. Conversely, Buzby (1975) argue that while the disclosure extent in annual reports of listed companies is not found to be significantly different from the unlisted firms, size was the more significant factor in explaining the disclosure extent. Evidence of subsequent studies shows that that the level of disclosure is bigger for listed companies than unlisted firms (Firth, 1979; Cooke, 1989b; Wallace et al., 1994; Hossain et al., 1995). This association is explained by the fact that that Stock Exchange listing conditions require companies to be of a certain size (Ahmed & Courtis, 1999).

A firm’s profitability is frequently tested simultaneously with size. However, the results of such analysis tend to be less persistent. According to Shigvi and Desai (1971), Lundholm and Lang (1993) and Raffournier (1995) more profitable companies are willing to voluntarily disclose more information than worse performing companies. This is explained by the fact that managers are motivated by higher profitability to provide more disclosure because it increases investors’ confidence and consequently management compensation (Sighvi & Desai, 1971). Moreover, it is argued that well performing companies are more likely to signal to the market their superior position through channels of an increased information disclosure (Cooke, 1989; Wallace et al., 1994). Conversly, Belkaoui and Kahl (1978) who found that profitability has a negative impact on the extent of disclosure. Raffournier (1995) found an insignificant relationship between the profitability of the firm and its disclosure level. 
Other variables examined in annual report disclosure studies include leverage level of the firm (Chow & Wong-Boren, 1987; Wallace et al., 1994). Leverage is measured as the value of total debt to total assets or the value of total debt to shareholders’ equity. Researches yield contrasting results. According to Hossain, Perera and Rahman (1995) and Barako et al (2006) leverage is positively related to the extent of voluntary disclosure. This is explained by the fact that firms with high leverage levels face more monitoring costs and they seek to reduce these costs by increasing the disclosure extent. Conversely, Chow & Wong-Boren (1987), Raffournier (1995) and Hossain et al. (1995) found an insignificant relation between leverage and disclosure level.  
For companies which are required to employ an auditor for the annual audit the choice of the auditing firm is assumed to have an impact on the extent of voluntary disclosure (Firth, 1979; Wallace et al., 1994). It is argued that firms employing Big Four
 auditors have differing levels of disclosure of forward-looking information from those audited by smaller firms. However, the epirical results for a positive association between audit firm size and disclosure level are inconclusive. Sighvi & Desai (1971), Hossain et al. (1994) and Raffournier (1995) argue that companies audited by big auditing firms disclose more information than clients of other auditors. However, several studies did not find any relationship between size of auditor and disclosure level (Courtis, 1979; Wallace et al., 1994; Barako, 2006).
Internationalization as one of firms’ characteristics is defined as the amount of foreign operations the company is involved in. The literature points out that the level of internationalization is considered to have an influence on the extent of the voluntary disclosure (Raffournier, 1995; Hossain, Perera and Rahman, 1995). Gray, Meek, & Roberts (1994) argue that the internationalization of the company has a significant effect on its disclosure level. Hossain et al. (1995) also conclude that an increased amount of foreign operations is positively related to the extent of voluntary disclosure. 
There are many researches in the literature supporting the hypothesis that adherence to a specific sector influences the extent of voluntary disclosures. This translates into a possibility that the extent of voluntary disclosure for a company operating in one sector of the economy may be higher than for a company in another sector.  Cooke (1989) divided the different sectors into four parts: (1) manufacturing, (2) trading, (3) services and (4) conglomerate. The results suggest that the extent of information voluntarily disclosed by trading companies is significantly lower than for companies in other sectors. Findings of Amernic and Maiocco (1981) and Stanga (1976) analysis also suggest that the industry sector is related to the extent of voluntary disclosure. However, for some countries an insignificant relationship between the adherence to a specific sector and the extent of disclosure was found [Wallace (Nigeria); Wallace et al. (Spain) ]. The inconsistent results might be explained by varying definitions in industry classifications (Ahmed & Courtis, 1999)
Another firms-specific characteristic taken into account while explaining the voluntary disclosures is the nationality of the company. Barrett (1977) reviews companies from 5 countries in Western Europe and United States. The results suggest that the nationality is the factor influencing the extent of specific
 disclosure. These findings are in line with the conclusion of Susanto (1992) who analyzed companies listed on The Jakarta Stock Exchange. This association is explained by the existence of country-specific regulations concerning disclosure policies.
4.2 Forward-looking information voluntary disclosure
Instead of examining aggregate voluntary disclosure, the focus of this study is on one type of discretionary disclosure: forward-looking information. Ruland et al. (1990) states that a number of theories and survey findings may explain why managers decide to disclose forward-looking information. These include the release of forward-looking information to communicate good news, to reduce information asymmetry or to correct or confirm analysts' forecasts (Ruland et al. 1990). Pownall and Waymire (1989) also suggest that managers voluntarily disclose forward-looking information because of the intention to release relevant and credible information to investors. According to Frankel et al. (1995) more disclosure increases firm value. Companies are also more likely to disclose forward-looking information if they regularly access capital markets. Managers publish forward-looking information to communicate with investors and the aim of such a disclosure is to attract attention to the firm, to avoid legal liability, to develop a reputation for reliable disclosure or for some firms to disclose favorable news. Trueman (1986) states that “forward-looking information release gives investors a more favorable assessment of the manager's ability to anticipate economic environment changes and to adjust plans accordingly”. 
Kent and Ung (2003) have examined the voluntary disclosure of forward-looking information in annual reports of Australian companies. The main objective was to verify which factors influence the companies’ disclosure level of forward-looking information. The tested characteristics are competition, financing, litigation and reputation and auditor quality. The results suggest that litigation costs and reputation concerns are the incentives for managers to voluntary disclose forward-looking information. In this context big firms are more likely to disclose information in their annual reports because of relatively stable earnings. Cox (1985) also came to a conclusion that firms which disclose forward-looking information are larger in size than those who do not. These results are in line with evidence found for aggregate level of disclosure (Sighvi and Desai, 1971; Susanto, 1992; Lundholm and Lang, 1993; Raffournier, 1995; Hossain, Perrera, Rahman, 1995; Barako et al., 2006). 
Mak (1996) analyzed the relation between the extent of voluntary disclosures of forward-looking information and the following firm-specific characteristics: operating history measured in years, variance of after market returns, proportion of inside share ownership, expected short-term earnings, size of the company.  The findings of the research suggest that the variance of returns is positively related to the extent of forward-looking disclosures. The proportion of shares belonging to insiders
 is positively related to the level of disclosure of forward-looking information in contrast to expected short-term earnings which are negatively associated with the amount of information disclosed. The impact of firm size is suggested to be not related at all to the extent of forward-looking disclosure. This is inconsistent with the evidence delivered by majority of studies on the association between size and the overall level of disclosure without a selection of a specific disclosure area (Lundholm and Lang, 1993; Raffournier, 1995; Hossain, Perrera, Rahman, 1995; Frankel et al., 1995).
Aljifri & Hussainey (2007) research aims to empirically explore the underlying factors that may affect the extent to which forward-looking information is disclosed in annual reports of UAE companies. Debt ratio and profitability are found to be significant. However, sector type, firm size, and auditor size are found to have an insignificant association with the level of forward-looking information disclosed. 
Chapter 5 Hypothesis development
5.1 Firm size

There are several reasons explaining why a positive relation between the size of the firm and the extent of voluntary disclosure exists. Previous studies suggest that larger firms may disclose more information because of relatively lower direct costs of disclosure, higher political costs, or higher agency costs. Gathering and disclosing information are costly procedures, and therefore it is easier for larger firms with more resources to produce comprehensive and detailed financial statements (Buzby 1975). This is consistent with the proprietary cost theory on managerial incentives to disclose information. The proprietary cost theory states that the incentive to disclose information is a decreasing function of the potential proprietary costs attached to a disclosure (Verrecchia 1983). 

In addition, small firms may be more worried than larger firms that detailed disclosure could endanger their competitive position (Singhvi and Desai, 1971).
H1: Larger companies are likely to disclose more forward-looking information in their annual reports than smaller companies.
5.2 Profitability
In prior studies a positive association between the firm’s profitability and the level of forward-looking information disclosure was found (Singhvi and Desai, 1971; Lundholm & Lang, 1993; Wallace et al., 1994). An explanation for such a relation is that managers of highly profitable firms might disclose more information to increase investors’ confidence and increase their compensation (Singhvi and Desai, 1971). Moreover, it is argued that well performing companies are more likely to signal to the market their superior position (Cooke, 1989; Wallace et al., 1994).  However, some studies find an insignificant association between profitability and voluntary disclosure (e.g. Raffournier, 1995). A significant negative relationship between profitability and disclosure level has also been reported (Belkaoui and Kahl, 1978). Based on some of the evidence reported, the following hypothesis is stated:

H2:  Firms with high profitability are more likely to disclose forward-looking

information in their annual reports compared to worse performing companies. 
5.3 Leverage
According to Kent and Ung (2003) managers’ incentive to disclose forward-looking information is closely related to the company’s need to reduce the cost of capital, especially if it seeks external financing. It is suggested that the benefits of disclosing forward looking information exceed the costs of sacrifying private information to competitors. Jensen and Meckling (1976) argue that highly leveraged firms intend to decrease higher monitoring costs they face by disclosing more information to meet the needs of creditors.
Empirical evidence on the association between the two variables is mixed. E.g.  Hossain et al. (1994) find a significant and positive association, while Raffournier (1995) has found no support for the relation between leverage and disclosure.
H3:  Highly leveraged firms are more likely to disclose forward-looking information than firms with low leverage level.
5.4 Auditor size
It is assumed that the choice of an external audit firm has an impact on the extent of information disclosed by companies (Sighvi & Desai, 1971; Hossain et al., 1994; Raffournier, 1995). By employing a Big Four auditor, companies could signal to the market that their forward-looking information is more reliable. This is supported by several conditions under which the big audit companies operate. Reputation is a more significant business asset for large firms than for small auditing companies. Therefore, the firms being clients of the higher quality auditors are predicted to be willing to disclose more forward-looking information than clients of the other auditing companies. This is because the companies treat choice of an auditing firm belonging to Big Four as a proxy of the disclosure quality perceived by the public. 
H4: Companies that are clients of the Big Four auditors disclose more forward-looking information in comparison with companies that employ other auditors.
5.5 Nature of news
Previous research suggests that the extent of forward-looking information disclosure is related to the nature of news being disclosed (Lang and Lundholm, 1993; Kent & Ung, 2000). Results imply that companies with good news tend to voluntarily disclose more forward-looking information than firms with bad news (Lev & Penman, 1990; Clarkson, Kao & Richardson 1994). The measure of identification of good and bad news is explained in the following of this study. 
H5: Companies with good news tend to voluntarily disclose more forward-looking information than firms with bad news.
Chapter 6 Data collection and research design
The research examines the impact of firm-specific characteristics on the quality of forward-looking information disclosures. The existent studies are mainly multidimensional and take into account many firm-specific characteristics such as size, listing status, auditor type, internationalization, profitability, liquidity, leverage, rate of return or earnings margin.

Following firm-specific characteristics are selected to be analysed:
· Company size
· Profitability

· Level of leverage
· Auditor size
· Nature of news
6.1 Sample selection
This study’s aim is to examine annual reports of the companies listed on The Amsterdam Stock Exchange (Euronext Amsterdam). The sample year 2007 is chosen to ensure that the data provided in the annual reports present an overview of the recent available information. It is also important that as of January 1st 2005 all listed EU companies (including banks and insurance companies) have been required to use IFRS. Therefore, all examined companies follow uniform accounting standards and the data is likely to be free from from the potential bias of the effects of varying accounting principles. The variables are obtained through the annual reports of the relevant year or from The Amsterdam Stock Exchange website data. There are in total 198 companies listed on The Amsterdam Stock Exchange. Due to specific rules and regulations that are involved in operations of financial sector, the companies belonging to the sector called ’Financials’ are excluded from the sample. Some of the companies do not provide users with English versions of annual reports or do not make annual reports directly accessible online. Sample is further reduced by restrictions posed by companies on their PDF versions of annual reports, which makes the scanning procedure impossible. Due to limitations listed above the final research sample consists of 93 companies. 
6.2 Dependent variable

Most of forward-looking information supplied by companies in their annual reports is of qualitative nature. Therefore it is not possible to measure the quality of these disclosures in an entirely objective manner. Moreover, the analysts’ ratings of disclosure quality are very rarely available and thus, it forces researchers to perform their own assessments. There are several models designed to measure the quality of disclosure. They are mainly based on a dataset of electronic annual reports and a standard text analysis software package. 
For the aim of the disclosure index construction, the list of forward-looking key words is retrieved from Hussainey, Schleicher and Walker (2003)
.
Annual reports are chosen as the source of voluntarily disclosed information. Because of their standard format, they are more easily comparable among companies than other communication channels such as press releases, conference calls or direct contact with analysts. Moreover the annual report is a convinient choice as the source of information because of its availability and ability to be scored (Aljifri & Hussainey, 2007)
The extent of disclosure is measured by the ratio obtained as the number of sentences including one or more forward-looking key words divided by the total sentences included in the narrative sections of an annual report.
The disclosure index can be shown as follows
:

DS = FWD/TD
where DS–disclosure score, FWD– total sentences including forward-looking key-word(s) disclosed, TD–total sentences disclosed (in an annual report) for each company.
The analysis of annual statements is performed by software called ‘PDFscan_Text’ created especially for this study. Its features are strictly adjusted to the requirements of the research to avoid any biases potentially involved in an assessment of quality of forward-looking disclosure. The procedure of analysis involves examination of the entire content of annual report done individually for each company in the sample to extract meaningful sentences (i.e. including forward-looking expressions). Finally, dividing the number of extracted sentences by the total number of sentences in the annual report, it delivers a ratio of forward-looking disclosure quality for each company (Disclosure Score).
6.3 Independent variables
The explanatory variables used in this model follow from previous disclosure studies that suggest that a firm’s level of disclosure is related to the presence of certain conditions (Shigvi and Desai, 1971; Cook, 1979; Lang and Lundholm, 1993; Barako et al 1995). The characteristics, being independent variables in this research model, may have different meanings. Therefore, it is essential to explain the manner of their assessment.
A binary scheme was used to denote the employment of the auditor providing services to the company (AUDIT). The variable is coded ‘1’ to indicate choice of a Big Four company, and ‘0’ to indicate employement of an auditor not belonging to Big Four. 
Leverage is measured by the debt-to-total assets ratio (LEV).
As for the size of the company, it can be measured in a number of different ways. The most common size proxies are: total assets, annual sales, number of shareholders, total revenue or total market value of the company. In this study, the natural logarithm of total assets is used as a proxy of the company size (LN_ASSET)
The nature of disclosed information is considered good if earnings are expected to be increasing and bad if earnings are expected to decrease. This is captured by comparison of the firm’s realized net income for the next fiscal year and the firm’s most recently realized net income (Land and Lundhom, 1993). The variable is dichotomous and takes value of 1 if firm has good news (the difference is positive) and 0 otherwise (NAT_NEWS).
Profitability is covered by the Return-On-Assets Ratio (ROA). 
All the independent variables used in this study were obtained either through the annual reports of the relevant year or from the data of The Amsterdam Euronext website.
6.4 Research execution method 
The aim of the paper focuses on the verification of hypotheses associated with the quality of disclosure and firm-specific characteristics. Figure 2 presents the research design. The significance of the relation between the firm-specific characteristics and the extent of forward-looking information disclosure is tested in statistical terms. It is argued that non statistical methods (e.g. analysis by mean of classes) are not sufficient in explaining the relationships between the extent of disclosure and independent variables (Shigvi and Desai, 1971). A backward regression analysis is used to test the hypotheses of this study. 
Figure 2 Research Design
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Chapter 7 Results
This section discusses the empirical methods used to examine the research hypotheses

of this study and reports the results. It covers two statistical methods: a descriptive

	Description


	N
	Minimum
	Maximum
	Mean
	Standard

Deviation

	DS
	93
	0.05
	0.18
	0.11
	0.03

	LN_ASSET
	93
	15.70
	25.93
	20.54
	2.41

	ROA
	93
	-0.72
	0.60
	0.08
	0.16

	LEV
	93
	0.03
	0.96
	0.51
	0.20

	AUDIT
	93
	0.00
	1.00
	0.86
	0.35

	NAT_NEWS
	93
	0.00
	1.00
	0.68
	0.46


analysis and a regression analysis.

Table I. Descriptive Statistics 

7.1 Descriptive statistics and bivariate analysis
Table I reports the minimum, maximum, mean, and standard deviation for the continuous and categorical variables in the sample data set. A broad range of variation is evident in the sample. Total assets (in logarithms) range from 15.70 to 25.93 with a mean of 20.54 and a standard deviation of 2.41. Profitability ranges from -0.72 to 0.60 with a mean of 0.33 and a standard deviation of 0.17. The leverage ratio ranges from 0.03 to 0.96 with a mean of 0.51 and standard deviation of 0.20. The value of auditor size variable varies from 0.00 to 1.00, with a mean of 0.86 and a standard deviation of 0.35. As for value of variable ‘nature of news released’ it ranges from 0.00 to 1.00 with a mean of 0.68 and a standard deviation of 0.46. The table also provides information about disclosure index value. The total disclosure score ranges from 0.05 to 0.18 with a mean of 0.11 and a standard deviation of 0.03. 
The bivariate analysis in Table II shows the highest correlation between auditor size and company size (0.47). This should not be a concern until it exceeds 0.8. These results also suggest that no significant multicollinearity among the independent variable exists. 
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	LN_ASSET 
	ROA
	LEV
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	NAT_NEWS
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	1.00
	
	
	
	
	

	LN_ASSET 
	0.06
	1.00
	
	
	
	

	ROA
	-0.21
	0.29
	1.00
	
	
	

	LEV
	0.00
	0.25
	-0.05
	1.00
	
	

	AUDIT 
	0.14
	0.47
	0.20
	0.17
	1.00
	

	NAT_NEWS
	-0.17
	0.24
	0.32
	0.08
	0.20
	1.00


Table II Correlations 

7.2 Discussion of results
Regression coefficients and their p-values are presented in Table III which demonstrates the

contribution of the independent variables to the model . 
The results of the sample reveal that only the contribution of profitability is found to be statistically significant (p <0.05).  The negative sign of the coefficient (-0.23) suggests that for highly profitable companies it is more likely to disclose less forward-looking information than worse performing firms. This in contrast with the hypothesis related to this variable (H3). This result is in accordance with the findings of Belkaoui and Kahl (1978) who obtained a negative association between profitability and the extent of disclosure. However, a number of studies find a positive relationship between the two variables (Wallace, 1987; Inchausti, 1997). The fact of inconclusive results can be explained by the differences in the interpretation of the effect that profitability has on disclosure level. A possible explanation for the results presented in Table III is that companies with lower profitability levels disclose more forward-looking information to communicate a positive message to the shareholders. This would usually include plans and projects for future which could indicate strong reactions (e.g. to the market). 
Conversely, firm size, leverage level, auditor size and nature of news released are shown to have an insignificant impact on the extent of forward-looking information disclosure. This is in contrast to previously presented hypotheses related to these variables (H1, H3, H4, H5). Moreover, these results are not consistent with the empirical findings of majority of voluntary disclosure studies which imply that four remaining characteristics are significantly and positively associated with the extent of voluntary disclosure (Cerf, 1961; Sighvi and Desai, 1971; Firth, 1979b; Cooke, 1989; Susanto, 1992; Lundholm and Lang, 1993; Hossain, Perrera, Rahman, 1995; Frankel et al., 1995; Barako et al., 2006). However, the contrast between this study’s findings and the literature evidence on voluntary disclosure is less persistent for the researches where disclosure area is limited to forward-looking information. Several studies examining the association between the disclosure limited to forward-looking information and firms-specific characteristics tend to support the evidence delivered by this research. The findings of Mak (1996) suggest that the impact of firm size is not related at all to the extent of forward-looking disclosure. Also Stanga (1976), Wallace et al. (1994) and Aljifri & Hussainey (2007) find an insignificant association between the company size and auditor size and the level of voluntary disclosure of forward-looking information. The fact that the results found on the factors influencing the overall voluntary disclosure are inconsistent with results related to the forward-looking voluntary disclosure indicates that the specification of the disclosure area might have significant effect on the empirical findings. 
In the perspective of the research design, there are several explanations why the results of this study are not consistent with the majority of previous researches conducted in this field. It is highly possible that the manner of assesment of the dependent variable have a significant impact on the presented results. As shown in this study, there are several procedures available to measure the extent of voluntary disclosure. They differ as to their construction and the subjectivity degree. Such a condition inevitably involves a possibility of differing results of data collection process which might have a siginificant effect on the overall findings of a voluntary disclosure study. The disclosure index that has been constructed for this study involves a high level of subjectivity in the assessment of the disclosure quality because the features of the software and its scanning procedure are selected based on the subjective judgment of the researcher.
	
	Un-standarized coefficient

BETA
	Standard Error

BETA
	t
	Significance

	(Constant)
	0.095
	0.02
	4.04
	0,00

	LN_ASSET
	0.09
	0.12
	0.77
	0.44

	ROA
	-0.23
	0.11
	- 2.07
	0.04

	LEV
	-0.05
	0.11
	- 0.45
	0.66

	AUDIT
	0.17
	0.12
	1.49
	0.14

	NAT_NEWS
	-0.15
	0.11
	- 1.32
	0.19


Table III Determinants of forward-looking disclosures 

Dependent variable: score of forward-looking information disclosure;  the results shown in Table III suggest the following backward regression model: TDS= 0,095 – 0,0232 X2  where X2  is the profitability ratio the F-test statistic is 1,97  at a significant
p- value,0.05.
Chapter 8 Conclusion 
The intent of this study is to explore the effect of five variables on the extent of forward-looking information disclosure in the 2007 annual reports of firms listed on The Amsterdam Stock Exchange (Euronext Amsterdam). The following research question is posed: What is the impact of company size, profitability, leverage level, auditor size and nature of news released on the extent of voluntary disclosure of forward-looking information?”
Values for all independent variables representing firm-specific characteristics are retrieved from 2007 annual reports of selected companies. The quality of disclosure is captured by a disclosure score obtained through scanning software constructed for the purpose of this study. The results for the sample of 93 companies reveal that only profitability has a significant effect on the disclosure level of forward-looking information. The remaining four variables (size, leverage, auditor size and nature of news released) are found to have an insignificant association with the level of forward-looking information disclosure. This suggests that firms of different sizes, representing different degrees to which they are utilizing borrowed money, using different auditors and realeasing news of differing nature tend to have insignificant differences in their levels of forward-looking information disclosure.
It is intended for this study to improve the understanding of the factors that affect forward-looking information disclosure in annual reports of firms listed on The Amsterdam Stock Exchange.  The results of the research contribute to the literature by demonstrating that low profitability could motivate firms to increase their forward-looking information disclosure.  Moreover, as there is no extensive literature in this field, the presented results expand existing knowledge on the origin and the nature of forward-looking disclosures. This study has also delivers evidence on disclosure practices in a European region that has not been extensively examined. 
These findings may be beneficial to a number of users. When dealing with low profitability firms, investors, lenders or auditors may consider presented results to verify the reporting practices. The position of users of annual reports may be therefore improved as they experience benefits of an increased quality of information disclosed.
There are several opportunities to diversify and improve further research. It may be conducted by increasing the number of companies in the sample or by introducing more variables to strengthen the position of evidence. It is also argued that the measurement of explanatory variables might influence the results (Ahmed & Courtis, 1999). As discussed before, the choice of the manner in which the disclosure quality is measured also has the potential to modify the findings. Moreover, as the evidence of previous studies indicates, it is highly possible, that the choice of a different set of companies e.g. belonging to a specific market or listed on a particular stock exchange could change the results of a similar research in a significant way. 
� Last report of the AIMR was issued in 1997.


� ‘Aggregate’ refers to all information disclosed above requirements without specification of disclosure area.


� Big Four refer to: Deloitte, Ernst & Young, KPMG and PriceWaterhouseCoopers.


� In this context, ‘specific’ refers to the type of voluntary disclosure e.g. R&D disclosure, forward-looking information disclosure etc.


�La Porta, Silanes, Shleifer, Vishny (2000) refer to insiders as managers and controlling shareholders.


� See Appendix 1


� The formula is extracted from Aljifri & Hussainey  (2007)
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